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TO: Mr. Whitelaw ‘ e June 2, 1975
FROM:  J. J. Polak : e \
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SURJECT: The Financial Structure of/ the Gemeral Account
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The attached paper approaches some of the questions we were

discussing at lunch from the angle of the Fund's income.
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The Financial Structure of the General Account

April 25, 1975

1/

Recent discussions of the Executive Directors and recent staff papers™
indicate the high degree of complexity of the financial structure of the
General Account. That structure is also unsatisfactory from a number of
points of view. It tends to create wide swings in the balance between the
Fund's operational income and expenditure; it gives uneconomic incentives
for members to use the gold tranche in preference to SDRs; and it is inequit-
able in the distribution among members of the cost of financing of the Fund's
assets (see below).

This note analyzes briefly the financial structure of the General Account
and suggests an alternative and perhaps more satisfactory structure.

It is instructive to take as a reference point for the analysis the
extremely simple financial structure of the Special Drawing Account. Measuring
from the net cumulative allocation (NCA) of each participant, the Special
Drawing Account can be seen as involving an extension of credit to those
participants whose holdings of SDRs are below their NCA and by those partici-
pants (and other holders, including the General Account) whose holdings of
SDRs are in excess of their NCA. Since the Special Drawing Account operates
by the transfer of balances among participants (and other holders), the
aggregate amount of holdings in excess of NCA must equal the aggregate short-

fall of holdings below NCA. Participants with a deficit position in SDRs

1/ sM/75/59, "Payment of Members' Own Currencies in Excess of 75 per cent
of Quota Increases," March 20, 1975 and SM/75/65, "Recent Developments Affect-
ing Fund Income and Expense,'" March 24, 1975.
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pay interest at the same rate as that receivVed by others on excess holdings.
Identical amounts at identical rates produce equality between the net receipts
and the net payments of interest of the Special Drawing Account, whatever“the‘
extent of ﬁse of SDRs, either in absolute amount or in per cent of NCA;l/
Neither of these two identities of the Special Drawiﬁg Account—-that
of interest rates and that of the amounts to which they apply——prevails in
tﬁe General Account, and the compléxities of that Account can suitably be
discussed in terms of (i) differential interest rates and (ii) interest free

assets and resources.

Differential interest rates

Until 1969 the Fund paid no credit interest | .on any of the resources
used in its transactions excépt on resources obtained from borrowing. When
remuneration on the creditor positions that are the counterpart of outstand=
ing drawings was introduced ip 1969, it was at a low rate.(the same.as .the .’
interest rate on borrowing under the GAB) and well below the.ayerage debit
interest rate charged by the Fund (although that rate itself was low too).
Under thié structure of rates the Fund was almost bound to make a large operational
income if it had substantial drawings outstanding.

Recent changes have moved the structure of the Fund's charges, rates of
remuneration, énd interest rates” on borrowing towards approximate eéuality
between effective debit and credit interest rates, so that in this respect
the General Account has begun to approacﬁ the structure of the Special Drawing

Account. Thus, the normal rate of charges now runs from 4 per cent to 6 per

cent, with an average of about 5 per cent, while the normal rate of remuneration

1/ The balance of interest receipts and expenditure leaves no residual to
defray the operating cost of the SDR system; this is taken care of separately
by "assessment" of all participants in proportion to their NCA. With operating
cost of the SDR account estimated at about SDR 1 million per year, the assess-
ment current is in the order of one hundredth of 1 per cent of NCA per year.
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at the present time equals 5 per cent. (The ;ower rate of remuneration of

2 1/2 per cent on the first 25 per cent of the4supe: gold tranche is not
intended to be a permanent feature of the Fund's fimancial structure.) The
1974 odil facility was based on money borrowed at 7 per cent and relent at
approximately the same rate. Tﬁe recent amendment of the General Arrangements
to Borrow incorporates the principle of a "pass through' of interest from
users to lenders.

The charges set for the 1975 oil facility introduced a further and
important change. These charges are still cl&sely related to the interest
.paid by the Fund on amounts to be borrowed but a differential of approximately
1/2 per cent per annum has been introduced.  The purpose of this differential
is to make a contribution to the cost of ruhning the Fund. A modest differential
between debit and credit interest rates applied to all of the Fund's trans-
actions would suffice to meef a considerable part of the Fund's administra-

give expenditure. TFor example, a differential of 1/2 per cent on drawings
of SDR 5 billion would yield SDR 25 million per annum, approximately half
the Fund's current administrative expenditure.

The Fund has a second major source to meet its administrative expendi-
ture in the income earned on its reserves, which constitute an interest-free
source of funds. The investment of these reserves (WhiCh amount to approximately
SDR 700 million) in the Fund's own business yields approximately SDR 35 million
a£ the current average rate of charges on ordinary transactions.

It would appear from the preceding that——subject to what is said in the
next section-—taking one year with another and provided that the average
level of outstandiﬁg drawings of the Fund remains reasonably high, it.shqﬁid

be possible to cover the administrative expenses of the Fund in the main from
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the two sources mentioned.=~ It should be noted that this could be achieved

in spite of payment of remuneration on the full amount of subscribed currencies

!

used--i.e., on the amount of the excess of 100 per cent of quota over holdings
of any currency. Over time the upward trend in transactions could probably take
care of the upward trend in expenditure. The level of reserves might also

have a tendency to grow insofar as, on average, income might bé expected

to be somewhat in excess of expenditure. A possible further moﬁest addition

to the Fund's income is suggested below.

Interest free assets and resources
These arrangements would not ensure a reasonable balance between the
Fund's income and expenditure, because the Fund's assets are not. limited = _

to outstanding drawings on which interest is earned (plus some holdings of

SDRs, received in lieu of gold or currency, on which interest is also earned),

and the Fund's sources of funds are not limited to currencies on which credit
interest has to be paid, and reserves. The Fund's assets also include gold
on which it earns no interest, and it has an interest-free source éf finance
in members' basic gold tfanche positions.

The annexed table indicates that,except at the end of 1971, the Fund's
holdings of gold were somewhat larger than the amounts of undrawn basic
gold tranche positions and that_fhe difference between the two was subject
to substantial year-to-year fluctuation. ‘Insofar as the Fund's gold holdings
excéed the interest-free resources available in the basic gold tranche,
interesting-costing resources are tied up in holding gold, and the Fund's
oﬁerall financial results tend to move into deficit. Thus, one of the reasons

for the Fund's deficit in recent years has been related to factors that could

1/ The Fund also receives a significant amount of income from transaction
charges. :
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not reasonably be expected to be corrected through adjustment of the Fund's

debit or credit interest rates.

An Alterpnative Financial Structure for the General Account

This analysis suggests a change in tﬁe financial structure of the General
Account in such a way as to provide a more stable basis of revenue for the
Fund. Such a change could at the same time eliminate .the inequity of the
present structure under which some members of the Fund support the institution
by maintaining an interest-free deposit equal to 25 per cent of their quotas,
while other members do so only partially or not at all. At the same time, the
suggeste& change takes into account a widespread feeling that it would .be in-
compatible with the reserve character of the gold tranche to remoye this in-
equity by making the use of any part of the gold &ranche subject to the pay-
ment of either a transactions or an interest charge. B

The suggestion would be that as long as, and to the extent that, the
Fund continued to hold gold, its members should on an equitable basis make
available to the Fund interest-free resources to finance the holding of this
asset. If all members held a basic gold tranche position, this could be
achieved by making part of this position interest-free. Since only part of
the members hold such a position, the objective sought can most cohveniently
be attained by paying creditor. interest (remuneration) on the whole gold
tranche and levying a charge on all members in proportion to quota, at the
prévailing rate of remuneration, on an aggregate amount equal to the Fund's
holdings of gold. At SDR 5.3 billion, .fhese holdings will be a little over

half of a full tranche of aggregate quotas equalling SDR 39 billion. If
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the amount subject to the charge were set slightly above the Fund's actual

~ gold holdings at the time of the amendment (e.g., at SDR 5.5 billiom to be

3
adjusted for any subsequent changes in the Fund's holdings of goldzfthe

charge on the additional amount would provide some furtﬁer.leeway for the
Fund's finances.
If the financial structure of the General Account were recast along

these lines, the balance of the Fund's income and expenditure would no longer

be affected by fluctuations in the use of the gold tranche or by the sale of

- gold for currencies. It would also only be marginally affected by variations

in the mode of payment of the "gold portion" of quota increases. Payment of
this portion in SDRs wéuld give the Fund an interest—earning asset against

a decrease in interest-earning outstaﬁding drawings or an increase in
remuneration-costing gold tranche positions; payment in currency Woﬁld leaye
unchanged '

the member's position in relation to quota, and hence also the amount subject
P q 1

to remuneration or to the payment of charges.

"1/ Abstraction is made here from possible acquisition of gold by the Fund
under a substitution arrangement; gold so acquired would in any case require
separate financing.
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General Account

Y

Interest—-Free Sources of Finance— and Assets

(In millions of SDRs)

Basic Gold x
Tranche Gold
Date Positions Holdings Différéice
(1) (2) (1):-:(2)
As of April 30:
1968 2515 3816 -1301
1969 3259 3371 ~112
1970 3289 3565 -276
1971 4894 4738 156
1972 4657 5331 ~-674
1973 4241 5370 - -1129
1974 4523 5370 847
| December 31, 1974 5041 5370 ~329

1/ Not including Reserve Accounts.



MEMORANDUM
TO: Managing_Dirgcfor‘ . . - April 25, 1975
FROM: ~~ J. J. Polak ' |

" SUBJECT: The Financial Structure of the General Account

I believe that the attached would be helpful to Directors in

clarifying some issues that are clearly in need of ‘clarification.

cc: Deputy Managing Director
Mr. Gold
' Mr. Habermeier -



The Financial Structure of the General Account

A Note by the Economic Coumsellor

April 25, 1975

Recent discussions of the Executive Directors and recent staff plp‘!lll
indicate the high degree of complexity of the financial structure of the
General Account. That structure is also unsatisfactory from a number of
points of view. It tends to create wide swings in the balance between the
Fund's operational income and expenditure; it gives uneconomic incentives
for members to use the gold tranche in preference to SDRs; and it is inequit-
able in the distribution among members of the cost of financing of the Fund's
assets (see below).

This note analyzes briefly the financial structure of the Gemeral Account
and suggests an alternative and perhaps more satisfactory structure.

It is instructive to take as a reference point for the analysis the
extremely simple financial structure of the Special Drawing Account. Measuring
from the net cumulative allocation (NCA) of each participant, the Special
Drawing Account can be seen as involving an extension of credit to those
participants whose holdings of SDRs are below their NCA and by those partici-
pants (and other holders, including the General Account) whose holdings of
SDRs are in excess of their NCA. Since the Special Drawing Account operates
by the transfer of balances among participants (and other holders), the
aggregate amount of holdings in excess of NCA must equal the aggregate short-

fall of holdings below NCA. Participants with a deficit position in SDRs

1/ sM/75/39, "Payment of Members' Own Currencies in Excess of 75 per cent
of Quota Increases,” March 20, 1975 and SM/75/65, "Recent Developments Affect-
ing Fund Income and Expense," March 24, 1975.



pay interest at the same rate as that received by others on excess holdings.

Identical amounts at idemtical rates produce equality between thae net receipts

and the net payments of interest of the Special Drawing Account, whatever the

extent of use of SDRs, either in absolute amount or im per ceant of HéA.!/
Neither of these two identities of the Special Drawing Account——that

of interest rates and that of the amounts to which they apply—prevails in

the General Account, and the complexities of that Account can suitably be

discussed in terms of (i) differential interest rates and (ii) interest free

assets and resources.

Differential interest rates

Until 1969 the Fund paid no credit 1ntereat,r(§h’76n any of the resources
used in its tramsactions except on resources obtained from borrowing. When
renuneration on the creditor positions that !gﬁi}the counterpart of outstand-
ing drawings was introduced in 1969, it was at a low rate (the same as the
interest rate on borrowing under the GAB) and well below the average debit
interest rate charged by the Fund (although that rate itself was low too).
Under this structure of rates the Fund was almost bound to make a large operational
income {f it had substantial drawings outstanding.

Recent changes have moved the structure of the Fund's charges, rates of
remuneration, and interest rates on borrowing towards approximate equality
between effective debit and credit interest rates, so that in this respect
the General Account has begun to approach the structure of the Special Drawing
Account. Thus, the normal rate of charges now runs from 4 per cent to 6 per

cent, with an average of about 5 per cent, while the normal rate of remuneration

1/ The balance of interest receipts and expenditure leaves no residual to
defray the operating cost of the SDR system; this is taken care of separately
by "assessment" of all participants in proportion to their NCA. With operating
cost of the SDR account estimated at about SDR 1 million per year, the assess-
ment current is in the order of one hundredth of 1 per cent of NCA per year.
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at the present time equals 5 per cent. (The lower rate of remumeration of

2 1/2 per cent on the first 25 per cent of the super gold tranche is not
intended to be a permanent feature of the Fund's financial structure.) The
1974 oil facility was based on money borrowed at 7 per cent and relent at
approximately the same rate. The recent amendment of the General Arrangements
to Borrow incorporates the principle of a “pass through” of interest from
users to lenders.

The charges set for the 1975 oil facility introduced a further and
important change. These charges are still closely related to the interest
paid by the Fund on amounts to be borrowed but a differential of approximately
1/2 per cent per annum has been introduced. The purpose of this differential
is to make a contribution to the cost of running the Fund. A modest differential
between debit and credit interest rates applied to all of the Fund's trans-
actions would suffice to meet a considerable part of the Fund's administra-
tive expenditure. For example, a differential of 1/2 per cent on drawings
of SDR 5 billion would yield SDR 25 million per annum, approximately half
the Fund's current administrative expenditure.

The Fund has a second major source to meet its administrative expendi-
ture in the income earned on its reserves, which constitute an interest-free
source of funds. The investment of these reserves (which amount to approximately
SDR 700 million) in the Fund's own business yields approximately SDR 35 milliomn
at the current average rate of charges on ordimary transactions.

It would appear from the preceding that-—subject to what is said in the
next section--taking one year with another and provided that the average
level of outstanding drawings of the Fund remains reasonably high, it should

be possible to cover the administrative expenses of the Fund in the main from
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. the two sources uniimod.-y It should be noted that this could be achieved

in spite of payment of remuneration om the full amount of subscribed curremcies

used—i.e., on the amount of the excess of 100 per cent of quota over holdings
of any currency. Over time the upward trend in tramsactions could probably take
care of the upward trend in expenditure. The level of reserves might also

have a tendency to grow insofar as, on average, income might be expected

to be somewhat in excess of expenditure. A possible further modest addition

to the Fund's income is suggested below.

Interest free assets and resources

These arrangements would not ensure a reasonable balance between the
Fund's income and expenditure, because the Fund's assets are not limited
to outstanding drawings on which interest is earned (plus some holdings of
SDRs, received in lieu of gold or currency, on which interest is also earned),

. and the Fund's sources of funds are not limited to currencies on which credit

interest has to be paid and reserves. The Fund's assets also include gold
on which it earns no interest, and it has an interest-free source of finance
in members' basic gold tranche positions.

The annexed table indicates that,except at the end of 1971, the Fund's
holdings of gold were somewhat larger than the amounts of undrawn basic
gold tranche positions and that the difference between the two was subject
to substantial year-to-year fluctuation. Insofar as the Fund's gold holdings
exceed the interest-free resources available in the basic gold tranche,
interesting—costing resources are tied up in holding gold, and the Fund's
overall financial results tend to move into deficit. Thus, one of the reasons

for the Fund's deficit in recent years has been related to factors that could

. 1/ The Fund also receives a significant amount of income from tramnsaction
charges.
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not reasonably be expected to be corrected through adjustment of the Fund's
debit or credit interest rates.

An Alternative Financial Structure for the General Account

This analysis suggests a change in the financial structure of the Gemeral
Account in such a way as to provide a more stable basis of revenue for the
Fund. Such a change could at the same time eliminate the inequity of the
present structure under which some members of the Fund support the institution
by maintaining an interest-free deposit equal to 25 per cent of their quotas,
while other members do so only partially or not at all. At the same time, the
suggested change takes into account a widespread feeling that it would be in-
compatible with the reserve character of the gold tranche to remove this in-
equity by making the use of any part of the gold tranche subject to the pay-~
ment of either a transactions or an interest charge.

The suggestion would be that as long as, and to the extent that, the
Fund continued to hold gold, its members should on an equitable basis make
available to the FPund interest-free resources to finance the holding of this
asset. If all members held a basic gold tranche position, this could be
achieved by making part of this position interest-free. Since only part of
the members hold such a position, the objective sought can most conveniently
be attained by paying creditor interest (remuneration) on the whole gold
tranche and levying a charge on all members in proportion to quotay at the
prevailing rate of remuneration, on an aggregate amount equal to the Fund's
holdings of gold. At SDR 5.3 billion, .these holdings will be a little over

half of a full tranche of aggregate quotas equalling SDR 3* billion. 1If
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the amount subject to the charge were set slightly above the Fund's actual
gold holdings at the time of the amendment (e.g., at SDR 5.5 billion to be
adjusted for any subsequent changes in the Fund's holdings of gold—}-lkh.
charge on the additional amount would provide some further leeway for the
Pund's finances.

If the financial structure of the General Account were recast along
these lines, the balance of the Fund's income and expenditure would no longer
be affected by fluctuations in the use of the gold tranche or by the sale of
gold for currencies. It would also only be marginally affected by variations
in the mode of payment of the "gold portion" of quota increases. Payment of
this portion in SDRs would give the Fund an interest—-earning asset against
a decrease in interest-earning outstanding drawings or an increase in

remuneration-costing gold tranche positions; payment in currency would leave/ "

.|
Pl S

the member's position in relation to quotg)_imlqtqmﬁgguﬂ:- e

o A hawntr *»BO Thiz: N0 Apl¥V 2 ?C,: b (emuytc«a)' -5,

~INAATGE,

A do Tha pavy ™ el 56‘ ' b

1/ Abstraction is made here from possible acquisition of gold by the Fund
under a substitution arrangement; gold so acquired would in any case require
separate financing.
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General Account

Interest-Free Sources of Finnnco!!and Assets

(In millions of SDRs)

Basic Gold
Tranche Gold
- Date Positions Holdings Difference
1) (2) ay = (2)
As of April 30:
1968 2515 3816 -1301
1969 3259 33nn -112
1970 3289 3565 -276
1971 4894 4738 156
1 1972 4657 5331 -674
1973 4241 5370 -1129
1974 4523 5370 ~-847
December 31, 1974 5041 5370 -329

1/ Not including Reserve Accounts.



MEMORANDUM

TO: Managing Director February 26, 1975
Deputy Managing Director

FROM: J. J. Polak

SUBJECT: The Financial Structure of the General Account

I refer to Mr. Habermeier's comments.

The paper does not propose a new amendment and there is no
difference of view that we should not actively pursue the ideas contained
in the paper as a new amendment.

I doubt that our chances of members taking a reasonable view on
such major issues as return of the Fund's gold or gold sales and invest-
ment of the proceeds would be reduced by Executive Directors having a
clear understanding of the income and expenditure structure of the General
Account,

The editorial suggestions implied in Mr. Habermeier's memorandum
can be accommodated. In particular, now that you are on record in favor
of a half per cent margin on the oil facility (which would yield SDR 25
million a year on an assumed total of SDR 5 billion) it would be reasonable
to say that the Fund's finances could approximately be covered without
investing the proceeds of gold sales at interest. This would permit consider-
ing any such investment without regard to its effect on the Fund's finances,
e.g., in a trust fund at & zero or minimal rate of interest.

cc: Mr. Gold
Mr. Habermeier



MEMORANDUM
TO: Acting Managing Director February 21, 1975
FROM: J. J. Polak

SUBJECT: The Financial Structure of the General Account

The attached paper is relevant to a number of amendment issues
being discussed. I should like it to be issued, therefore, as soon as
possible.

The paper has benefited considerably from comments by the Legal
and Treasurer's Departments on an earlier draft.

cc: Managing Director
Mr. Gold
Mr. Habermeier
Mr. Green



/ The Financial Structure of the Genmeral Account

Prepared by the Research Department

(In consultation with Legal and 'rn§m¢r'- partments)
’ﬂ gﬁbruary .?‘197 ‘ ?” AL‘

In conmnection with various areas of amendment (such as the role of the
gold tranche payments for quota increases, charges and remuneration, and
investment) numerous questions have arisen concerning the financial structure
of the General Account. This paper attempts to shed some light on these
questions; it also derives a possible alternative method to arrange the Fund's
system of charges and remuneration in such a way as to give the Fund a more
nearly stable and predictable operational income. The frequency with which
questions have arisem on this subject is evidence of its complexity.

One way to get & grip on this subject is to start out from the extremely
gimple financial structure of the Special Drawing Account. Taking the net
cumulative allocation (NCA) of each participant as a pivot, the structure of
the Special Drawing Account can be seen as involving an extemsion of credit
to those participants whose holdings of SDRs are below their NCA and by those
participants (and other holders, including the General Account), whose holdings
of SDRs are in excess of their NCA. Since the Special Drawing Account operates
by the transfer of balances among participants (and other holders) the aggregate
amount of holdings by participants in excess of NCA and by other holders must
equal the aggregate amount of holdings by participants below NCA. Members
with deficit holdings pay net interest at the same rate as the net interest

rate received by others on excess holdings. Identical amounts at identical
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rates produce equality between the net receipts and the net ‘payments of
interest of the Special Drawing Account, whatever the extent of use of SDRs;
'either in ebsolute amount or’ in per cent of NCA.~ 1/

The financial structure of the General Account is far more complicated
and, as a consequence, there have been wide fluetuations in the Fund's net
operational incomel The structure has; moreover, undergone frequent changes
in recent years, such as the termination of the gold investment, the intro-
duction pfAremuneratipn on~euper<gald tranche'positiOns; and.the inerease in
theArate of remuneration ﬁy#substeﬁtiellfﬁmere'than'tﬁe iubreese in. the rate
-of ehargee. Further complicatioﬁs arise from the fact ttat, ﬁﬁlike'the Speciai
Drawing Account, the net financial position of the General Account has also
been affected by chenges in the amount of Fund credit outstanding and by
changes in quotas. | ' | .

- An interesting attempt to présent the varibue eleeeets ef the Fund's

accounts in-such a way as to permit an analysis of the net finencial position
" of the General Account was presented nearly 2 years ago in &, paper by the
ATreasurer s Department entitled "Factors Affecting Fund Income and Expenditure,
1968-1973" (EBAP ?3/81, April 13, 1973) In'Table 3 of that paper the balance
sheet of the Fund was rearranged in such a way as to distinguish “interest
-earning from ' noe~iqterest earning uses of funde, and "‘nterest costing from
9interest free' sources of funds. ~Table 1 of tﬁe~present paper has been de-
rived from this presentatien by some further reerreﬁgement;'ietended to bring

out the balance'(poeitive or negative) between interest earning assets and

1/ The balancing of interest receipts and expenditure leaves no residual
to defray the operating cost of the SDR system; this is taken care of separately
by "assessment” of all participants in proportion to their NCS. With operating
cost of the SDR account estimated at about SDR 1 million per year, the assessment
~currently is in the order of one hundredth of 1 per cent of NCA per year..
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interest costing sources. In this rearrangement items have been sorted out
on the basis of their present status under these various headings, not on the
basis of their actual status on the various dates shown. Thus, the gold
investment that continued to exist through part of 1971 has throughout been
assumed to have been liquidated, and creditors positions have been classified
as interest costing even though they did not actually become so until 1970.

There is a justification for drawing this balance which did not exist
at the time when the earlier paper was written. It lies in the fact that
the structure of the Fund's charges, rates of remuneration and interest rates
on borrowing has moved to approximate equality between effective debit and
credit interest rates, 80 that in this respect the General Account has moved
towards the structure of the Special Drawing Account. Thus, the normal rate
of charges runs from 4 per cent to 6 per cent, with an average of about 5 per
cent, while the normal rate of remuneration at the present time equals 5 per
cent. (The lower rate of remuneration of 2 1/2 per cent on the first 25 per
cent of the super gold tranche is not intended to be a permanent feature of
the Fund's financial structure.) The 1974 oil facility was based on money
borrowed at 7 per cent and relent at approximately the same rate. The recent
amendment of the General Arrangements to Borrow was specifically based on the
principle of a "pass through" of interest from users to lenders.

The sign (positive or negative) of the balance in line 3 of Table 1
indicates whether, on the dates shown, the Fund's operations would have yielded
a surplus or a deficit if at those dates debit and credit interest rates had
been equal (which, as mentioned above, they were not). Even on that assumption
the indication would only be approximate, because the Fund's income is based
in part oh current activity (transaction charges and charges for stand-by

arrangements) rather than on balances outstanding only. In order for the Fund's



Table 1

 The Balance betweer Interest EarniggAAssets and Interest.: Costing Sources
(In millions of SDRs) :

K : As of April 30 - . : . | Dec.
©1968 - 1969 1970 - . 1971 1972 1973 1974 4 1974

(1) Intérest carning assets . . 2442 3202 . 4230 3045 . 1743 1578 1551 4156
Use of credit!tranches . . 2442 . 3292 . 4018 -i2555 _ - 833 . 961 1052 3699 -
SDR holdings . 1 == == . 212 490 910 - 617 499 - 457

Lok

(2). In;erest-costlngusoﬁices’.Af 3224 2812 ° 3811 i 2100 1622"‘,‘1929"_”";646*f,-vi 3762

Borrowing + .- . 740 © 1096 1065 399 . == . e 1716
Credltor p051tions L 2484 1716 2746 : 1702 - 1622 ;929' -111646 . 2046,

' (3) Balance (1) - (2) = [ N Y L -3944 .3 3510 =95 394 .

A , ' Table 2 * o
The F1nanc1ng of mon-Interest Earning Assets out of Interest Free Sources . '
g . (In millions of SDRs) o -

'(1)f]intéfe5t free‘sdérces7;:w‘_". 5799 5960 “”,6032 - '7907" 7997 8070 - 8039 8620
25 per ceat: of quotas . 5280 5308 - 5337 ,. 7119 7203 ' .7292 - 7297 . 7297
‘fReserves - - ... 00 519 . 592 695 788 . 795 - 778;:13’ 742 .. 723

‘ '(2)' Nou—interest earning assets‘.:‘6581 N4 5420 -  5613 76963‘~ 787641" 8421 - L 8134 - g 7626

Gold . . SRS ; ST T B T T
Gold ... . . . - - 3816 3371 ..3565 . 4738 5331 5370 < .5370: 5370
Use of gold tranche . - ' 2765 : 2049 - 2048 © 2225 - 2545, 3051 . 2764 2256

(%) Balance (1):=(2).0 . T -782 ...480 - _419° ' . 94 . 121 =351 <95 394

1/ Including (small) other assets and liabilities.
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operations to yleld enough income to cover its administrative expenditure,
the balance would have to be a substantial positive amount-—say in the order
of SDR 1 billion to yield, at a 5 per cent rate of interest, SDR 50 million
which is the order of magnitude of the current administrative expenditure

of the Fund. The table shows that the balance has approached this amount
only once the last 7 1/2 years; usually it has been much smaller and indeed
on three of the dates shown it was a substantial negative number.

The fluctuations of this balance in the past have been due to a number
of factors. These can be identified in Table 2, the components of which
net out to the same balance as in Table 1. One of these were changes in the
Fund's gold holdings, another the extent to which members%“puniskone used
the "basic gold tranche"--an area where no interest is charged and no remunera-
tion paid. The third main factor was quota increases. If use of the basic
gold tranche had a marginal cost in terms of interest or remuneration like use
of all other tranches, the portiom of quota increases paid in gold would reduce
the balance by an amount equal to the gold payment, and the same portion paid
in SDRs or in currencies would leave the balance unaffected; but with a
basic gold tranche free of interest or remuneration, quota increases reduce
the balance by less than the full amount of the "gold portion" if this is paid
in gold, increase the balance if this portion is paid in SDRs and increasé;ploo,
though to a smaller extent, if the portion is paid in each member's own curremncy.
This point is discussed in an Annex. Finally, the balance is affected by
the initial growth and subsequent decline of the reserves.

The analysis is relevant to the issue of the Fund "investing" up to an
amount equivalent to its reserves. Of course, as the table shows, the Fund's
reserves are in a sense already invested in the Fund's own business; if the
amount of about SDR 700 million of past surpluses had not been accumulated in

reserves, but distributed in currencies or SDRs (mot in gold), the balance



would~ﬂave beet‘that ﬁuch more‘utfavéreble. It is clear from the table
‘that the investment of an additional SDR ?QO milllon would not . bring the balance :
to the required level of about SDR 1 billion for at 1eeet some of the dates An
. the past.. in coneiderlng the amount to be inveeted ae an addition to the
 balance, iz is 1mpllcitly assumed that the 1nveetment would yleld the same
‘ net interest rate as the bulk of the Fund 8 interest eetning aseets, euge) about'
3 per'cent; This would be a reasonable assumption if the investment were mede
3on the baeis of the sale of gold iteelf a- non~interest earning asset. If,
however, the investment were made by the use of currencies, thus adding to the
‘ intereet coet of the General Account, it would be quite unlikely to produce a .
;5 per cent net yield. | ’ o
Whatever may be achieved in terms of strengthening the balance as. a result |
. of investment, the:ﬁmencial position of the Generel Account would still’ remain
) subgect toAsubstantial fluctuatione.~ For example, the balance could decline
’to minus SDR 1.5 billion from the average balance of close to zero shown for
the 1aet four dates in ‘the table if use of the gold tranche rose from its present
1ow 1evel to the same percentage of- quotas as in 1968. It would increase sub- |
stantially as a result ‘of the forthcoming quota 1ncrease, assumiug that the "gold
portlon wauld not be naid in, gold.; . .

:~ﬂ it would be possible to change the financial etructure of the General Account
in such a way as’' to provide a more stable basis of revenue for the Fund. Such-
a chenge.could~at the same time-elim;nate the inequity of the preseqt structute
- 'arieing freﬁ the‘fect‘thet eeﬁeAmembets-otvthe Fend cdntribute to the iﬁstitution
by- maintaining an- interest free deposit equal to 25 pez cent of " their quotas,
while other members do .so only partially or, not at all.' The main’ intereet

free source of finance for the Fund is the 25 per cent of quotae on which
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members do not receive remuneration, and which is to a large extent necessary
to finance the holding of non-interest earming gold. A substantial but vary-
ing proportion of this amount is, however, absorbed by use of the gold tranche,
the effect of which is that for this amount members do not provide the Fund
with interest free resources. There is a widespread feeling, however, that

it would be incompatible with the reserve character of the gold tranche to
remove this inequity by making use of any part of the gold tranche subject

to the payment of either a transactions or an interest charge. Indeed, the
suggestion has been made that it would be desirable to extend remumeration to
the whole of the gold tranche. A further point to be borne in mind is that
one should, if possible, avoid making the Fund's net operating income dependent
on periodic decisions; while assessment is satisfactory for the small cost of
running the Special Drawing Account, it would raise considerable problems 1if
applied to the much larger cost of the Gemeral Account.

The preceding amalysis, in conjunction with the experience gained in
devising the financial structure of the Special Drawing Account points to a
possible solution to these divergent desiderata. Since all SDR holdings are
reserve assets, it was considered desirable that participants should receive
interest on the full amount of their SDR holdings. But since the finances
of the SDR account had to be self balancing, it then became necessary to intro—-
duce a charge, at the same rate, on net cumulative allocations. The net result
of this arrangement is that participants pay net interest on the shortfall of
their holdings below NCA and receive net interest on their holdings in excess
of NCA. Transposition of this approach to the Gemeral Account could be

achieved by the introduction of two changes.



-

(a) Payment of remuneration on amounts by which the Fund's holdings
of any currency were below 100 per cent, as against the present 75 per cent,
of quota;

(b) A charge, at a rate equal to the rate of remuneration, levied on all
members in proportion to quotas, on a total amount equal to the Fund's holdings
of gold. With gold holdings of SDR 5.:11:::: would be about 14 per cent of
quotas of SDR 39 billion.

At equal debit and credit interest rates, the Fund would then receive a
net income equal to the rate of remuneration applied to' the reserve or, om
present figures, about SDR 36 billion. This would not fully cover the Fund's
administrative expemditure. The income M. however, be reinforced by a
conbination of the follouingzll

1) transactions charges and any small excess of debit over credit
interest rates;

2) the investment of the proceeds of the sale of a relatively small amount
of gold. For example, the sale of SDR 100 million of gold valued at the official
price might, at current prices, produce an investible profit of some SDR 300

2/

aillian This amount, taking in conjunction with that of the reserve, would

give the net income earning balance mentioned above (in the order of magnitude

of SDR 1 billiom) required to cover the Fund's expemditure.
The
The financial effects on individual members of a charge on 14 per cent of

quota would be as follows:

s : o
- gy

1/ It may be noted that if the percentage were rounded up to 15 per cent from
the actual 13.6 per cent, an amount of more than SDR 500 million would be added
to the balance,

2/ The fact that the book value of the gold sold would also contribute to
the Fund's income would be offset by a reduction in the charge on account of
the reduction in gold holdings.
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(l) All members usmD the Fend in ‘the credit tranches would have to |
pay an addltional charge, which at the present rate af remuneration would
.equal 0.70 per cent of their quotas (5 per cent of 14 per pent).\

i (2) Ali membere with ereditbr’poeitions wodid benefit oe balance 3?
40 35 per cent per annum of quota per annum, viz. the difference between
remuneration on their basic gold tranche (5 per cent of 25 per cent) -and the
" new charae (5 per cent of 14 per cent) ‘ -

(3) The ‘breakeven poxnt would be éor members of Whose currency “the Fund
held 86 per cent. Those members whose currencies were held between 75 and 86
per cent would have some benefit, but 1ess than 0.55 per cent of quota, and
those between 80 and 1060 per cent, some net.cost, but less than 0. ?0 per cent -
of queta per annum. | )

?he net effect on ali members roqld be tokdietribute>amgﬁg*all, in pro-
'éortion'to quota, rhé eoet‘cf keeping a etock‘of gqld,'while the eosr of
rﬁnning the‘Fund weuld be'breadlylcevered a@ﬁ“from income on the}reserves and
. some geld investment. ' '

The approach here deecribed might also’make it easler to drop the term
a gold trenche, with its sub—div1dions of "basie gold tranche“ -and "super
~ gold tranche," that indlcate an important distinction in the present financial
strucrure.of the(Fund. In a Geueral Acceunt in which at least for interest
purposes'debtqr and creditor poeirions were-measnred from the;quota,lit would
eeem only nareral teﬁhave aﬁeinglé"expressioh te describe;the,excess ef,the‘
quota over the Fund's holdiags of:curreﬁcy.‘_The approach woeld not require
moving the:?5fper cent level in orger provisioes of tﬁe Articles, although
rhat;wbuld‘eeem'a~loéieal.counterperr~oflit‘as-far aswall proﬁiéioﬁs on re-

purchase were concerned.
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Annex

Efféct of Quota Increases on the Balance of Interest Earning Assets

In the present financial structure of the Fund quota increases affect
the balance between‘interest earning assets and interest éosting sources,
and hence the Fund's net income.

Table 3 indicates these effects, for four modes of payment and three

segments of the Fund's holdings of currencies.

Table 3
Effect of Quota Increases on
Net Interest Earning Balance

+ Increase in balance
0 Balance unchanged
— Decrease in balance

Holdings as Mode of Payment
Per Cent of Gold SDR or Creditor Own Currency
New Quota
Currency .. .
0 -175 0 + +
75 ~ 100 0 + ‘ 0
100 - 0 0
All quota increases - + +

Notes:
1. The amount of any change in the balance equals in each case one-
fourth of the quota increase.

2. Since it is the new quota which will determine whether and to what
extent a given absolute position falls in the gold tranche, the distinction
between segments has to be made in terms of that quota. Quota changes that
spill over from one segment to another will have effects partly in one seg-
ment, partly in another.
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When gold is paid, the balance is reduced fOTr each quota increase of
a member using the Fund in the credit tranches: the member pays off its
interest bearing credit tranche use with non-interest paying gold. A member
in the super gold tranche acquires for its gold a position subject to remunera-
tion but here the negative effect on the Fund's income is offset by the
equivalent increase in the interest free gold tranche which the member has to
maintain.

The effect of the payment éf SDRs is throughout to improve the balance,
because SDRs, unlike gold, earn interest for the Fund. The effect of payment
in own currency is the same as that of payment in SDRs below 75 per cent of
quota; beyond that level the effect is zero, since the quota increase is
matched by an equal increase in the use of the gold tranche.

Table 3 shows that the net effect for all members taken together is
negative if all payments are made in gold and positive if all are made in SDRs
and also, but to a smaller extent, if all payments are made in a member's own
currency. ILf one wanted toAapply these fipdings to any particular situation
one would have to bear in mind that the position of members in the three
segments would be affected by the mode of pa&ment considered; for example,
payment in own currency would raise holdings as a percentage of new quota,
compared to ﬁoldings as percentage of present quota, for members with present

holdings at or below 75 per cent of quota.
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INTERNATIONAL MONETARY FUND

Possible Changes in the General Account

Prepared by the Staff

April 2, 1974

In response to a request by executive directors, the staff has
prepared this memorandum to indicate briefly certain matters in respect
of which changes in the General Account could be considered. These
changes, which are of different degrees of importance, would require
amendment of the Articles. They could be combined with any proposal
for other amendments whenever such a proposal were made.

I, Use of Special Drawing Rights in the Gemeral Account

It would be desirable to provide a broader role for special
drawing rights in the General Account by giving members greater freedom
to use them instead of gold or currency in all transactions or opera-
tions conducted through the General Account.

In connection with requests for purchases from the General Account
that were consistent with the Articles, it could be provided that at
the option of the Fund or the purchaser special drawing rights would
be made available by the Fund in exchange for the purchaser's currency.
The Fund has authority at present to sell special drawing rights if
the member requesting a transaction under Article V, Section 3(a)
agrees (Article XXV, Section 7(f)). The change would mean that either
the Fund or the member could decide to have the transaction carrieng,w
out in special drawing rights without the agreement of the other party..
The option would be limited by the amount of special drawing rlghts
held in the General Account unless the Fund had powers to issue them
to finance these transactions and cancel them on repurchase. H

In addition, it could be provided that any repurchase obligation
that was calculated in any reserve assets under Article V, Section 7(b),
or under its successor in amended Articles, could be discharged with
special drawing rizhts. This right could be made to apply to accrued
repurchase obligations in pold, whether discharged or undischarged,
back to some prescribed date. Members could be given the right to use
special drawing rights outside Article V, Section 7(b) in repurchase
of their currency above 75 per cent of quota. At present, members can
make these repurchases only to the extent permitted by the Fund
(Article XXV, Section 7(c)).
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As is discussed below, special drawing rights might be accepted in
discharge of that part of a subscription payable on an increase in quota
that is not payable in the member's currency. In addition, members
night be permitted to pay all charges with special drawing rights instead
of gold. The Fund could be authorized to pay remuneration and distri-

bute net income in special drawing rights.

Under the present Articles the Fund may require a participant to
sell its currency to the Fund in replenishment in return for special /,wj
drawing rights held in the General Account after consultation with the ]
partieipant on alternative ways of replenishment and:. subject to the
acceptance limit laid down in Article XXV, Section 4. In addition,
replenishment with special drawing rights must be made with due regard
to the principles of designation. Some or all of these limitations
migzht be eliminated. : ‘

e,

IIO

Gold . . . - «'L‘H
e

The Fund's present powers to buy gold might be reconsidered. 1In _M(“
addition, the Fund might be authorized to sell gold in the na?ket and ' AT
invest such part of the procgeds as it determined. S

o ' ' j f{\* “5 B S (O b e
I1I. Exchange transactions . ,w, L Ager § S

U‘}\"
>

No provision in the Articles deals expressly vith stand-by -
arrangerents even though they have become the main instrument for
making the Fund®s resources available- to members. The policies
governing stand-by arrangements are embodied in decisions adopted. in
the period 1952 through 1968 (see Selected Decisions, Sixth Issue,
pages 26-34). 1t would be desirable to make express mention of stand~
by arrangements in Article V, Section 3, but without limiting the
Fund's authority to adapt its policies in connection with them.

1.

Stand-by arrangements A\rf

-

2. Quantitative limits

N The limit of 25 per cent of quota for purchases within twelve
months in Article V, Section 3(a)(iii) (as applied under Decision

Wo. 451~(55/52), August 24, 1955, Selected Decisions, Sixth Issue,

pages 21-22) is commonly waived under Article V, Section 4. The tranche
policies have fulfilled the more important functions of the terms that
the Fund might have imposed when granting a waiver. The limit could

be abrogated, but there would be less reason to dispense with a cumula-—
tive limit, whether it be the present 200 per cent or a different 1{pjit,




3. Use of currencies in transactions and repurchases

The Fund's policy on the currencies to be used in its trans-
actions is governed by the statement of policy entitled "Currencies to
be Drawn and to be Used in Repurchases' (approved by Decision No. 1371-
(62/36), July 20, 1962, Selected Decisions, Sixth Issue, pages 36-42).
Under that policy a member wishing to make § purchase conrsults with the
Managing Director regarding the currencies to be drawn. It would be
possible to adopt a provision requiring the Fund to adopt policies
regarding the use of currencies in transactions and to authorize the
Fund to specify the currencies to be used by members in purchases and
repurchases. With such an amendment, Article V, Section 3(a)(i) could
be amended to eliminate the reference to “that currency.'” In additionm,
it could be made clear that if a member's currency were purchased, the
member would be obligated, on the request of the purchasing member, to
convert the currency into its reserve currency at a rate of exchange
determined in accordance with such new provision as was adopted.

The same rules with respect to conversion would apply, with
appropriate adaptation, to the acquisition by a member of a currency
to be used in repurchase. The issuer of a currency acceptable in
repurchase would be required to provide its currency in return for its
reserve currency on the request of members wishing to repurchase with
the issuer's currency.

IV. Repurchase and Monetary Reserves

1. Replacement of system in Article V, Section 7(b)

At present, there are two complex systems of repurchase:
under Article V, Section 7(b) and outside that provision. These systems
are based on provisions in the Articles and decisions of the Fund. A
much simpler system could be substituted under which any increase in
the Fund's holdings of a member's currency above 75 per cent of the
member's quota would obligate the member to repurchase the increase
within a period determined by decision of the Fund, whether the increase
resulted from a transaction, the payment of charges, or from some other
operation. The appropriate period or circumstances for repurchase in
respect of types of increase could be determined by general or special
decisions under authority granted by the Articles. Such a system would
eliminate two principles of the repurchase system to which the drafters
of Article V, Section 7(b) attached importance: pari passu use by a
member of its own reserves in the year in which it makes a purchase that
increases the Fund's holdings of its currency above 75 per cent of
quota, and sharing with the Fund increases in reserves until the
Fund's holdings have been reduced to 75 per cent of quota. The
principles were designed to support the concept of need and the
revolving character of the Fund's resources, but a revised system of

L
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repurchase, together with the application of provisions on the use of curren- '

cies under ITI.3 above, could Serva the zame nurposes. The two limits of
75 per cént of quota would cofitinué to be dpplied.

2. lMonetary Reserves ' \ A
V

If a new system of repurchase were basaed to some extent on (Z;) o
monetary reserves, thero would be né need to retain the complex pro-

visions of Article XIX on the&calculation of monetary reserves. THe }' é - ;
Eng Fund would have to operate with common coacepts “of reserves, but the JA?%*ﬁ’**v
CLT present concepis could be improved. T // ! '

/

Under the present Articles, the proportion of a member’s

monetary reserves to quota determines to what extent the member may
pay charges in its own currency. If this right were maintained, it \
too could be linked to a revised concept of reserves. \

The proportion of a member’s monetary reserves to its quota

is also a criterion for the possible reduction in the normal 25 per cent

payment in gold on an increase in quota. The Fund could be authorized
“~  to determine the proportion of an increased subscription to be paid in .
- ! special drawing rights on the occasion of each general review of quotas

or in connection with the adjustment of an individual quota. The dif-

ference between 25 per cent of the increase and the proportion payable

in special drawing rights could be made subject to repurchase, Similar

provisions might be adopted with respect to original subscriptions,

3. Media of repurchacse

It would be desirable to eliminate the complications of the PR

-distribution of repurchase obligations among types of monetary reserves [
under the present system, even if the system in Acticle V, Section 7(b) /" ;

: were not replaced. Mewbers might be authorined to uce gold or SDPs at [
their discretion, or currencies acceptable to the Fund. The accepta-
bility of currencies would be determined in practice by the lavel of

the Fund's holdings and the criteria for the use of currencies in bt
repurchaces. Currencies might be acceptable even though they were notf v L.
convertible within the meaning of the Articles.
7
//”' V. Charges on transsctions in gold tranche -
- = Ao C&xfa?

-
»

In Buff Statement 73/130, the Managing Director suggested that (‘ Fﬁﬁﬁ%@57;“” (

N
Pf\ygoﬁjh .periodic charges might be levied on holdings of currency in the basic ﬂdﬁuoy
™~ /’
~

..

I~ iy Y
L N e aold tranche (i.e., on holdings in the range of 75 per cent to 100 per
’t&&f‘ R cent of quota) at a rate equal to the rate of remuneration.
;'\ f};/' .
T’fﬁ?ﬁ VI. Investment of Reserves //
.;'3" . y Y
'\yﬂ"

, Y
It would be possible to confer upon the Fund a power-to invest
t assets equivalent in amount to its reserves for the pqyﬁbse of meeting
oap deficits or augmenting its reserves for meeting prospective deficits.
v / f;%"-"

/ o o A

/ [ NaTes S
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TO: Mr. Gold April 1, 1974
Hr. Dabernmeier

TROM: J. J. Polak

SUBJECT: Possible Changes in the General Account

I agreed to the March 23th draft godng to the Managing Director
but there is still one point in it that bothers me considerably. The
implications of Sectlons 1 and 2 of IV seems to be that we envisage the
codification of a new definition of monetary reserves for the basis of

~ repurchase., I would expect that this would lead us into the same difficulties

which we have expevienced in the past. I would, therefore, try to steer
Directors in a different direction by the two following changes.

_ (a) Towards the end of section 1, after "a revised system of
repurchase' insert "in conjunction with the application of the proposed
provisions on the use of currencies in tramsactions."

(b) Bepin sectlon 2 as follows: 'To the extent that the new
system of repurchase would be based on data of reserves, it need not
5;K'I.‘E:St ssenvne ‘!!



The Mansging Director March 28, 1974
Jossph Geold, J. J. Polak, and Walter O. Habsrmeier

Possible Changes in the General Aceoust

Attached is a memorandum on this subject for your approval.
The fact that such a memorandum Will be ;Ilhnittad to the Executive
Directors very soon wvas -’-mﬂ.} in the course of yesterday's
debate in the Deputies of the C-XX.

ec: The Deputy Managing Director
Mr. S8outhard



INTERNATIONAL MOWETARY FUND

Pogssible Changes in the Ceneral Account

Prepared by the Legal, Treasurer's, and Research Departments
Approved by Joseph Gold, W.0. Habermeier, ‘and J.J. Polak

' March 28, 1974

Iﬁ resbonée to za reqﬁes; bj executive directors? the staff has
prepafed this memorandum to indicafe briefi§ certain matters in
respect of which changeé in thg General Account cogld be considered,
These changes,,ﬁhich are of ﬁifférent degrees Ef importance, would
require amendﬁent of Ehé Articles. fhey could be combined with any

proposal for other amendwents whenever such a proposal were made,

I.- ﬁse of Special Drawing Rights in the General Account

It would be desirable to provide 3 broader role for speclal
dfawingvrights in the General Account by giving members greater Ireedom
to use them instead of gold or cﬁrrency in all transactions or opera-
tions coﬁducted through the General Account;

In connection with requests for pufchases from the General

Account that Were-consistent with the Articles, it could be provided
that at the option of the Fund'or the purchaser special drawing
vights would be made avallable by the Fund in exchange for the pur-
chaser's currency. The Fund has authoiity at present to sell speciall

drawing rights if the member requesting a transaction under Article V,



‘Section 3(a) agrees (Article XXV,lSection 7(f)),-.The change .would mean

that either the Fund or-the memberﬁcould decilde to heve the tranSaction"
carried out'in sPecialidrawing.rights withoutAthe agreement of the other}.
party. The option would be Yimited by the amount of . epecial drawinb

righte hel d in the General Account unless the Fund had powere to issue

vthem to finance these transactiOns and cancel them on. repurchaee.'

In addition, it could be prov1ded that any repurchase obligation

Athat was calculated dn any reserve assets under Article v, Section 7(b),

or under its successor in amended Articles, could be discharged with

'special drawing rights. This right could be’ made to apply to accrued

repurchase obligations in gold whether diacharged or undischarged

back to SOme»preseribed dete; Members could be given the right to use

'special drawing righte outside Article V Section 7(b) in repurchaee

of their currency above. 75 per cent of quota. At present, members can

: make these repurchases only to the extent permitted by the Fund

cArticle XXV, Section 7(c))

In‘addition, members‘might‘belpermitted to pay all“charges with

-special drawlng rights lnstead of gold The Fund could be authoriied

to pay remuneration and distribute net lncome in speclal drawing rights;,

Under the present Articles the Fund may require a participant to

fsell its currency to the Fund in replenishment for special drawing

rights held in the General Account after consultdtion with the partic-

ipant on alternetlve waye of replenishment and subject to the acceptancel"

l'limit laid down in Article XXV Section 4 In addition, replenishment

with special drawino rights must be made with due regard to. the



" principles of deeignation. Some of theee limitatione'ﬁight be elim-

'ineted.

‘II. Gold

"~ The Fund might be given authority to buy gold'from members at

' ;-market—related prlces in return for special drewing rights issued

Lfor the purpose. In addition, the Fund might be authorized to sell

gold in the market and invest such part of the proceeds as it determined

* III. Exchange transactions

1. Stand—by'arrangements

No provision in the Articles deals expressly with stand-by
arrangements even though they have become the main instrument for
making the Fund's resonrces available to members.‘ The policies govern—'

ing stand-by arrangements,are ‘embodied in decisions adopted in the

-period 1952 through!1963'(eee SeIECted-Decisione, Sixth Issue, pages

<26;34) It would be desirable to make express mention of etand—by

arrangements in Article V Section 3. but without 1imitinrr the Fund'
authcrity to adapt its policies in connection with them..

Quantitative limits

_ The limit of‘25 perieent of quotaffor purchases-nithin twel?e
months in Article v, Section 3(a)(iii) (as'applied under Decision

] b- 451-(55/52) , August 24 1955, sSelected Decieions, Sizth Issue,

,pagee 21—22) is commonly waived under Article V Section 4. The tranche

policies have fulfilled ‘the more important functionv aof the terme that

the Fund might hava imposed when granting a waiver. The limit could



be abrogated, but there ﬁquld“bé less reason to dispense with a cumula-
tive limit, whether it be.thé present ZOO-per cent or a different limit,

-

3. Use of currencies in tramsactions and repurchases

The Fund's pbliqy‘dn the curfencies to be vsed in its trans-
actions is governed by the statement of policy entitled "Currencies to

be Drawn and to be Used in hepurcnases (approved by Deciaion No, 1371~

(62/36), July 20, 1962, Selected Decisions, Sixth. Issue, pages 36-42).

Under'that4policy a member wishing t¢ make a purchase consults with

. the Mapnaging Director regarding the currencies to be drawn. It would

be possible to adopt a provision requiring‘fhe Fﬁnd to adopt policies

cegarding the use of currencies in transactlona ‘and to authorlze the

- Fund to saeci;y the currencies to be used by members in purchases and

repurchases., With such an amendment Article v, Section 3(a) (1)
could be amended to eliminate the reference to that carrency”. In
addition; it could be made élear'fhat if a member's curreancy were
purchased, ﬁhe member would be obiigateq?bn the ?equest of théjpurchas—
iﬁg memﬁer, to COnvert'the‘currency into its-reéerve currency at a rate

of exchange determined in accordance with such new provision as was

'édopted.

. The same rﬁles,witﬁ réépect to conversion would abply, with
appropriate a&aptation?'to fhe acquisition by a member of a cufrency |
to be used in repurchase. The issuer of a currency acceptable in
repu;cﬁase would,be_requiréd to'p;ovide‘its éurrency»in return for its
reserve currency on the requést of members wishing to repurchase with

the issuer's currency.



“»of,quﬁta would continue tD be auplied

c oA 3.

IV. Repurchasé and ﬁbnetarv Reserves

1. Replacement of system An- Article V Section 7{b)

At present, there are two camplex systems of repurchasc'-

are based on prov1sions in the Articles and decisions of tha Tund.
much simpler System.COuld ba aubstituted unéeﬁ uhich any<increaae in
the rund‘s holdings of a mamber S currency above 75 pet cent of the
memberf _quota would obligate the member to. repurchaae the increase

within a stated pericd whether the increase resulted from a trans~

‘action, tbe payment of charbes or from some other- operation. The
"appropriate period or occasion for repurchase in respect of types of

increase could be determinad by ?eneral decisions. Such a system

would eliminate 0. principles of the repurchaae system to which the
drafters of Article v. Saction 7(b) attached importanca. garl Eassu .

use by a member of its own reserves in the year 1n which it makes

a purchage that 1ncreases the Fund's holdinga uf 1ts currency above

75 per cent of quata, and sharing with the Fund increases in resérves
until the Fund's holdings have been reduced to 75 per cant of quota.
The p:ineiples wergkdggignedito;sappggt the cogcept of nead and the

revolving charactér of:the Fund’s‘resources, but. & revised asystem of

e repurchase could uerve the same purposes. Theitwogliﬁiﬁs of 75 per cent

Mona;ary_ﬂeservea o

A new system of repurchase need not rast on the compiex pro-

visions of Article XIX%Qﬁzthe éaiéuiatioh>of_mbneéary reservas. The

P 5 po—_— — e e
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o under Article v, Section 7(b) and outside _that provision. These systems

!
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énnd—nouid.heve to‘operetezwith common'conceote of'resernes; but?the:
present concepts conld'be imptoved.

Under the present Articles, the proportion of a menber's -
monetary reserves to quota determines to” what extent the member may
pay charges in its own currency. If. this right_were maintained, it'
too could'be linked to a renisen concept of reserves.

The proportion of a member's monetary reserves to its quota’

1s also a criterion for the possible reduction in the normal 25 per

cent payment in.gold on an increase in quota.- Tbe Fund could be-'
authorized to determine tne proportion of an increased subeCription

to be pald in Bpecial drawving riOhts on the occasion of each general re-
view of quotas or in connection w1th the adJustment -of an indlvidual
quota. The difference netween 25 per cent of the‘increase and the
pcoportion payable in special drawing rights could be made subject

to repurchase. ISimilar provisions might be adopted nitn respect‘to:
original subecriptione. |

3. Media of repurchase"

Tt would be desirable to eliminate the complications of the

distribution of repurchase-obligations among types of monetary re—

" serves under the present system, even if the system in Article v,

Seetion 7(b) were not replaced Mewbers mifht be authorized to use
gold or SDRs at their discretion, or currencics acceptable to the

Fund. The acceptability of currencies would be determined in practice’

by the level of the Fund's holdings and the criteria for the use of

' currencies in repnrchases. Currencies might Be'acceptable.even though

they were not convertible within the meaning of the Articles;t.»



v, Charges on ;rangactions-iﬁ gold tranche

In Buff~stateﬁenti73/l§ﬁ, the Managing Directbrisuggésted‘thét
“an interest charge” might bé igvied on holdings of»éurrency in tﬁe
basic goid traﬁche'(i;e., dﬁ:holdings in;the range'of 75 per cént

to 100 per cent of quota) at a rate equal to the rate of remuneration.

VI. Invesirment of Reégrves

t would be possible to confer upon the Fund a power to invest

its aas&ts»equivalént in amount to its reserves for the purpose of .

meeting of present and prospective deficits.



o Pk,

Mr., Walter O, Haberaeier : Mareh 28,
1974
Joseph Gold

Possivlie Chances in the Ceneral Accouat

Thank you for your note of March 27, 1974, I heve taken account
of all your comments except the last one on the first page. The word
"allocated” is used already for e different purpose, and in any cvent
would not clearly make the point you arye interested in, I suggest
that the point wight simply be raised in the discussion of ¢he paper.

ce:  Mr. Polak



MEMORANDUM
TO: Mr. Gold March 21, 1974
FROM: J. J. Polak

SUBJECT: Changes in the General Account

A paragraph along the followiag lines might be inserfed:

"This approach might be carried one step further if the General
Account were authorized, under appropriate safeguards, to create SDRs for
use in its transactions in lieu of the use of currenciles, with provision -
for cancellation of SDRs received in repurchases." '

The safeguards I have .in mind.would be two~fold:

(a) An understanding that  currency holdings would not be reduced‘
below 75 per cent of quota. : -

(b) For net use beyond a specified proportion of quotas, selected
in such a way as to provide a reasonable demarcation point between the use
of SDRs as a substitute for the Fund's holdings of currencies and as a
substitute for replenishment, the requlrement of a special majority vote,
perhaps by the Council.



— 4/@/{/ i, Bon Ao/

L ]
¥ Office Memorandum ——
q""n;‘l‘0
TO :  Mr. Polak DATE: March 5, 1974
FROM : John S. Smith %
SUBJECT : Maintenance of the Gold Value of the Fund's Assets

Under Executive Directors'_Decision No. 321-(54/32) as amended, "The
Fund does not intend to ... /adjust/ its holdings of members' currencies having
fluctuating rates when there is no practical interest for the Fund or members
to do so." This decision remained in effect until May 8, 1972, when it was
terminated by Decision No. 3637-(72/41) G/S.

The practical effects of adjustments arise in connection with changes
in Fund's holdings through transactions or when the currency enters into the
calculation of monetary reserves. (See Joseph Gold, '"Maintenance of the Gold
Value of the Fund's Assets," IMF Pamphlet No. 6, Second Edition, 1971, pp. 21-23.)

If references to monetary reserves were eliminated from the Articles
by amendment, if Fund holdings of all currencies were raised to 75 per cent of
quota, and if all drawings and repurchases in the General Account were thereafter
carried out in SDRs, the maintenance of gold value provisions would apparently
be without practical effects. Under those conditions, the Fund would apparently
be justified in deciding, in line with the decision quoted above, that no adjust-
ments need be carried out to maintain the gold value of the Fund's assets.
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‘ Introductiod"

This paper has been prepared in response ‘to requests by Executlve"'
Directors for a review of the llquidity of the General Account in the
light of the probability that the extemsive shifts that have or that
are expected to occur in ‘the’ distributlon of balance of payments
surpluses and deficits among members will result in a significant
increase in the use of the facilities of the Gemeral Account. 1In
addition to use of existing reserve positions in the Fund and the
credit tranches it has also been assumed that an "oil facility" will
be in existence and will substantially increase purchases in the
General Account. The illustrative calculations discussed in Section
II envisage the use of the currencies of a w1der range of members than
has hitherto been used in purchases, thus coming closer to the princi-
ples of designation used in the Speclal Drawing Account. It should
also be borne in mind that the amounts of borrowing that are implied
by these principles of distribution may require some reconsideration
of the existing policies and practices of the Fund as, regards
replenishment.

Section‘I of this paper discusses the4geﬁerai'éonsiderations that
will affect the liquidity of the General Account: Section IT considers
how the Fund might finance purchasés in the'range of SDR 5-9 billiom.

I. General Comsiderations Affecting the
Liqpidity of the General Account

1. The assessment of the liquidity of'théJGeneral'Account is
essentially concerned with the éxtent to which members can purchase
currencies from the Fund and are prepared to exercise their rights to.
do so; and the capacity of the Fund to meet these demands by the usa L
of its existing currency holdingo5 or through sales of gold or the use
of SDRs held by the General Account, or through ‘the borrowing of
currencies. The demands that can be made on thé General Account and
its ability to meet these demands will be largely determined by the



distribution of surpluses and deficits among the Fund's membership, the
willingness of members in relatively weak positions to use the Fund's
resources, the ability of -the Fund to use its existing holdings of the
currencies of members din relatlvely strong external positions, and
possibly also whether these members would lend to the Fund.

2. The extent to which members experiencing deficits will decide
to use the resources of the General Account will depend on whether
they will -be prepared -to run balance of payments deficits,: and the
availability and cost of alternative forms of finance. In view of
the considerable uncertainties dinvolved, no attempt has been made in
this paper to forecast the probable use of the General Account over
the coming year. The illustrative calculations discussed in Section
II set out possible distributions of purchases totaling SDR 5 billion
and SDR 9 billion.

3. The ability of the General Account to meet the demands that
arise will depend, in the first instance, on the availability of the
Fund's holdings of the currencies of those members. that are not making,
or are not mov1ng rapidly to a position where ‘they might make,demands
on the Fund's resources. "As in the Special Drawing Account, these
members are, of course; likely to be those that are in a relatively
strong balance of payments and reserve 9031tion, but could also include
some nembers in moderate deficit. The ef;éét ‘of the sale of a member's
currancy is generally to reduce its holdings of reserve currencies
accompanied either by a reduction of its. use in the credit tranches if
its currency is held in excess of quotas,or by the acquisition of a
gold tranche position. ‘It has, in fact, heen the policy of the Fund to
sell the currencies of members in a relatively strong balance of
pavuents and reserve position, and thus the first point to consider
in assessing the ability of the Fund to meet demands on the General -
Account is the .size and usability of the Fund s holdings of the
currencies of such members. .

4. The Fund's ability to use the currencies of members with
relatively strong external positions may, in practice, be limited by
two technical consideratiopns. . The first concerns the conversion of -
balances. of currency  received in purchases. Members have generally -

olldborated in the conversion of balances of their currency purchased
from the Fund into their main reserve currency for the benefit of the
member making the purchase. The need for such conversion has meant
that, with the ex ception of sales of U.S. dollars, the Fund has sold
only currencies whose issuers would comnvert the balances received by
purchasing members. In the Special Drawing Account, the main reason
why the list of participants subject to. designation is more extensive
than the list of members whose currencies are used in.the Genetal
Account is that partlcipants are obliged to provide currencies ¢
convertible in fact and thus no question arises of conversion by’
designated participants. The ‘second technical consideration concerns -
the objections that have,been raised in the past to sales Qf‘Currencies




with Article XIV status. One objection has been that as these currencies
cannot be used in repurchases the creditor positioms created by theig
sale could be reversed only by drawings by their issuers or through the
replenishment of the Fund's holdings by sales of gold or SDRs. This is
somewhat less important now in view of the full automaticity of drawings .
in the gold tranche and the abolition of the service charge on such
drawings. Nevertheless,#sales of Article XIV currencies result in
greater net use of Article VIII currencies in repurchases and this could
conceivably lead to an elimination of creditor positions in these
currencies, and consequently, repurchases would have to be made in
gold or SDRs.// In this comnection, it will be recalled that the Fund
has not sold Article XIV currencies since 1971 because they could not
be accepted in repurchase. - It is for consideration whether the Fund. = |
should deem balances of Article XIV currencies acceptable in repurchases.
A memorandum on the legal aspects of this action will be presented to
the Executive Directors. :

5.- Assuming, however, that all members whose currency the Fund
would wish to sell will cooperate by converting, at exchange rates
that provide “equal wvalue", balances sold by the Fund, the next
question concerns the distribution of the amounts of currencies to. .
be sold among individual members in accordance with whatever method
of allocation the Fund applies. In the illustrative calculations :
discussed below, the amounts have been calculated in.proportion to
members®' gold and foreign exchange holdings, which has been the
principle of allocation used in the recent past. Since the Fund's
holdings of members’ currencies are unlikely to reflect their relative
levels of reserves, this method of allocation will probably assign
to certain members amounts well in excess of the Fund's holdings of
thelr currencies. This will tend to be the case if surpluses are
concentrated on members with relatively small quotas at a time when
a large ‘number of members are experiencing substantial deficits.
Nevertheless, the Fund's existing holdings of usable currencies are
not the ultimate limiting factor for the liquidity of the General
Account since the ability of the Fund to borrow enables members that -
are willing to do so to make resources available through the General
Account mechanism in amounts in excess of the Fund’s holdings of .
their currencies. Since both the use of the Fund's existing holdings
of currency and, a fortiori, the Fund’s ability to borrow from a
member are likely to be strongly influenced by the willingness of the
member concerned to acquire claims on the Fund, the attractiveness of
these claims in terms of yield, security, and usability in the case
of balance of payments need, will be a significant factor in the
liquidity of the General Account.l/ :

g}?lThe question of the terms and conditions of borrowing are dealt
with in a forthcoming staff paper. :



IXI. Illustrative Calculations of the Liquidity
: of the General Account .

1. Currencies Cohsidéfed Usable in.Transactions

In drawing up the usual quarterly currency budget no estimates are
made of prospective balance of .payments or.reserve changes when selecting
the currencies to be used in Fund transactions. Recent changes in
members’ positions are normally reflected in the distribution of currencies
to be used in purchases and repurchases, with greater emphasis being
put on repurchases for countries whose external positions might be-
weakening sowewhat. Furthermore, if a member‘s position weakens within
the currency budget. pericd, the Fund would not normally continue to sell
that currency. In any . event, the quarterly budgets provide opportunities
for relatively frequent review of members'® external positions. In the
present exercise the selection of currencies that -might be regarded as
usable over tae short to medium run involves making a difficult judgement
of mewbers’ balance of payments and reserves position over, say, a
period -of twelve to eighteen months. In present circumstances it is
partlcularly difficult in view of rapidly changing external positiens
arising from the impact of ‘higher oil prices on members' current
account positions, on capital flows and thus on changes of external
reserves. . : : :

As a starting point the countries whose currencies are presently
regarded as sufficiently strong to be used in Fund transactions in the.
General Account and those which were considered sufficiently strong
(except .for Israel) for designation in connection with the First
Designation Plan for 1974 have been considered for inclusion in the
ililustrative Appendix Tables. In addition, as a further means of
improving the liquidity of the General Account, rall major oil
exporting members have been included.l/-- :

However,.except for the major 011,exporting members, those members
with reserves or quotas of less than the equivalent of SDR 175 million,
or whose reserves amounted to less than 150 per cent of quota, have .
been excluded. These cut off points eliminate countries with absolutely
small reserves and which could not, on that account,; be expected to -
finance -any measurable expansion in the volume of Fund transactions.
Furthermore, although some of those members have recently benefitted
from the .boom in commodity prices and are in the process of reducing
their international. short-term indebtedness, they could experience
a weakening.in their external positions as a result of sharply higher
0il prices and of a,possible slowdown in the growth of the world
economy. Some of the smaller international surplus countries that
have - not been included in the currency budget such as Lebanon,

1/ IL w111 be recallea that of the major oil exporting countries9
Kuwait is included in the present currency budget and Indonesia was
considered for inclusion in the designation plan.




Portugal and Singaporé, have not been added to the list’ of potentially
usable currencies, but could well be considered if it were deemed
appropriate to maximize the list of potentially usable currencies.

2, Prospective Balance of Payments and Reserve Positions

It is acknowledged, of ‘course, - that present balance of payments and
reserve positions are not necessarily. good indicatérs of. prospective
strength over the period relevant" for the practical purpose of
determining the liquidity of the Fund, i.e., the volume of currencies
that could be used in Fund transactions, and in view of the large
changes in balance of payments positions that may result because of
the oil price. 1ncreases, the difflculty of forecasting members’ balance
of payments and reserves is even more hazardous than usual. Neverthe-
less, some indication of possible future reserve and balance of :
payments positioms is needed. Regarding the UniteJ‘States, it has
been assumed that gross reserves will remain unchangéd from their
present levels because the gross reserve position of the United States
will not necessarily réspond significantly to changes in the balance
of payments in present circumstances. For other countries with-
currencies judged strong enough to be used ‘in Fund transactions in
both the General and Special Drawing Accounts, their holdings of gold
and foreign exchange reserves have been adjusted by. the incremental -
receipts of the major oil exporting countries and by the incremental
payments of the net oil importing countries on the basis of the
computed increase in oil import costs as shown in EBS/74/145. . This
latter measure might be regarded as an extreme assumption of prospective
weakness as it takes no account of compensating changes in the current
or capital accounts of the balance of payments.

As a possible correction to the size of this adjustment, it has
been assumed for the purposes of this paper that countries would not
permit their reserves to fall by more than 25 per cent from their
present levels.l/ The countries affected by this limitation are
Japan, the Netherlands, Belgium, Sweden and Denmark, but it should
not be implied that. reserves would in fact’ develop in this manmmer.
Consequently, the currencies of these countries have been included
in the lists of usable currencies. However, it is also useful to
assume that some of thé Fund's creditors would not continue to be
sufficiently strong to have their currencies sold, in order to assess
the likely impact of such exclusion on the Fund's liquidity and in
particular to examine the effects on the use of Fund's holdings of
currencies- and borrowings on the remaining members.- The'exélusion
of any major creditor would, of course, alter the distribution of the
use of currencies in sales and the need for replenishment among both
individual countries and groups of countries. In making the estimates
in the following pages, it has been assumed that Fund creditor members
with quotas of about SDR 1.8 billion would be excluded from the list
of usable currencies. In Table 1, the exclusion of Japan, Sweden and

1/ 1In SM/74/41 it is assumed '"that a member would be ready to use
20 per cent of its reserves (as of the end of 1973) to meet the o0il
impact during the course of 1974".



Denmark is shown in parentheses to show. the effect on aggregate positions
of the use. of Fund holdings of currencies and borrowing. Similar _ .
results would be obtained if, for example, Belglum, the Netherlands,

Denmark and Sweden were excluded.

With regard to the oil exporting ‘countries, it is assumed that
their official external reserves would reflect fully the rise in their
current account surpluses arising from higher oil prices, say an increase
in their surplus of around the equivalent of SDR 50 billion. 'This is,
of course; unlikely. to be the case, especially as some proportion of
their current receipts would be offset by higher imports, debt repayment,
and capital outflows. It is, however, difficult to redistribute the
potential receipts of these countries without further information on
the evolution of their current account balances--for example, an
increase of 30 per cent in their current payments would not importantly
change the order of magnitude of their surpluses--or on the pattern of’
their international investments. Of course, any marked decrease in the
overall surpluses of the oil exporting countries would be reflected
in reduced overall deficits of the remaining countries and thus in
general ease their financing problems and perhaps lessen demands on
the Fund. In this regard, account would be taken of the evolving
balance of payments and reserve positions of these and other members
in connection with further reviews of the Fund's liquidity and
particularly on the occasion of consultations with Executive Directors
on the currency budgets which will continue to be presented from time .
to time. It is emphasized that the present paper is not a currency
budget. but an explanation of the factors that broadly determine the
liquldity position of the General Account.

3. Hypothetical Use of the Fund's Resources

For purposes of this paper, prospective use of the Fund's resources
has been put at between the equivalent of SDR 5 billion and SDR 9
billion. The lower figure would be reached if (a) 50 per cent of the
present level of reserve positions in the Fund would be drawn upon
(approximately SDR 3.5 billion); (b) the balance of outstanding stand-by
arrangements would be used (approximatély SDR 250 million); and (c)
approximately SDR 1.3 billion would be drawn by the developing countries
under the 0il Facility (SM/74/41, page 5).. The upper figure of SDR 9
billion of drawings would be reached on the assumption that some major
industrial countries would not;oﬁly use their existing gold tranches
but also draw in the credit tranches and under the oil facility. It
should be stressed that these figures are only broad indications of
possible magnitudes and the use of two figures simply illustrates how
the proportions between the use of Fund holdings of currency and borrow-
ing would change, adopting the same principle of allocating currencies
in proportion to members' gold and foreign exchange reserves. Insofar
as the impact of sizeable drawings on Fund liquidity is concerned much
depends on which members draw on the Fund, particularly if a member whose
currency was regarded as usable in drawings itself decided to use the
Fund's resources. ‘
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4., Illustrative Sales of Currencies and Borrowing by the Fund -

" Potentially usable currencies have been grouped into two' tables.
Appendix Table I lists only the currencies. of the non-oil exporting '
members having Article VIII status and which also .appear on the present
currency budget or were considered as sufficiently strong to be '
included. in the ‘current designation plan.  All of the currencies listed
in Appendlx Table I have previously been used in Fund tramsactilons.
Appendlx Table II includes the currencies.listed in Table I but is
extended to include the:major oil exporting countries and also some
non~oil’ exportlng countries with Article XIV status -which were considered
as suffic1ently strong to be included in the current designation 1
plan. The Fund has prevmously so0ld four-of these additional currencies.

The total number of countries listed in Appendix Table II is 32; the
Fund has previously used the currencies of 19 of them in transactions;
12. of the:32 members have at present Article XIV status.. The Fund's
holdings of all currencies previously used in. transactions amount to the
equivalent of SDR 11.9 billion; holdings of other prospectively usable
currencies amount to SDR 1.2 billion. Of the total of SDR 13.1 billion
of usable currencies, Article XIV currencies account for SDR 1.9
billion. As noted earlier, it would be necessary to make appropriate
arrangements regarding those currencies that the Fund has not previously
used in transactions, 1ncluding arrangements for conversion.

In both tables drawinﬂs totalling the equivalent of SDR 5 billion
and SDR 9 billion have been allocated strictly in proportion to adjusted
gold and foreign exchange veserves, with the coustraint . that the Fund
would not reduyce its holdings.below. 5 per cent of the quota level.
Once-this point is.reached; it 1s:assumed the Fund would need to
replenish its holdings of currency, which it is.suggested would in
present circumstances be by borrowing rather than by the sale of gold
or the use.of SDRs. 1In all cases it has been assumed that the Fund
would use scme of its ewxisting curreney holdings, in proportion to
the gold and foreign exchange. reserves of the 1ssu1ng members, before
borrowing is proposed .

It might be noted that the alloeation of currencies to be used in
drawings strictly in proportion to gold and foreign exchange reserves
might .be somewhat restrictive in present circumstances. For example,
more emphasis could be given to actual currency holdings while still.
remaining fairly close to alloeating currencies in proportion to
reserves. Another alternative would be to attempt to harmonize
countries® total: reserve pogitions in the Fund (i.e., including any
liquid loan claims on the Fund arising from Fund borrowing) in
relation to their gold and”foreion exchange reserves. ThiSprlnciple,

1/ The currencies of Kuwait Vénezuela, Brazil and Spaln.‘



of allocation, which has been used.in the past, particularly between
1966 and the summer of 1971, would rather quickly harmonize countries’
reserve positions in the Fund to their gold and foreign exchange reserves.
It would put more emphasis on the use of holdings of the currencies,
including through replenishment by borrowing, of those,K members whose
reserve positions -in the Fund are small in relation to thelr present

and prospective gold and foreign.exchange reserves. In the circumstances
contemplated in this paper; this would mean greater use of currencies

of the major oil exporting countries (and also those currencies which
have not been extensively used in Fund transactions) than shown in
Appendix Table II.l/ It would also mean that the currencies of those
members with relatively high ratios of reserve positions in the Fund
to.gold and foreign exchange reserves would be given lesser emphasis.

The LExecutive Directors have asked the staff to review the principles

of .the allocation of currencies used in the currency budget and give
consideration to emphasizing the use of currencies of members with
relatively low holdings of primary reserves to. total official reserves.
The merits of these different approaches can be discussed in connection
with that review.

5. Use of U.S. Dollars

-As noted earlier, special emphasis could be given to the sale of
U.5. dollars in present circumstances. Such sales could be determined
either by using a convention as was done in the present currency budget
or, in view of the relatively large amounts involved, on some
quantitative indicator such as in some proportion to any fall in the
United States official liabilities to foreigners. In any event,
greater than proportionate use of -some currencies would compensate in
part for a possible inability to use some potentially usable currencies
either because of their Article XIV status or because of the unwillingness
of issuing members to have their currencies used by the Fund or because
some of the countries would themselves need to draw. Furthermore, if
it was thought to be not desirable or feasible to replenish certain
currencies by borrowing, then greater use of other currencies, in -
particular U.S. dollars, from the Fund's holdings would be necessary.
For example, it is conceivable that borrowing of the amount calculated
in column 5 of Appendix Table I could be avoided by using from holdings
the equivalent of SDR 2.3 billion of U.S. dellars rather than SDR 852
million, and borrowing could be substantially reduced below the figures
in column 7 of Appendix Table I by even greater use of U.S. dollars, and
possibly some other currencies (e.g., Canadian dollars) from existing
holdings. Such flexibility would provide a significant and useful
leeway for the Fund's liquidity in the absence of replenishment.

1/ 'The average ratio of RFP to GFE of the major oil exporting
countries at the present is around 3 per cent compared to an average
ratio of around 6 per cent for those members included in the present
currency budget.




' 6. . Results of the JTllustrative Calculations in Appendix Tables I and II

Table 1 below is'a summaronf the.mainreéﬁits of the Appendix Tables
and also shows the aggregate effects on the Fund's liquidity of -excluding
the currencies of three creditor countries.noted on page 5 above.

Table 1. Summary of Illustrative Tables on the Financing
of Drawings on the General Account

(In millions of SDR equivalents)

.-Fund . .

- currency . Financing of drawings of
holdings SDR 5 billion SDR 9 billion
less Fund Fund Fund Fund
. .5 per cent hold-~ Dborrow- hold- borrow-
Quota of quota ings" ings ings ings
ﬁée of-curréncieé
shown in:
. Appendix Table 1 14,966 10,300 3,638 1,362 5,275 3,725
(excluding Japan,
Sweden, and
Denmark) (13,181) (9,343) (3,283) (@1,717) (4,748) (4,252)
Appendix Table II 17,64l 12,249 3,167 1,833 4,726 4,274
(excluding Japan,
Sweden, and
Denmark) (15,856)  (11,292)  (2,948) (2,052) (4,277) (4,723)

From the preceding discussion and in the light of results presented
in the Appendix Tables, four main conclusions might be drawn:

1. On almost any reasonable assumption regarding the size of the
list of usable currencies, the Fund might be regarded as relatively liquid
at the present time and could, without undue distortion of the guidelines
currently followed in executing the Fund's currency policy, finance net
drawings up to the equivalent of about SDR 5 billion. Such drawings could
be accommodated without an urgent need to replenish its currency holdings.
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‘2, : An extension of the list: of usable.-currencies would be. desirable
because it would increase the Fund's liquidity. The Fund's holdings of
the currencies of the major oil exporting members are, however, small in
relation to their external reserves. Extensive use of their currencies:
would involve substantial borrowing from them because their quotas are-
small compared with their adjusted external reserves and the present
allocative principle of using currencies in drawings would rather quickly
exhaust the Fund's holdings of the1r currenc1es.

3. The amounts which might be borrowed from the industrial countries
are relatively small in the circumstances considered in this paper. The
aggregate amounts which might be borrowed, largely deutsche mark, would be
of .an order of magnitude. that, .through the use of a different allocative
principle and especially one that would emphasize the use of U.S. dollars,
could substantially reduce the need to replenish the Fund's currency hold-
ings by borrowing, -and 1n some instances to an extent that replenishment
by borrow1ng might not be necessary

4. " Even on the assumption of comparatively large use of the Fund's
resources and including the use of the currencies of the major oil exporting
countries, the proportion of their external reserves that most members would
take up in the form of Fund positions and claims on the Fund would not, in
most cases, exceed 10 per cent of their reserves. By historical standards,
this ratio cannot be regarded as high. e




Table I. Allocatiqp of Currencies From Fun!'s Holdings and From Borrowings to
Meet Drawings of SDR 5 billion and SDR 9 billion (Short List)l/

(In millions of SDR equivalents)

Adjusted Allocation of Allocation of
gold and Pund currency SDR 5 billion purchases SDR 9 billion purchases
foreign holdings less in propertion to col.(2) in proportion to col.(2)

exchange 5 per cent Total Borrowings = Total Borrowings
Quota reserves of quota allocation from member alliocation from member
(1) (2) 3 (4) (5) - (6) )
Article VIII
members ¢ )

United States 6,700 9,?0&—/ . 5,793 841 -— 1,514 -
Germany 1,600 19,6943/ 400 1,707 1,307 3,072 2,672
Japan 1,200 6,481~ 624 562 - 1,011 387
Capads 1,100 4,1053, 766 356 - 640 —
Netherlands 700 3,191~ 427 276 - 498 71
Australia 665 4,3203/ 464 374 - 674 210
Belgium 650 2,135 150 ' 185 35 333 183
Argentina 440 829 592 72 e 129 e
Mexico 370 ?033f 254 61 - 110 -
Sweden 325 1,542~ 224 125 —— 225 1
Austria 270 1,768 133 153 20 276 143
Ireland 260 6093, 69 , 53 - 95 26
Denmark 250 616 1082 53 —— 96 Raad
Norway 240 1,082 165 94 — 169 4
Malaysia 186 1,012 130 28 e 158 28

Total 14,966 57,695 10, 300 5,000 1,362 9,000 3,725

1/ This table assumes the usability of all Article VIII currencies included for sales in the
present currency budget and considered sufficiently strong for inclusion in the present designa-
tion plan, but excludes. all major oil exporting countries whether or not included in the currency
budget or designation plan.

2/ Gold and foreign exchange holdings assumed unchanged from present levels.

:3/ Assumed that gold and foreign exchange holdings would not fall below 75 per cent of present
levels.
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Table II.

(In millions of SDR equivalents)

-12 -

Allocation of Currencies from Fund's Holdings and from Borrrvings
to Meet Drawings of SDR 5 billion and SDR 9 billion (Long Lisc)

APPENDIX

Adjusted Allocation of Allocation of
gold and Fund currency SDR 5 billion purchases SDR 9 billion purchases
foreign holdings less inm proportiom to col.(2) 1in proportion to col.(2)
exchange 5 per cent Total Borrowings Total Borrowings
Quota reserves of quota allocation from member allocation from member
1) 2) 3) *) (5) (6) )
011 exporting Fund
members
Article VIII
members:

*Saudi Arabia 134 15,253 93 605 512 1,089 996

Kuwait 65 5,182 42 206 164 370 328
*Qatar 20 1,143 14 45 31 82 68
*United Arab 2 2

Emirates 15 o - - - - ——
*Bahrain 10 225 7 9 2 16 9
244 21,803 156 865 709 1,557 1,401

Article XIV

members:

Venezuela 330 7,200 202 286 84 514 312
*Indonesia 260 2,441 247 97 - 174 -
*Iran 192 10,580 134 420 286 755 621
*Nigeria 135 3,938 95 156 61 281 186
*Algeria 130 2,839 91 113 22 203 112
*Iraq 109 4,063 76 161 85 290 214
*Libyan Arab Rep. 24 4,903 16 194 178 350 334
*Oman 7 695 et 27 27 50 50

1,187 36,659 861 1,454 743 2,617 1,829
Total 1,431 58,462 1,018 2,319 1,452 4,174 3,230
Other Fund members
Article VIII
members:

United States 6,700 9, 70&2/ 5,793 385 S 693 -

Germany 1,600 19,694, 4 400 781 381 1,406 1,006

Japan 1,200 6,481~ 624 257 o 463 ——

Canada 1,100 4,105, 4/ 766 163 -— 293 =

Netherlands 700 3,191~ 427 127 - 228 i

Australia 665 4,320 464 171 - 308 -—

Belgium 650 21354/ 150 85 - 153 3

Argentina 440 829 592 33 s 59 L
Mexico 370 7034/ 254 28 _— 50 —

Sweden 325 1,442 224 57 - 103 . -

Austria 270 1, 768 133 70 - 126 =

Ireland 260 / 69 24 - 44 -

Denmark 260 616— 109 24 - 44 —

Norway 240 1,082 165 43 - 77 -
Malaysia 186 1,012 130 40 - 12 2=

14,966 57,695 10,300 2,288 381 4,119 1,009

Article XIV

members:

Brazil 440 4,252 301 169 — 304 3

Spain 395 4,250 271 169 — 303 32
*Yugoslavia 207 998 218 39 — 71 ——
*New Zealand 202 402 141 __16 - 29 -

1,244 9,902 931 393 i 707 35
Total 16,210 67,597 11,231 2,681 381 4,826 1,044
6rand Total 17,641 126,059 12,249 5,000 1,833 9,000 4,274

%#Currency not previously used by Fund in transactions.

1/ This table assumes the usability of the currencies listed on Appendix Table I and the currencies
of the major oil exporting countries and also the currencies of some non-oil exporting members with
Article XIV status which were considered as sufficiently strong to be included in the current designa-

tion plan.

2/ Reserve data not available.

SDR 2.4 billfon.

3/ Gold and foreign exchange holdings assumed unchanged from present levels.
4/ Assumed that gold and foreign exchange holdings would not fall below 75 per cent of present levels.

Surplus in 1974 estimated by Fund Middle Eastern Department at
Member has also not yet paid its local currency subscription.
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Accounts and Balance Sheet of &’ Restructured Fund /f/f

SUBJECT : ,
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You may like to note that discussions on reform are seriously considering

the introduction of at least one further Account in the Fund. This would be a
"Special Account," as proposed by the French in C/XX/DEP/Doc/T73/7T7, designed to

hold reserves of countries in excess of a specified maximum level.

I suppose there is also the possibility that the introduction of an
Extended Fund Facility would involve the introduction of a separate Account, and
if the link were to be introduced along Type B lines that Fund assets would come
to include the bonds of DFIs.

-~

cc: Mr. Polak *
Mr. Fleming

Mr. Schwartz
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A
10 : Mr. Polak DATE: November 20, 1973
FROM John S. Smith éy«\/
SUBJECT : Accounts and Balance Sheet of a Restructured Fund

The strong similarity between the Fund's General Account and Special
Drawing Account has been pointed out in SM/73/128. The similarity would be in=
creased if the General Account were restructured along the lines indicated in
that paper. Nevertheless, it does not follow that the retention of separate
accounts would be contrived or arbitrary. The flows into and out of the accounts
are quite different in significant respects. Balance sheet accounts may well
be established on the basis of the types of flows into and out of them; they
need not always refer to a particular kind of asset or liability.

As a concrete case in point, the setup of the IMF Staff Retirement
Fund can be cited, That Fund is maintained in three accounts--Participants',
Accumulation, and Retirement Reserve==-which are defined in terms of the items
to be credited and charged to each., The three accounts figure separately on the
liabilities side of the Retirement Fund's balance sheet, together with items for
reserve against investment and accounts payable., On the assets side of the
balance sheet, no distinction by account is made, the items shown being cash,
investments, and accrued interest.

A similar procedure can readily be envisaged for the reformed and
restructured Fund itself. The General Account could be replaced by a Credit
Account, whose liabilities would be the SDRs to be created when the Fund extends
credit to members, The liabilities would also include any SDRs that might be
created in repayment of members' subscriptions, if it were decided that the Fund
should retain part or all of the present General Account's holdings of gold and
SDRs, rather than using them to repay Reserve Positions in the Fund. In addition,
it could be decided that the Credit Account's liability side should include the
Fund's General and Special Reserves, although it would perhaps be more logical
to establish a separate account or accounts for those items,

The Special Drawing Account could be retained, perhaps under the title
of an Allocations Account. From the Fund's standpoint, this account has no
assets or liabilities, since the Fund is neither a recipient of SDRs by alloca=-
tion nor a debtor with respect to those SDRs which are allocated to participants,
Nevertheless, a contra entry for this account could be made on both sides of the
balance sheet.

Finally, a Substitution Account would be needed to show the claims on
reserve centers that were turned over to the Fund by members, in exchange for
SDR balances held with the Fund.



The assets side of the Fund's overall balance sheet would in effect
be a consolidation of the assets side of each of the individual accounts. A
sample format for such a balance sheet is attached. In addition, schedules

for each account could be presented to support the overall statement, giving
balance sheet data and information on sources and uses of funds.

Attachment

cc: Mr., Fleming
Mr, Schwartyz
Mr, Williamson



IMF Balance Sheet
as at April 30, 19__
Amounts expressed in special drawing rights

Assets Liabilities, SDR Allocations, and Reserves
Gold with Depositories Credit Account
SDR Holdings Substitution Account
Credits to Members Allocations Account (Contra)
Substitution Claims on Reserve Centers General and Special Reserves
SDR Allocations (Contra) Other Liabilities

Investment of Reserves

Other Assets

Total Assets Total Liabilities, SDR Allocations, and Reserves
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RESTRUCTURING THE GENERAL ACCOUNT OF THE FUND

Executive Board Seminar, Friday, November 16, 1973

Comments by Mr. Palamenghi-Crispi

The staff's exploratory paper (SM/73/128) before us today is an
ingenious and stimulating approach to the restructuring of the General
Account. The suggested approach would not only greatly simplify the
operations of the Fund but would also emphasize the pivotal role of SDRs
in the reformed system, as it would become the only Fund-generated asset.

Obviously the adoption of such a new structure will depend, as the
staff rightly points out on page 1, "on the extent to which it may prove
necessary to overhaul the Articles of Agreement." If, as I think, the
monetary reform will require an extensive redraft of the Articles, we
should not miss this historic opportunity to reform the General Account
as well; there would be little justification in preserving its present
cumbersome structure, which was mostly the product of the climate prevail-
ing at Bretton Woods. But I think that there is more in the proposed
approach than the desire to simplify and streamline the General Account.
Clearly a General Account based on the creation and cancellation of SDRs,
while preserving the important aspects of conditionality and the short-
term nature of Fund credit, would alleviate the liquidity problems that
obliged the Fund to implement the General Arrangements to Borrow and to
resort to bilateral borrowing. The problem of the liquidity of Fund
assets has not been felt for some time now, but we cannot exclude the
possibility of circumstances arising in the future in which liquidity
constraints might hamper the smooth functioning of the Fund. And it is
well known that an increase in quotas can alleviate this problem only to
a limited extent.

Some argue that in the absence of the present built-in constraints
there could be an undue expansion of credit by the General Account. But
this is not necessarily the case as the creation of international liquid-
ity by the General Account, whether "new look" or "old look" is always
taken into consideration in determining the volume of liquidity to be
created through SDR allocations. I do not see therefore any great need
for special constraints on the overall volume of loans by the General
Account. All we would continue to need are proper lending policies,
which, I might add, many feel are currently too conservative, witness
the very low volume of Fund credit outstanding over the last few years
(i.e. SDR 1 billion, as compared with over SDR 150 billion of total
reserves).

A restructured General Account would not only make the Fund much
more efficient and allow for an infinitely simpler system of Fund account-
ing, but would also eliminate almost all the problems that have arisen
in connection with currency budgets, replenishment, mitigation, mainte-
nance of value, not to mention the problems of the currency composition
of repurchases under Article V, Section T(b).
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This approach raises serious problems as regards interest psyments
by the General Account. At present, only net creditor positions are
remunerated, not basic gold tranches. If the General Account were to
create SDRs to absorb RPFs, it would be paying interest--via the Substi-
tution Account--not just on the super gold tranches but also on basic
gold tranches. The staff suggests avoiding this problem by having inter-
est paid on members' holding of SDRs minus 25 per cent of their quota
(i.e. the basic gold tranche). Of course, this technique would run
into problems should a country run out of SDRs. I presume the staff
suggested it as a way to increase substantially the Fund's income. If
I have fully understood the obscure first paragraph on page 11, the Fund's
extra income would result from plecing a charge on “gold tranche" drawings.
I have reservations as to the desirability of such an approach.

There 1s another approach which I should like the staff to examine.
The General Account would create SDRs only to the extent that its hold-
ings of gold and SDRs were insufficient to cancel réserve positions in
the Fund., A numerical example may be helpful in this connection. At the
end of September 5, the Gensral Account's holdings of gold and SDRs stood
at SDR 5.9 billion, and would thus have been insufficient to cancel com-
pletely all reserve positions in the TFund, which amounted to SDR 6.2 bil-
lion. It would therefore te necessary for the Substitution Account to
issue SDR 300 million in exchange for the remaining super gold tranche A
positions. The new style balance sheet of the General Account would now
be:

Liabilities Assets
SDR 0.3 billion (to Substitution Account) SDR 1.0 billion (Loans)

SDR 0.7 billion (Reserves)
SDR 1.0 billien SDR 1.0 billion

That is to say, the General Account's assets would consist only of SDR.
lozns to 1ts members, while its liabilities would be the SDRs issued to it
to cencel RPFs and the Fund's reserves.

What would happen to the General Account’s income? It would increase.
Total RPFs of SDR 5.2 billion include SDR 1.7 billion of super gold
tranches on which the Fund pays interest of 1.5 per cent. Under this
approach, it would pay the same interest on the SDR 300 million the Sub-
stitution Account had issued to the General Account; moreover, the Gen-
eral Account would cease earning interest on the SDR 500 million it would |
have transferred to members. Interest payments on net credit positions, |
i.e. remuneration, would thus be cut in half, a net saving of some SDR 14
millicn. It should be underscored that this saying would not result from
an increase in payments by debtors to the General account,
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Under neither of these approaches--the staff's and mine--would present
debtor countries reacquire any part of thelr gocld subscripticns. This might be
considered somewhat inequitable given that the market price of the metal :
is more than twice its official price. One remedy to this could consist
in selling gold to all members in proportion to their goid subscriptions.
Creditor countries would buy gold against their RPFs, while debtor coun-
tries would buy gold against SDRs. The General Account would then use
the SDRs obtained from debtor countries to acguire RPFs of creditor
countries. The balance sheet of the technigue I have proposed would of
course not be affected if the General Account used its gold holdings in
this way.

I should now like, Mr. Chairman, to comment briefly on two additional
points: 1., Remuneration of net creditor positions is now at the same
rate as SDRs, a very low 1.5 per cent. What would happen if the rate of
interest on SDRs were raised substantially, say, to 5 per cent? As the
Executive Directors® Reform Report argued "....large differences between
interest rates payable on the two Fund~created assets would give rise to
certain difficulties...Thus the remuneration paid on net creditor posi-
tions might have to rise to some extent along with that on SDR" {page 55).
Therefore, if the structure of the General Account remained unchanged and
the rate of interest on SDRs were raised substantially, there would have
to be a large increase in remuneration and, almost certainly, in charges.
If we switched to an SDR-based General Account, and the rate of interest
on S5DRs were raised, there could be serious problems with the staff approach
which creates large amounts of SDRs, unless we used the proceeds of sales
of the General Account's gold to cover the interest shortfall. With the
approach I have suggested, this problem would not be a very serious one
since there would be only a very small creation of  SDRs to cancel reserve
positions in the Fund.

2. On page 11, point 4, the staff says that in an SDR General Account
menbers would ne longer be able to pay charges in their own currency.
This is certainly true, but they could pay charges by simply increasing
their outstanding SDR balance, which is of course similar to what happens
when they use their own currency.

In conclusion, Mr. Chairman, the international community has already
decided that the SDR should be the numeraire ard the main reserve asset
of the reformed system. Careful consideration should now also be given
to making the SDR the only asset of the General Account. I think that
the bold approach suggested by the staff deserves further study and I
would be grateful for a second, more detailed draft. I do not think
that furthering the study of this approach is in any way incompatible
with the more moderate proposal of undertaking a thorough review of the
provisicns regarding the General Account in the Articles and the Decisions
of the Executive Board. In fact the two approaches might well coexist
and T would expect that the proposed review would provide useful material
foxr consideration, irrespective of the extent to which the General Account
will in fact be restructured.
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Al
frRoM  : R. J. Familton ﬁ’(

susJecT : Gemeral Account

Attached is a short note listing possible operational and accounting
changes in the General Account. In the light of the seminar today, we will
give further thought to distinguishing the important changes from the desirable

® ones a1\1d to possible papers on particular changes that might be recommended.

Attachment

cc: Mr. Sturc
Mr. Thorson
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. Changes in‘the_General Account of the Fund

Introduction

This paper briefly sets out possible changes in the General Account which . . _ .
could be considered either in conjunction with changes directly consequent-upon - ?“5:
the reform of the international monetary system, or as a separate matter noﬁ
necessarily dependent upon reform or a'major'restructuring‘of“thé-General‘Accgun£5;;;§
The‘zhanges discussed below include‘several which do not entail.pronounced,;'tx;:a;: .
" --ghifts -in the Fund's policies'or.operation5~but“which‘wouldfsimplify,the;conductéia:aas
"“of the Fund's business with-members;-other: possibléonés, -however; *involve wa = . -0
importaﬁt considerations and; as nedessary,,detailea'pépers could be. prepared -
anélyzingfénd describing the implications of a change in a particular policy or
ptoceduré. It-should be noted that not all the possible changes would entail
amendments to the Articles of Agreement but could- be- implemented by~alterations -
in the Fund's Rules and Regulations or by Decisioms.

Whilg possible changes in rules:governing~the:use-of SDRs are discussed .
in -a separate paper which eléborates on the.suggeétions made in paragraph 29 of
the First Outline of Reform, this paper also includes references to the use-of -— ---
SDRs in General Account 0pefations. |

For convenience, the changes which could .be considered are grouped in broad
ca;egories.

1. Fund's Operations with Members

a. Drawings on the Fund

Several questions arise under this heading:
(i) should there be any changes in policies and procedures, for

example changes in the present limits governing total drawings on the General
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Acéount without a waiver, or drawings under the compensator; financingAfacility:“
“ (11)  Drawings under the compensatory and buffer stock financing

facilities "float" above a member's other drawings, the former irrespective of
the member's positioh in the Fund; the latter only in the credit tranéhes. In
view of the fact that gold»tranche drawings are not subject to challenge by the
Fund, draﬁings under éither of these two facilities could be made subject to |
the member first drawing the full amount of its gold tranche. Drawings would,. ——.==+.
however, retain their "floating"-charaéter;',

‘ (i1i) Should members be able to:draw against gold tranche pogitions .
‘fornyhg'pq;99§e of making payments without a representation of need? C
(iv) Would it be desirable to have a general rule that perﬁitted
 ,;h¢EFung_£o réﬁg@:gmmembqrswtoAuse,SpRs‘or.a,gertginégurrgncy.in partigul;r.v;,_,iw,ﬁg

circumstances? | - | | ”

(v) Six categories of exchange rates are presently recognized under
the Fund Agreement and by Executive ﬁoard Decision - par values, central rates,
provisional rates for payment of currency associated with a quota increase,
rates pursuang to Article IV, Section 8(b)(ii), representative rates, and
<pr;visional rates agreed for pre- par valué transactions. The question is; -
whether the exchange rate structure in the Fun& should be simplified and, in |
parficular, Qhether the establishment of a par value or a realistic mafket rate

should be a precondition for the use of the Fund's resources.

‘i‘b. Repurchases under Article V, Section 7(b) and Schedule B
Several possible changes may be envisaged:
(1) One would be the abrogation of these provisions and their

replacement by a provision under which a member drawing from the Fund would
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be committed to repurchase within a period j;f 3-5 yea;é7; R T
" temporary use -of the Fund through a provision for.obligatory-repurchases,~it: o=y —
might nonetheless be considered useful to abrogate Schedule B (which determines_

the media in which obligations are incurred).

c. Other repurchases -

Repurchases which are "voluntary" in character are subject to approval by --- — -
the "Executive Board. The need for such approval might be dispensed with by = -n.
an amendment to Article V, Section 7(a).

d. Use of currenciles and conversions

One quéstion‘is.whether the present practices regarding-the.use.of . curren-—-- - -

- ecles 4in drawings;and'repurchases,vwhich»are.governed7by"an.Executive Boaxd. ... . . _

decision; should be expressly provided for in the -Articles. This raises the

further question of whether present practices should be modified, for example- : —

to permit the use of Article XIV currencies in repurchasés, or to implement a.

- principle of harmonizing holdings of all primary reserve assets. - L TR
: AnotﬁerAaspéct 1s whether the Fund should have authority to regulate the

rates at which currencies used in transactions with the Fund are acquired by a

repurchasing member or converted by .the issuer.forAa drawing member so. as to .. __. _

avoid exchange profits or losses., For instance, there might be a Rule that

all acquisitions and all conversions should be made at the rates used by the

Fuhd, or at rates that should otherwise'correspond to internationally agreed

rules.

e. Subscription payments and the Fund's currency accounts

-

(1) Another major question is whether the subscription payments by-
new members and payments in respect of quota increases (Article III, Section 3(b))

should be changed in either one of two ways; to allow a member either an option

RN [ . e i s e bt e s % e e e S5
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toipay the full amount in its currency or an option to pay SDRs in lieu of the -~ .
i " \ .

goid component;

| (ii) As,regardscthe curreccy paymentsjfquestions~have‘been—periodical}y;%;jr
.raised about the necessity for the Fund to maintain a- minimum of 1 percent-o e e
a member's quota on deposit in the Fund's No. 1 Currency Account, the need to
take into account the balance in the Fund's No. 2 (administrative) Currency
Account for various calculations, and the form of securities that members may
substitute for currency (Article III, Section 5). In connection with the No. 1 A" ’
_ Curgsncy Accounts thevpercentage limit-could be-reduced-upon—the:request'ofza:~rsffi7’-
member, or uniformly, or minimum balances estaBlished.at.the'discretion of .
- the Managing Director. Anotﬁer possibility,would be to abolish the Accounts: -~ == .

on the undertaking of members to encash securities and. transfer funds .upon- _ .. . .

demand.

A.The No. 2ACur;ency Accounts are-csed“fcr administrstivc-éayments (e.g.,
pubiications) and the balahces, subject to Rule 1-4(b)(ii) which establishes a
ceiling of 1/10 of 1 per cent of quota, are maintained in the light of the Fund's— -
use of the Accounts. One change would be to eliminate._the ceiling, and also B

to. exclude the balances in the No. 2 Accounts from all calculations (e.g., gold -

;ranché, remuneration payments) relating to a member's position in the:Fund. =
This would considefsbly simplify both computations and operations.

Similar simplication would be achieved if currency valuation»adjust—
ments (Article IV, Section 8) were calculated on the basis of the Fund's‘holdingSf“»"-
of .a currency as shown in the Fund's books of accounc rathet than in a member's
books; which may differ because of items in transit. ‘

f. Settlement of charges

The option members have to pay charges in SDRs rather than gold is governed

by ‘an Executive Board Decision under Article XXV, Section 7(c)(i). It may be

e e C e g Tt
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desirable to incorporate this option in the Articles and also-to review the -==-+ . ..omu.

provisions regarding the payment of charges with curreticy. ~. =~ = o oI

g. Maintenance of the gold value of the Fund's currency hs 'dings

The present procedure regarding the revaluation of the Fund's-holdings=—=- e
of currencies on the occasion of each use of a currency in a;transaction couldg— = =
i be simplied if the members concerned would agree to the Fund advising them of
s ; . | the calculations and amounts, not on thg occasion of each adjustment, but;-say = &
quargérly.
- o .. Any basickchange in the Féfd's method of valuation that would--increase ‘the-i-==. -
————— frequency and number of valuation adjustments would make -simpler procedurest:f’*f?=”’#
" even more desirable.

2. The_Géheral-Accqunts"Holdings and Use of Primary Reserve Assets

A principal issue for consideration is whether the Fund should have widefitiiz—in
authority to use its gold and SDR holdiﬁgs for additional purposes than those
permissible at present. At present the usé of gold is confined to the payﬁent
of remuneration, certain charges (e.g., on borrowing) aﬂd sales to replenish "

e the Fund's currency holdings: should the use be extended to enable the-Fund-to ™ 7= "~
lend or sell gold to members or sell gold innéhe market? Similar questions .

arise in regard to the use of the Fund's holdings of SDRs.

3. The Fund's Finances

Questions concerning the financing of the Fund's expenditures are dealt
with in separate papers and are not repeated here.

4., The Fund's Financial Year, Accounts and Audit

Another possible change in the General Account is in the Fund's fiscal

year: at present it commences on May 1 and there would be some advantages in
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changing this to April 1. This could be associated with a review of the Fund's
accounting practices and budgetary presentation and perhaps also with a review
of the external audit and a possible change from a specially appointed Committee

to the employment of an audit firm,

5. Definitions

In General Account operations international reserves are differently defined
for different purposes. 'There is the definition of monetary reserves for Article V,
Section 7(b) calculations which differs from the concept of reserves reported in

International Financial Statistics and used in currency budget and designation

plan calculations. The question of a change to consistent definitions for.
General Account (and Special Drawing Account) purposes would appear to warrant

examination.
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1. There is not much point in selling the Fund's gold to the Substitution
Account, as you suggested, unless the power to sell gold and invest the
proceeds is to be given to that Account rather than the General Account.
If it were not, the Substitution Account would have no source of income
to pay the interest on the SDRs issued against gold.

2. If no gold was transferred back to members on conversion to the new
General Account structure, the following would be the situation:

1) SDR 6,223 million,yould be issued against existing gold
tranche positions+

(ii) The use of credit tranches would become SDR 1,082 million
of debt.

(iii) The balance sheet of the General Account would look like this:

Y : Liabilities ‘Assets
SDRs 1issued ) 6,223 Gold 5,366
Reserves 738 SDRs 513

' Loans 1,082
6,961
6,961

&

Personally, I prefer the simplicity of the General Account never
actually holding SDRs, but cancelling all it receives and issuing all it
uses. That would reduce the balance sheet by the same amount
(SDR 513 million) on each side. (it wold lave wek imcome vuaffected, of covite)

3. Clearly this structure would be totally out of line as regards income
and expendlture. Interest-earning assets (i.e., loans) would be too small
a proportton of the total. For example, suppose we have a 5 per cent SDR
interest rate;

Expenditure would bé
* Interest on SDRs issued SDR 311 million

Administrative Expenditure (Budget 1974) 46 million

Total Expenditure 357 milliom

Income would be .
Interest on SDR holdlngs SDR 26 million

Interest on loans at 2 per cent i

above SDR rate 76 million
. Total ' 102 million

ass
« Deficit 265 million

4, But this is not such a substantial problem when one considers that we
are sitting on SDR 5,366 of gold with a market value presumably at least
twice its book value. _ .

1 B Seplebee ek
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~ In any event, it would be a highly artificial situation. For example,
at one extreme, we could simply redeem SDRs by getting rid of all the
gold. We could offer to make sales against SDRs in proportion to past
amounts of gold paid to the Fund in subscriptions. Then we would reduce

the balance sheet to:
C AR williowe)

Liabilities Assets
SDR issued (t-(-.m«(*oj~r£~d(mfkw) 857 «?’” Gold -
Reserves , 738 7 SDRs ~513
: Loans 1,082
. )
1,595 ! 1,595%
Income (at 7 per cent) from loans 76
Income from SDR holdings (5 per cent) 26
102
Less Administrative Expenditure 46
Less interest on SDRs in issue (5 per cent) 43
Surplus 13 million

I don't, of course, support the return of gold in this way, because I
think it can obviously be used much more effectively by the Fund than
it is likely to be used by individual members., But this is just to
illustrate that there is considerable scope for manipulating the situation
to deal with a deficit or to build up a surplus.
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¥3: Office Memorandum
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16 y Mr. Polak Sa. November 16, 1973
EROM John Williamson\!w ;
SUBJECT : The Liquidity Constraint and the General Account

It occurred to me during this morning's discussion in the Board that
Mr. Schleiminger's fears might be allayed by a provision under which the SDR
allocations on January 1 each year would automatically be reduced from the level
predetermined at the start of the basic period by an amount equal to the net
extension of credit that had taken place through the General Account during the

previous year.

cc: Mr. Fleming
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84/73/128

June &, 1973

To: Members of the Exscutive Board
From: The Secretary

Subject: Restructuring the General Account of the Fund - An Exploretory
Paper

In his statements to Executive Board Meetings 73/7 (January 31,
1973) and 73/51, (May 14, 1973) the Managing Director made reference to
a study undertaken by the staff comparing the methods of operations of
the General Account and the Special Drawing Account. The attached paper
presents the results of this study.

The Managing Director intends to raise with Directors at

some later time whether they desire to have a discussion of this paper
either in a seminar or in an informel meeting.

Att: (1)

Other Distribution:
Department Heads
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 INTERNATIONAL MONETARY FUND

Restructuring the General Account of the Fund
An Exploratory Paper

Prepared by the Research Department in Consultetion
with Other Departments

Approved by J. J. Polak

June 1, 1973

It was suggested in the Reform Report that an expansioﬁ of the role
of the SDR might also be the occasion for a broader review of the provisions
.of the Articles relating to the Generel,Account.}/ As a background to such
a review, this paper compares the method of operation of the General Account
with that of the Special Drawing Account, and derives from this comparison
certain inferences for a possible restructuring of the General Account.

The emphasis in the paper is on analysis, not on recommendation. It
may be useful at the present time. to sort out certain ideas on a pOSslble
restructuring of the General Account, and the consequences that would follow
from them. But it would be premature either to come to a view whether it
would be advisable to adopt a new (and simpler) structure of the General
Account or to attempt to devise a precise form for such a structure. On
both issues, much will depend on the extent to which it may prove necessary
to overhaul the Articles of Agreement in any event as part of the present
reform of the system and on major decisions to be made in the framework of
that reform. The exercise in which this paper 1s engaged is, therefore,
exploratory in nature.

The paper assumes no substantive ohaﬁges 1n'the'Fund s conditional
operations. g/ The issues discussed here concern in the first instance matters
of form But when form is discussed questions of substance 1nev1tably come

1/ International Monetary Fund, Reform oﬁ”tge_lpte§g§§}99§; Monetary System,
A Report by the Executive Dlrectors to the Board of Governors, (Washington,
D.C., 1972), pp. 53-54. (All references in this paper are to the November
1972 printed version of the Reform Report.)

2/ Suggestions to that effect may arise in other contexts. For example, it
has been suggested that there might be an extension of Fund facilities for
the purpose of providing resources to developing countries to be repaid over
longer periods than at present. (SM/73/25, "Allocation of SDRs and Financing

of Economic Development," p. L.)




up for reconsideration as well; the consequent challenge to certain existing
features of the Fund may appeal to some and not to others. Moreover, form
itself can be of importance. To cast the conditional operations of the Fund
in a form that reveals more clearly their economic content may appear to
some as a welcome substantive modernization, to others as an undesirably
radical break with established tradition.

Thus, even if there were little doubt that a simpler structure of what
is now the General Account would have to be introduced at some time in the
future, it could still be an open questlon whether this transformation should
become a part of the present reform, or be reserved for some future occasion.

Comparison between the two Accounts

On a sufficiently general level there is a strong similarity between
the financial functions which the two Accounts perform for members: both
enable a member in deficit to use financial resources that it had not earned
from a previous balance of payments surplus. The effect of use of the
resources in either Account on the member that provides the users with
foreign’ exchange (other than its own currency) is also very similar; this
member acquires, in both cases, reserves in the form of "Fund related assets"
a "reserve position in the Fund" (a gold tranche position or a loan claim
on the Fund) when the drawing takes place in the General Account and SDRs
when the drawing member uses its position in the Special Drawing Account.
There are, of course, important differences between use in the two Accounts.
These differences relate primarily to (a) conditionality--use of the General
Account (except gold tranche use) being subject to conditions, whereas the
use of SDRs is unconditional--and (b) the provisions relative to the need
to restore the previous position of the drawing member.

"In spite of the fact that transactions in the two Accounts are in many
respects similar, both for the user and for the provider of resources, they
are executed in entirely different ways. In the General Account, transactions
are conducted on the basis of a pool of currencies contributed by all members,
with further contributions in gold to enable the Fund to acquire additional
amounts of gny currency that it might need; there is also a provision to borrow
additional amounts of currency. The drawing entitlements are expressed in
terms of quotas, but the quotas themselves are not exchange reserves available
to the member; such reserves have to be’ acqulred by drawings made withih the
framework of ‘the quotas. Drawings are made in the currencies of the countries
that are selected by the Fund to acquire the reserve positions in the Fund;
"these currencies are usually at once converted by the drawer, so that the
drawece country experiences a reduction in its holdings of foreign exchange
equz) to the increase it its reserve position in the Fund. -In the Special
Dr*w‘ﬂq Lizeount, by contrast, given amounts of SDRs representing an equal
percentams cf quotas are al]ocated from time to time to participants. Use
of poq‘LLoaD in the Special Drawing Account takes place by the transfer of
SDRs from one participant to another agalnst convertible currency.




Why this difference between the two Accounts in technical financial
arrangements, if it does not reflect any obvious difference in substance
between the transactions in these two Accounts? Essentially, the explana-
tion is that the SDR Account is both the newer and the simpler of the two
Accounts. The more complicated form in the older Account has clear histori-
cal reasons: the U.S. negotidtors in the discussions that preceded Bretton
Woods argued strongly that a Fund operating on the basis of "a mixed bag of
currencies" was more likely to win Congressional approval than one which
introduced the unfamiliar coricepts of a new international currency and of
overdrafts.l/ By now, the concept of an international currency is no longer
unfamiliar. While "overdrafts” do not fit into normal U.S. banking practice,
negotiated credits do. The question arises, therefore, whether -there is a
continuing justification for the present form of the General Account.

‘ Perhaps the best way to approach this question is as follows. Suppose
that the founders of the Fund had felt it necessary to concentrate their
attention on the need for unconditional rather than conditional liquidity
and for this purpose had created a mechanism such as that contained in
Article XXT and following of the present Articles of Agreement, perhaps
combined with regulatory provisions with respect to exchange rates, the
avoidance of exchange restrictions, convertibility, etc. Such a Fund would
have required quotas both as a basis for the allocation of unconditional
liquidity and to determine voting power, but not the financial provisions

of the original Articles of Agreement. Assume further that, despite the
absence of a learning model which the pre-1969 Fund prov1ded for the SDR
mechanism, the provisions on SPRs were exactly those of Article XXI and
following Articles (with the ‘exception of references to the General Account).
If then, at some later time, when the SDR facility had been running smoothly
for a considerable period, the Fund had reached the conclusion that it would
be opportune to provide, side by side with the SDR facility, a conditional
facility under which members would be entitled to obtain financial resources
from the Fund for temporary use, how would it have gone about this?

A General Account Paftérned on the Special Drawing Account

Tt would seem unliikely that in order to provide this new facility the

Fund would have found it necessary to ask each member to make a contribution
in gold and in its own currency. Rather, it should have appeared natural
that the Fund would have made provision for the creation of additional SDRs
for the amount of credit it extended, these SDRs to be cancelled when Fund

credit was repaid. This would be in line with the proposition that the
~ extension of international credit by the Fund involves an expansion of
reserves, and the repayment of such credit a contraction of reserves--a
proposition which did not become valld until gold tranche pos1t10ns began

1/ J. Kelth Horsefield, The International Monetarv Fund 1945-1965, Vol. 1,
pp. 28-30. -



‘to be regarded as reserves in the early 1960s. 1/ By that time the approach
originally chosen--i.e., that the Fund would not be a "bank", creating
international money by extending ' credlt"é-had been overcome by the economics
of the situation. . Once the Fund made the transition from the almost exclu-
. sive use of U.S. dollars to the use of a number of major -currencies, 1t
became necessary in practice to monetize the resources that members made
available to the Fund: members whose currencies were used were willing
(sometlmes eager) to see & change in the composition of their re«erves,

but not a decline in them. Thus it was found that reserve creation as a

- by-product to credit extension was a necessary element of a smoothly
functlonlng Fund. At the same time, the attempt never took hold to view
transactions through which the Fund made resources available to members in
payments difficulties as a mere exchange of one currency for another. Fund
transactions (heyond the gold tranche) are now generally regarded as the
extension of Balance .of payments credit. This view is reflected, for
example, in the adoption of the concept of "credit tranches” and in-the
widespread use of the term "repayment" as both more general and more
meaningful than "repurchase." : :

The balance of this paper explores how the eqnlvalent of what is now
the General Account of the Fund could be run on the basis of the creation
and - cancellation of SDRs, and what the consequences of this would be on
various features of the Fund.g/ Tt is assumed throughout that any technical
restructuring of the General Account should not affect the balance between
conditional ‘and unconditional access to the Fund, which would continue to
be determined by quota reviews, the Fund's policies on access to conditional
credit, and SDR allocationg. It should also be recalled that there would
be no effecn on reserve creation. The creation and cancellation of reserves
that now takes.place as the ‘by~-product of credit tranche transactions in
the General Account, in the form of fluctuations in the amount of reserve
positions in the Fund, would be replaced by a similar creation and cancella-
tion in the form of SDRs made available by the Special Drawing Account to
the General Account as needed by the latter for its operations. The
allowance now made for expected net reserve creation in the form of reserve
positions in the Fund in the estimate of the need for reserve creation
through the allocation of SDRs would have to be replaced by a similar
allowance for the net amount of SDRs that would be expected to be:made
available to the General Account. ;

1/ For a brief discussion see dJ. Marcus Fleming, "The Fund and Interna-

- tional Liquidity," IMF Staff Papers, Vol. XI, No. 2 (July 1964) pp. 183-85.
A more detailed description is.given in Hannan Bzekiel, "The Present Systenm
of Reserve Creation in the Fund," Staff Papers, Vol. XIII, No. 3 (November
1966) pp. 398-L20.

*/ In the discussion of the Extended Fund Facilities to which reference
was made in footnote 2 of page 1, it was.suggested that such operations
would be financed by means of Sp801al issues of SDRs, which would be can-
celled upon repayment of loans (cf. SM/73/25, p. 5).




If' operation of the conditional side of the Fund took- place in SDRS, the
country that obtained Fund credit would normally use the SDRs to acguire
currenciés, for which the designation mechanism could conveniently be used.
Nothing new would be required for this purpose, but it would be necessary to
create ‘sufficient flexibility in the acceptance obligations so as to ensure
that there would be takers for the additional SDRS put into circulation by
the Fund's credit operations.

It is possible that a more important new feature might be required to
enable countries to repay Fund credit in SDRs. Countries would have to be in
a position to acquire such SDRs against the holdings of reserve currencies.

If the Reform provided for an open-ended substitution facility, as suggested l/
under the third approach for asset settlement described in the Reform Report,~
this would take care of the problem. Under different settlement arrangements
it might be necessary to introduce into the SDR mechanism a system of what
might be called "reverse designation" to regulate which countries would have

to meke available SDRs against convertible currencies, and in what amounts

(ln contrast to the designation mechanism that regulates the countries that

are to make available convertible currencies against SDRs) ﬁ/

The Fund's conditional drawing facilities would remain subject to the
prevailing quantitative limitations which include normal maximum use of 25 per
cent of guota per year, a normal upper limit of 100 per cent of quota, and,
within the latter limit, the tranche policy. of increasing intensity of
scrutiny depending on the extent of the use of Fund credit in terms of a
member's quota. There would, of course, no longer be automatic drawing
rights in what is now called the gold tranche, because "gold tranche posi-
tions" would not arise. As noted below, existing gold tranche positions

-would be replaced by holdings of SDRs or, possibly in part, gold.

Credit extended by the Fund in SDRs would naturally be repayable 1n SDRs,
the maximum duration of the credit being subject to the’'3-5 year rule. If it
were desired to maintain some of the underlying pr1n01ples of the repurchase
provisions of Article V, Section 7(b), there could be’ prOV131ons for acceler-
ated repayment in the light of the member's balance of payments and reserve

1/ Op.cit., p. 39. '

_/ In the present SDR facmlity there are only the most rudlmentary provi-
sions for "reverse designation" because the need for it is unlikely to arise
on any significant scale. In theory, a participant may, on "specification"
by the Fund, be obliged to sell SDRs for "currency convertible in fact” for
the purpose of enabling another participant to meet its obligations to pay
charges and assessments {Article XXVI, Section 5 and Article XXX, Section 3)
or its reconstitution obligation under Schedule G, paragraph l{a), but the
stock of SDEs held by the General Account makes it unlikely that these provi-
sions will ever become operative. It should be noted that the sale of SDRs
by the General Account against convertible currencies does not avoid the sub-
stantive problem, but transfers it to that Account. The question thus
becomes the selection of countries that are to give up reserve positions in
the Fund, rather than SDRs, against convertible currency.



 position. This position is already used as a criterion in the operation of
the designation system which affects the reversal of net use of SDRs in a
manner somewhat akin to the repurchase provisions in the General Account,_/
using, however, data on reserves based on a more flexible definition than
that laid down in Article XIX to guide the repurchase provisions.

The liquidity necessary to meet the needs for convertible currencies of
the members that used the credit facility would be ensured by the size of the
acceptance obligations, which, as mentioned, would have to be large enough to
permit designation in relation to the total amount of SDRs that would at any
time exist, whether arising from allocation or from conditional -credit cperations.

Liquiditj Aspeéts

' The technical problem that arises in this connection is not different from
that related, e.g., to the issuance of SDRs in substitution for reserve curren-
.¢cles. g/ But there would be a special.effect on the liquidity of the General
Account. Financing of that account by means of SDRs with a corresponding
increase in acceptance obligations would by itself reduce a liquidity constraint
that now affects, at least potentially, though by no means precisely, the
operations of the General Account. The liguidity of the General Account is
proportlonally mich smaller than that of the Spec1al Drawing Account.3 _/

;/ Jd.J. Polak, “Some Reflectlons on the Nature of Special Drawing nghts,
International Monetary Fund Pamphlet No. 16, p. 17.

2/ Cf. Reform Report, pp. 52-53. ,

_/ The measurement of the liquidity of the two Accounts raised many difficult
issues that cannot be treated in any fully satisfactory manner, The most ex-
tensive discussion of this question is contained in 8M/67/92 of July 25, 1967
("Drawing Rights and Required Resources in Schemes for Reserve Creation"), on
which the following is based. The assets of the General Account consist,

- roughly, of 25 per cent of total quotas in gold and 75 per cent in currencies.
The gold can always be used, but at.times (in 1966) only about one third of the
Fund's total holdings of currencies {i.e., about 25 per cent of quotas) were
considered as suitable for drawing. Thus the Fund's available assets might be
as low as half of total quotas, while at the same time potential demands on
these might be as high as 125 per cent of quotas (gold tranche plus four credit
tranches) of the two thirds (measured in terms of quotas) of the membership
that was in a weak payments position, or 83 per cent of total quotas. In the
"8DR system, on the other hand, the desire of two thirds of the participants
(measured in terms of allocatlons) to use the full amount of their allocation
could in theory just be met by the obligation of the other third to accept an
amount, equal to twice their allocation. Measured on this basis--which clearly
1nvolves a number of debatable assumptlons~-the liguidity of the Speclal Draw~
ing Account would be 1 2/3 times (1 3 29) as great as that of the General
Account. The liquidity of the Genera183 Account as originally envisaged was
close to that of the Special Drawing Account, being based on the assumption
that U.S. dollars would always be usable and that no allowance need to be made
for the contingency of use of the Pund's resources by the United States.




Assimilation of reserve positions in the Fund -with SDRs and a corresponding
increase in total acceptance obligations would therefore introduce considera-
bly more room for acceptance than éxists now with respect to General Account
operations. Additional room would be created by the merger of the acceptance
obligations of the two Accounts, inasmuch as their "peak needs" might not
coincide. 'This tendency would be reinforced if, as part of the Reform, the
absolute size of acceptance obligations were substantlally increased to make
room for SDRs issued in substitution for reserve currencies. -And the possi-
bility has also been mentioned that there might be no llmlt on the acceptance
obligation for SDRs.l/

Concérn over its liquidity is not the only--or even.the most important--
factor limiting the operations of the General Account. Control over the
extent of the operations of this Account, and hence on the magnitude of their
contribution to reserve creation, is primarily exercised in a number of other
ways.

(a) By decisions on guotas.

(i) The absoluté size of gquotas provides the scale that determines
the amounts that can be drawn under glven policies ‘expressed in terms of
percentages of quota.

(ii) The distribution of quotas among likely surplus and deficit
countries affects the probable size of desired use of Fund resourcés and the
availability of "usable currencies."

(b) By decisions on policies on the use of Fund resources, such as
tranche policies, the compensatory financing and buffer stock financing
policies, etc.

(¢) By decisions on the lending of currencies under the General Arrange-
ments to Borrow that are taken by participants in these arrangements with a
special majority. Such decisions are made with respect to individual requests
for drawings by such participants, and are preceded by a special scrutiny of
these requests.

(d) By the Fund's policies on repurchases.

It should be noted that quota decisions and decisions on the use of
resources are subject to various restraints of a legal or conventional
character. Changes in quotas proposed as a result of a general review re-
duire an 85 per cent majority and other quota changes an 80 per cent
magorlty _/ As a result of the adoption of Artlcle V, Section 3(d), the

1/ Reform Report, p. 53.
2/ Article III, Section 2.




Fund no longer has the power to create any new facility in the General Account
for the unconditional use of its resources. }/ In the design or expansion of
norautomatic facilities, the Fund pays careful attentlon to the llquldlty
1mp11catlons 2/

A questlon for consideration would be whether the present decis1on-
making process would be sufficient to control the size of the Fund's condi-
tional financing activity in the absence of a potential constraint exercised
by the resources available to the Fund; whether this process would need to
be strengthened; or whether some other total constraint would need to be
introduced, e.g., in terms of a maximum of conditional credit outstanding,
with perhaps the possibility of exceedlng the maxlmum,lf approved by a hlgh
qualified magorlty. ,

Gold and Quota ASpécts

A Fund mechanism based on credit extension in terms of SDRs would not
require Fund holdings of gold for liquidity reasons. The Fund could still
hold gold as a result of a variety of transactions or operations. The Fund
‘has large gold holdings -at present, arising mainly from subscription payments
‘in gold, ‘and it might be felt that novpurpose would be served by returning
this gold to members. As long as gold remained a reserve asset, members
should presumebly be able to discharge their obligations to the Fund in
gold, as well as in SDRs. There could also be arrangements under which
the Fund would ‘acquire gold from members against newly issued SDRS.Q/

There would be no technical problem in requiring members to transfer
gold to-the Fund--against SDRs or a reduction in their use of Fund credit--
when they joined the Fund or when their quotas were increased. However,
since the Fund would not need the gold for liquidity reasons, the question
would arise whether (i) gold payments by new members and (ii) gold (or SDR)
payments on the oceasion of quota 1ncreases, still served a useful purpose.

In the past, gold payments for quota increases have been thought to be
useful to restrain undue pressure for such increases; the effectiveness of
any such restraint may have been reduced by the fact that, for any country,
a larger share in total quotas now entails a larger share in SDR allocations.
In any consideration of this question, two facts would in any event need to
be allowed for:

l/ International Monetary Fund, Propoged Amendment of Articles of Agreement,
(Washington, D.C., April 1968), p. 25.

_/ See, for example, the section on "Changes in the Compensatory Faclllty
and Fund Liquidity" in Compensatory  Financing of Export Fluctuations, A
Second Report by the International Monetary Fund {Washington, D.C. 1966),
pp. 27-28; and a comparable section in the report containing the proposal for
Fund financing of menbers' contributions to commodity stocks (International
Monetary Fund, "The Problem of Stabilization of Prices of Primary Products,"
Scope for Action by the Fund, Washington, D.C. 1969, p. 19).

§/ Reform Report, p. 51.




(a) As part of the Reform, members pight. well become entitled to. -
use SDRs to pay the ' golﬁ component” of thelr contrlbutlon related to quota
increases. : m .

(b) Presumably, members in payments difficulties would be able 1n the
future, as they were in the past, to stretch their gold payments to the Fund,
or the equivalent of such payments, over a number of years while yet receiving
the quota increases at once.l/ :

In a Fund constructed on an SDR ba31s, the consideration under (a) would

‘meke the requirement to make "gold payments" meaningless for countries that

did not use Fund credit: they would--lf they used the SDR option-~buy SDRs
from the Fund with SDRs. Even in the Fund as presently structured countries
would be very little affected by an obligation to increase their creditor
position in the Fund in exchange for a reduction of their holdings of SDRs.
For countries indebted to the Fund the position.would also change little--
in the sense that, as before, those in a weak pajments and reserve position
would have the thlon to make their "contribution” in the context of a quota

increase by a modest accelération in the repayment of their outstanding Fund
credit.2/

A Fund that extended conditional credit against the issuance of SDRs
could, in addition to gold, hold other assets purchased against SDRs, if
that were desired, such as reserve currency balances acquired under substi-
tution arrangements, or claims on development financing institutions arising
under "link" arrangements.

Technical Aspects of Tran31tion to a General Acébunt Bééed on S8DRs

Adoption of the approach to credit operations of the Fund outlined
above would involve a major amendment of the Articles of Agreement. Some
of the present provisions dealing with the General Account would become
redundant there would have to be many consequentlal changes, e.8., in the
provisions that indicate debtor or creditor positions by reference to the
Fund's holdings of a member's currency compared to its quota; and the
liquidation provisions might need to be completely revised.

1/ In the 1958 and 196k general quota reviews, this was made possible by
allowing members to make a special drawing for an amount equal to the gold
payment, the drawing to be repurchased in three (1958) or five (l96h) equal
anmual installments; in the 1969 review, members with low reserves were en-
titled (under the provisions of Article III, Section 4(a)) to avail themselves
of the opportunity to make a reduced gold payment, but were then requlred to
repurchase the resulting additional currency subscription in five equal
annual installments. ‘ : .

2/ Quantities are important in this connection. The 1964 and 1969 quota
reviews resulted for many members in quota increases by 25 per cent. These
would involve normal gold payments of 6.25 per cent of quota, or, if spread
over 5 years, annual payments of 1.25 per cent of quota.
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Technlcally the transitlon from ‘a Fund in terms of currencies to one
in terms of SDRs is not complicated. The transition would involve the Fund
repaying members' subscriptions, thus changing the quota from a balance
. sheet entry into being exclusively a yardstick for members' rights and obli-
_.gations, as it 1is already in the Special Drawing Account. The ‘repayment

- of subscrlptlon would be made in the first instance in the member's

currency. Where the Fund's holdings were insufficient for this purpose--
i.e., where the member had a gold tranche position=-the balance could be
paid in SDRs created. ad hoc, or, to the extent that this were desired, in
gold. Total gold tranche positions at the end of 1972 were SDR 6.9 billion,
representing. an equivalent amount of reserves in the form of Reserve

- Positions in the Fund. If these were fully paid off, this component of
reserves would disappear, being replaced by SDRs and gold to the extent
_that the Fund used either one, or both. The amount of SDRs used would be
made available to the General Account by the Special Drawing Account; the;
gold would enter countries' réserves from the Fund holdings (where it does
not form part of countries’ reserves). Where the Fund's holdings of a '
member's currency exceeded its quota, the excess could be converted into--
or considered as--an SDR credit to that member. The magnitude of the Fund's
reserves would of course remain unchanged. " o

Efﬁeets.on Certain‘Present Features of the-Fund

The precedlng summary descrlptlon of how conditional credit transac-
tions could be arranged on an SDR basis sketéhes a mechanism that would
lack most of the esoteric characteristics of the present Fund and would
thus be easier to understand. - Thus there would be no need for concepts
such as the "gold tranche," the.'basic.gold tranche," the "super gold : -
tranche," the "currency budget," "reserve positions in the Fund," "Fund
positions" (net, gross, and creditor), "remuneration," and "scarce curren-
cies." A reformed mechanism would also avoid some difficult and d1v131ve
issues that have arisen in the Fund's history and that may arise again in
the future under present prov1s1ons. Among these mention may be made in -
particular of the replenishment prov131ons (w1th gold, SDRs and through
borrowing), the provisions on the usability of SDRs in payments to and by
the General Account, and--unless ‘gold payments on quota increases were
ellmlnated——mltlgatlon of the direct and 1nd1rect reserve effects of such
payments.

Beyond these general effects, a number of features would, as a minimum,
have to ‘be reconsidered on their merits. The present structure of the Fund
is responsible for many features that would not necessarily be incorporated
if one started from scratch, but that have, nevertheless, acquired a certain
status. Some of these would lapse in a restructured Fund--unless-a specific
decision were teken to introduce their equivalent in a‘-different form. - It
would be difficult--and perhaps hardly worthwhile at this stage--to give a
_ complete llstlng of* such features, some that. come readlly to mlnd are
briefly noted below.



1. Absence of remuneration on the basic gold tranche. In the present
Fund,  members contribute to the cost of the operation of the Fund to the
extent that they hold a basic gold tranche position on which they do not
receive income, while they receive interest (or its equivalent) on super-
gold tranche pos1t10ns, loan claims on the Fund, and holdings of SDRs. A
correspondlng arrangement in a restructured Fund would be for the Fund to
pay interest on a member’'s holdings of SDRs only on amounts in excess of
25 per cent of quota. This change would have no financial effect on members
that hold a gold tranche position of 25 per cent of quota or more; but it
would remove the anomaly in present arrangements that a member can earn
interest-on SDR holdings while using part or all of its basic gold tranche
interest. free. The alternative arrangement suggested would, on a recent
date (October. 31, 1972), apply to some additional SDR 2.5 billion; which
would mean an extra net income:in the form of saving on SDR interest pay-
ments for the Fund as a whole, at 1 1/2 per cent per anmum, of about SDR 38
million. The arrangement would create an area of interest-free use of SDRs
(up to holdings of 25 per cent of quota). If .it were desired to eliminate

_this, it would be necessary to add to SDR charges rather then subtract from
SDR interest payments, and stipulate that charges would be levied not only
on the net cumulative allocation but also on an amount equal to 25 per cent
of the member's quota; interest would then be paid, as at.present, on a
member's total holdings of SDRs. This change would subject an additional
SDR 0.6 billion (at the same date) to interest payment, from which the Fund
would earn (at the rate of 1 1/2 per cent) an additional SDR 9 million..

2. Merger of super gold tranche p051t10ns w1th SDR holdings. The
‘absence of super-gold tranche positions as separate reserve assets would
eliminate the p0831ba11ty in the present Articles to adjust the Fund's
finances by allowing a slight difference. between the rate of remmneration
and the SDR interest rate. : Brea

3. Scarce currency provisions. Under these provisions of the Articles,
the Fund is entitled to take action against a country in an extreme creditor
position as reflected in the Fund's holdings of that member's currency; and
such action then authorizes members to introduce discriminatory provisions
with respect to the currency that has been declared scarce (Article VII,
Section 3). While this provision in the Articles was initially hailed as
an important part of the adjustment process directed against persistent
creditor positions, it has since become recognized that it "does not in its
present form provide a practical means of applying pressure on surplus
currencies,";/ so that any desired action with respect to extreme creditor
countries will in any event have to be based on a different criterion.

4. Payment of charges in a member's own currency. This option, which
members have in certain circumstances,2/ and which amounts to adding interest
due to the outstanding balance, would lapse in an SDR-based Fund.

1/. Refsrm Report, D, 18.
2/ Article V, Section 8(f).
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5. Effect of the provision for uniform change in par vslueg on the
value of positions in the Fund. The present Articles provide a possibility
to scale down members' debtor and creditor positions in the Fund as a result
of a uniform downward change in par values, accompanied by a decision not
to apply the provisions on the malntenance of the gold value of the Fund's
assets.l/

6. Effect on non-participants. If all Fund transactions were conducted
in SDRs, any of the few members that are not participants might have to be
able to hold SDRs when obtaining conditional credit from the Fund and when
repaying such credit. The holding of SDRs for this purpose need only be
transitional, in much the same manner as many countries now briefly hold
currencies that they do not normally have in their reserves in connection
with purchases and repurchases in these  currencies. Less transitory hold-
ings of SDRs would arise for these members if the Fund repaid their gold
tranche positions in SDRs.

. 7. Special rlghts for creditors in the General Account These rlghts,
relating to voting in certain circumstances (Article XII, Section 5(b)) and
the appointment of executive directors (Article XII, Section 3(c)), would
lapse as there would no longer be a separate creditor positlon in the General
Account. If desired, similar rights could be established as 'a function of
members’ positions in the Fund as a whole, expressed in terms of holdings of
SDRs compared to net cumulative allocations.

8. Effect on administrative expenditure. The Fund would need a provi-
sion to acquire currencies against SDRs for its administrative expenditure.
This expenditure is now financed by reserve creation in the form of reserve
positions in the -‘Fund; in & restructured Fund 1t would be financed by reserve
creation in the form of SDRs.

1/ Article IV, Sections 7 and 3(d). Both decisions Tequire an 85 per
cent majority of the total voting power of the Board of Governors.



MEMORANDUM -
TO: Members of the Ixecutive Board - May 31, 1973
FROM: © The Secretary

SUBJECT’ Restructurin? the General Account of the rund
An Exploratory Paper

In his statements to Executive Board Meetings 73/7 (January 31,
1973)and 73/__,(May __, 1973) the Managing Director made reference to a
study undertaken by the staff comparing the methods of operations of the
General Account and the Special Drawing Account. The attached paper
presents the results of this study, ’

The Managing Director intends to raise with Directors at some

later time whether they desire to have a discussion of this paper either
in a seminar or in an informal meeting.

Attachments:

Other‘Distributiont



MEMORAHDUM
TO: ;.‘ Members of the Executive Board | April 25, 1973
FROM: The Secreta

SUBJECT: Restructuring the General A¢count of the Tund
An Exploratory Paper ' ’

In his statement to Ex§cutive Board Meeting 73/7 (January 31,
1973--Buff 73/12) the Managing ector indicated that the staff had
been engaged on a study comparing Ythe methods of operations of the
General Account and the Specia Drawing Account. The attached paper
presents the results of this .

Attachment:

Other Distribution:



MEMORANDUM
TO:'  Mr, Hebbard - _  april 25, 1973
FROM:  J. J. Polak |

SUBJECT: Restructuring the General Acc0Lnt of the Fund
An Exploratory Paper

Please see the attached paper and draft cover note. I would
expect that Directors would want to have a Seminar discussion on this
paper, but it might be preferable for the Managing Director to bri ng
this up as a question at an early Board Meeting rather than suggest it
in the cover note.
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t Office Memorandum

%ﬁudp
to . Mr, Polak oate, APTil 13, 1973
FROM : R.J. Familton&

summiif ‘Reform of the General Affffffi:)

This is in response to your request for further technical and detailed
comments on the draft paper dated December 18, 1972 (with pages 1 and 15 revised).
These are set out below:

In Mr. Habermeier's absence and with little time available to reconsider
the draft these are not necessarily all that we may have to offer if the draft is
to be further discussed before issuance. In this connection I am still dubious
about issuing the paper at the same time as other papers are being put up proposing
possible additional uses of SDRs (e.g., Consolidation). I have reread your reply
of December 19 to Mr. Habermeier's note and I am still hesitant about proposing
sweeping changes in the General Account without mentioning the possibigif?'ET'Ei
alternative, more gradual approach. I would also suggest some discussion of the
relationship of a Substitution Account to the present or changed General Account
and Special Drawing Account. The detailed comments are as follows:

Page 2, first paragraph: The phrase "omn a sufficiently general level"
presumably is to cover the point that there are differences as well as a strong
similarity between the financial functions of the two accounts. This might be
made more explicit. While the Special Drawing Account contrasts with the General
Account in terms of reserves being initially allocated rather than having to be
earned, "reserve" positions subsequently can be earned in both accounts. Also,
SDRs have been used for direct settlement between participants without directly
or immediately affecting the reserve assets of others. It would seem to deserve
mention that while the use of SDRs is unconditional, an important factor influencing
their use is the reconstitution provisions. Finally, a minor point that might also
be noted is that SDR holdings exceed gold tranche positions and, for most members,
by a significant amount.

Page 3, first main paragraph, first line: The "technical arrangements"

. are mainly financial in character and this might be mentioned. The use of the

b/ word "junior" in the next sentence might be questioned, I would suggest "newer".

Page 5, line L: 1Insert after "of" "convertible". This would link up
with the reference on page 6 to "reverse designation".

Page 13: The argument in the second paragraph that conceptionally, the
transition is not complicated, may not be fully accepted. One could argue that
the acceptance of the quotas as a yardstick for rights and obligations in the
Special Drawing Account was facilitated by the fact that it had a financial
meaning in the General Account. The use of the credit facility (and voting rights)
geared to quotas that have no financial expression could lead to pressure for larger
quotas, the danger that repayment conditions would be diluted, and possible problems
in reconciling the "requirement of need" in relation to use of unconditional SDRs
with the conditions governing the use of credit. Moreover, it is unclear when
members would be expected to use the conditional credit facility and it would be
uncertain how many SDRs would be created or destroyed over a given period.



MEMORANDUM
TOs Managing Director January 9, 1973
FROM: Je J« Polak

SUBJECT : Restructuring the General Account of the Fund
An Exploratory Paper

A version of this paper was circulated on December 18, 1972,
and discussed in a meeting chaired by Mr, Southard. I now attach a
revision of the first page and of page 15. There are some small changes
I would want to make elsewhere in the paper but these do not affect its
general character,

We discussed a number of alternative ways of circulating the paper
without creating the impression that the staff was pushing a "plan." It
was more or less agreed that it would be helpful from this point of view
if the paper were presented as being personal rather than on the responsibility
of the staff as a whole. A number of possibilities for the form in which the
paper might be issued were discussed--as a pamphlet, as an article in Staff
Papers, or as a DM, On further conmsideration, I would be inclined to believe
that the best solution might be to circulate it outside of any established
series with a covering note from the Secretary indicating its status and
suggesting the possibility of discussion in a Board Seminar, if there were
sufficient intereat for this.

The suggestion was also made that Mr, Morse should be aware of the
paper before it was issued; I do not think this would raise any difficulties.

e¢ct Deputy Managing Director
Mr. Gold
Mr. Del Canto
Mr. Habermeier
Mr, Sturc
Mr. Whittome
Mr. Crockett
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January 9, 1973

Restructuring the General Account of the Fund

An Exploratory Paper

It was suggested in the Raeform Report that an expansion of the role
of the SDR might also be the occasion for & broader review of the provisiomns
of the Articles relating to the General Accouncel/ As a background to such
a review, this paper compares the method of operation of the General Account
with that of the Special Drawing Account, and derives from this comparison
certain inferences for a possible restructuring of the General Account.

The emphasis in ;he paper is on analysis, not on recommendation. It may
be useful at the present time to sort out certain ideas on a possible restructuring
of the General Account, and the consequences that would follow from them, But
it would be premature either to come to a view whether it would be advisable to
adopt a new (and simpler) structure of the General Account or to attempt to
devise a precise form for such a structure, On both issues, much will depend
on the extent to which it may prove necessary to overhaul the Articles of
Agreement in any event as part of the present reform of the syatem and on
major decisions to be made in the framework of that reform. The exercise in
which this paper is engaged is, therefore, exploratory in nature,

The paper does not start out from any notion that it would be desirable
to make substantive changes in the Fund's conditional operattons.zj The issues
discussed here concern in the firat instance matters of form. But when form
is discussed

1/ International Monetary Fund, Reform of the International Monetary System,
A Beport by the Executive Directors to the Board of Governors, iWaahington. D.C.
1973), pp. 53=54. (All references in this paper are to the November 1972 printed
version of the Reform Report.)

2/ Suggestions to that effect may arise in other contexts. For example, it
has been suggested that at least some portion of any SDRs allocated for develop-
ment purposes might be applied to the financing of new types of drawing by

developing countries from the General Account. (SM/72/220, "Allocation of
SDRs and Financing of Economic Development,” p. 5.)




questions of substance inevitably come up for reconsideration as well; the
consequent challenge to certain existing features of the Fund may appeal to
some and offend others., Moreover, form itself can be of importance. To
cast the conditional operations of the Pund in a form that reveals more
clearly their economic content may create an impression on some of a welcome
substantive modernization, on others of an undesirably radical break with
established tradition, A

Thus, even if there were little doubt that a simpler structure of what is
now the General Account would have to be introduced at some time in future,
it could still be an open question whether this transformation should betesieed-

tacked on to the present reform, or reserved for some future occasion.
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Effects on Certain Present Features of the Fund

The preceding summary description of how conditional credit transactions
could be arranged on an SDR basis sketches & mechanism that would lack most of
the esoteric characteristics of the present Fund and would thus be easier to
understand, Thus there would be no need for concepts such as the "gold tranche,"
the "basic gold tranche,"” the “super gold tranche,” the "currency budget,”
“reserve positions in the Fund," "Fund positions" (net gross, and creditor),
Yremuneration,” and "scarce currencies.” A reformed mechanism would also
avoid some difficult and divisive issses that have arisen in the Pund's history
and that may arise again in the future under present provisions. Among these
mention may be made in particular of the replenishment provisions (with gold,
SDRs and through borrowing), the provisions on the usability of SDRs in pay-
ments to and by the General Account,-and=-unless gold payments on quota increases
were eliminated--mitigation of the direct and indirect reserve effects of such
payments,

Beyond these general effects, a number of features would, as a minimum,
have to be reconsidered on their merits., The present structure of the Fund
is responsible for many features that would not necessarily be incorporated if
one started from scratch, but that have, nevertheless, acquired a certain
status. Some of these would lapse in a restructured Fund--unless a specific
decision were taken to introduce their eqéivalent in a differaﬁt form, It
would be difficult—-and perhaps hardly worthwhile at this stage-=to give a

complete listing of such features; some that come readily to mind are briefly

noted below.



MEMORANDUM
TO: Acting Managing Director December 19, 1972
FROM: J. Jo Polak

SUBJECT: Restructuring the General Account of the Fund--An Exploratory Paper

I attach a draft paper on the above subject, to which I referred
first in my memorandum of November l4th, 1In the meantime, the paper has
benefitted from comments by colleagues in other Departments.

The purpose of the paper is to initiate a discussion in the Board
on the subject of a possible new structure of the General Account, that
might be introduced as part of the Reform. This is a complicated subject
and it would probably be desirable for the Board to give it at least some
preliminary consideration in the near future, when the Board has ample time
available.

Directors and govermnments obviously cannot effectively weigh whether
it is worth the considerable effort to proceed to a restructuring of the
General Account without a rather detailed staff paper spelling out the implica-
tions. At the same time, it is difficult to present such a paper without
creating the impression that the staff is pushing a plan. I have done my best
to avoid this impression by the subtitle and the first page. Some Board members
may also recall that I mentioned to the Board, about a year ago, that the
present Reform might still be too early an occasion to modernize the General
Account, A possible further way to remove any impression of pressure by the
staff might be for the Managing Director to raise the question in general
with the Board before a paper was circulated. And there might be other
techniques to achieve the same end.

c¢c: Managing Director (on return)
Mr. Gold
Mr. Del Canto
Mr. Habermeier
Mr. Sturc
Mr., Whittome
Mr. Crockett



December 18, 1972

Restructuring the GCeneral Account of the Fund

An Exploratory Paper

Prepared by the Research Department in Consultation with
Other Departments

Approved by J. J. Polak

It was suggested in the Reform Report that an expansion of the role
of the SDR might also be the occasion for a broader review of the provisions
of the Articles relating to the General Account.lf As a background to such
a review, this paper compares the method of operation of the General Account
with that of the Special Drawing Account, and derives from this comparison
certain inferences for a possible restructuring of the General Account.

The emphasis in the paper is on analysis, not on recommendation. It
may be useful at the present time to sort out certain ideas on a possible
restructuring of the General Account, and the consequences that would follow
from them, But it would be premature either to come to a view whether it
would be advisable to adopt a new (and simpler) structure of the General
Account or to attempt to devise a precise form for such a structure. On
both issues, much will depend on the extent to which it may prove necessary
to overhaul the Articles 6f Agreement in any event as part of the present
reform of the system and on major decisions to be made in the framework of
that reform. For the time being, therefore, the exercise in which this

paper is engaged is exploratory in nature.

1/ International Monetary Fund, Reform of the International Monetary
System, A Report by the Executive Directors to the Board of Governors,
(Washington, D.C. 1972), pp. 53-54. (All references in this paper are
to the November 1972 printed version of the Reform Report.)




Comparison between the two Accounts

On a sufficiently general level there is a strong similarity between
the financial functions which the two Accounts perform for members: both
enable a member in deficit to use financial resources that it had not
earned from a peevious balance of payménts surplus, The two main differences
between use of the two Accounts relate to conditionality~-use of the General
Account (except gold tranche use) being subject to conditions whereas the
use of SDRs is unconditional--and to the need to restore the previous
position after use., For members that provide the users with foreign
exchange the effect of any use of the resources of either Account is also
very similar; they acquire, in both cases, reserves in the form of "Fund
related assets": a "reserve position in the Fund" (a gold tranche position
or a loan claim on the Fund) when the drawing takes place in the General
Account and SDRs when the drawing member uses its positiom in the Special
Drawing Account,

In spite of the fact that transactions in the two Accounts are 8o
similar, both for the user and for the provider of resources, they are
executed in entirely different ways. In the Ceneral Account, transactions
are conducted on the baais of a pool of currencies contributed by all
members, with further contributions in gold to enable the Fund to acquire
additional amounts of any currency that it might need; there is also a
provision to Sortow additional amounts of currency. The drawing entitlements
are expressed in terms of quotas, but the quotas themselves are not exchange
reserves available to the member; such reserves have to be acquired by
drawings made within the framework of the quotas. Drawings are made in
the currencies of the countries that are selected by the Fund to acquire

the reserve positions in the Fund; but thease currencles are normally at once



converted by the drawer, so that the drawee country experiences a sub-
stitution of a reserve position in the Fund for holdings of foreign exchange.
In the Special Drawing Account, by contrast, given amounts of SDRs repre-
senting an equal percentage of quotas are allocated from time to time to
participants. Use is made in the Special Drawing Account by the transfer

of SDRs from one participant to another against convertible currency.

Why this difference between the two Accounts in technical arrangements,
if it does not reflect any obvious difference in substance between the
transactions in these two Accounts? Essentially, the explanation is that
the SDR account is both the junior and simpler of the two Accounts. The
more complicated form in the senior Account has clear historical reasons:
the U.S. negotiators in the discussions that preceded Bretton Woods argued
sgrongly that a Fund operating on the basis of "a mixed bag of currencies"
was more likely to win Congressional approval than one which introduced
the unfamiliar concepts of a new international currency and of overdraftSml/
By now, the concept of an international currency is no longer unfamiliar.
While "overdrafts" do not fit into normal U.S. banking practice, negotiated
credits do. In the light of this, is there a continuing justification for
the present form of the General Account?

Perhapas the best way to approach this question is as follows. Suppose
that the founders of the Fund had felt it necessary to concentrate their
attention on the need for unconditional rather than conditional liquidity
and for this purpose had created a mechanism such as that contained in

Article XXI and following of the present Articles of Agreement, perhaps

combined with regulatory provisions with respect to exchange rates, the

1/ J. Keith Horsefield, The International Monetary Fund, 1533-1965.
Vol, 1, pp. 28-30.




avoidance of exchange restrictions, convertibility, etc. Such a Fund would
have required quotas both as a basis for the allocation of unconditional
liquidity and to determine voting power, but not the financial provisions
of the original Articles of Agreement. Assume further that, despite the
absence of a learning model which the pre-1969 Fund provided for the SDR
mechanism, the provisions on SDRs were exactly those of Article XXI and
following (with the exception 6f references to the Gemeral Account), If
then, at some later time; when the SDR facility had been rusaimg smoothly
for a considerable period, the Fund had reached the conclusion that it
would be opportune to provide, side by side with the SDR facility, a
conditional facility under which members would be entitled to obtain
financial resources from the Fund for temporary use, how would it have
gone about this?

A General Account Patterned on the Special Drawing Account

It would seem unlikely that in order to provide this new facility the
Fund would have found it necessary to ask each member to make a contribution
in gold and in its own currency. Rather, it should have appeared natural
that the Fund would nave made provision for the creation of additional SDRs
for the amount of credit it extended, these SDRs to be cancelled when Fund
credit was repaid. This would be in line with the proposition that the
extension of international credit by the Fund involves an expansion of
reserves, and the repayment of such credit a contraction of reserves—a
proposition which did not become valid until gold tranche positions began

to be regarded as reserves in the early 19605,5/ By that time the approach

éj For a brief discussion see J. Marcus Fleming, "The Fund and Interna-
tional Liquidity,” IMP Staff Papers, Vol. XI, No., 2 (July 1964) pp. 183-85.
A more detailed description is given in Hannan Ezekiel, "The Present Syvstem of
Reserve Creation in the Fund," Staff Papers, Vol. XIII, No, 3 (NHovember 1966),
PP. 398-424.




originally chosen——i.e., that the Fund would not be andmsesssederwral "bank", -<ill
creating intewnational money by extending “credit"--~had been overcome by
the economics of the situation. Once the Fund made the transition from the
almost exclusive use of U.S. dollars to the use of a wide variety of
currencies, it became necessary in practice to monetize the resources that
members made availlable to the Fund: members whose currencies were usad
were willing (sometimes eager) to see a change in the composition of their
reserves, but not a decline in them, Thus it was found that reserve
creation as a by~product to credit extensicn 1s a necessary element of a
smoothly functioning Fund. At the same time, the attempt never took hold
to view transactions through whfich the Fund made resources available to
members in payments difficulties as a mere exchange of one currency for
another. Fund transactions (beyond the gold tranche) are now generally
regarded as the extension of balance of payments credit. This view is
reflected, for example, in the adoption of the concept of "credit tranches"
and in the widespread use of the term "repayment" as both more general and
more meaningful than the legal “repurchaseg"

The balance of this paper explores how the equivalent of what is now
the General Account of the Fund could be run on the basis of the creation
and cancellation of SDRs, and what the consequences of this would be on
various features of the Fund., It 18 assumed that any technical restructuring

unconditional

of the General Account should not affect the balance between conditional and /
access to the Fund., The balance between these would continue to be determined
by quota reviews, the Fund's policies on access to conditional credit, and

SDR allocations.



If operation of the conditional side of the Fund took place in the
form of credit creation in SDRs, the country that obtained Fund credit
would normally use the SDRs to acquire currencies, for which the designation
mechanism could conveniently be used. Nothiémg new would be required for
this purpose, but it would be necessary to create sufficient flexibility
in the acceptance obligations so as to ensure that there would be takers
for the additional SDRs put into circulat}on by the Fund's credit operations,
It 18 possible that a more important new feature might be required to
enable countries to repay Fund credit in SDRs, Countries would hnave to be
in a position to acquire such SDRs against the .holdings of reserve currencies.
If the Reform provided for an open-ended substitution facility, as suggested
undex the third approach for asset settlement described in the Reform chort,lJ
this would take care of the problem. Under different settlement arrangements
it might be necessary to introduce into the SDR mechanism a system of what
might be called “reverse designation" to regulate which countries would have
to make available SDRs against convertible currencies, and in what amounts
(in contrast to the designation mechanism that regulates the countries that

are to maske available convertible currencies against SDRs).ZI

!-_, 220 c’.t.’ Pe 39.

2/ 1o the present SDR facility there are only the most rudimentary provi-
sions for “reverse designation" because the need for it is umnlikely to arise
on any significant scale. In theory, a participant may, on "specification"
by the Pund, be obliged to sell SDRs for "currency convertible in fact™ for
the purpose of enabling another participant to meet its obligations to pay
charges and assessments (Article XXVI, Section 5 and Article XXX, Section’3)
or its reconstitution obligation under Schedule G, paragraph 1(a); but the
stock of SDRs held by the General Account makes -it unlikely that these pro-
visions will ever become operative. It should beinoted that the sale of
SDRs by the General Account against convertible currencies does not avoid
the substantive problem, but transfers it to that Account. The question
thus becomes the selection of countries that are to give up reserve positions
in the Fund, rather than SDRs, against convertible currency.



The Fund's conditional drawing facilities could be subject to the same
quantitative limitations as at present such as a normal maximum of 25 per
cent of quota per year and a normal upper limit of 100 per cent of quota,
and, within the latter limit, to a tranche policy of increasing intensity
of scrutiny depending on the extent of the use of Fund credit in terms of
a member's quota, There would, of couraé, be no occasion for the introduc=-
tion of automatic drawing rights in whi¢ 1is now called the gold tranche,
because "gold tranche positions" would not arise. As noted below, existing
gold tranche positions would be replaced by holdings of SDRs,

Credit extended by the Fund in SDRs would naturally be repayable in
SDRs, The Fund could set conditions for the duration of the credit such
as the present 3-5 year rule, There could further be provisions for
accelerated repayment in the light of the member's balance of payments
and reserve position., This position is already used as a criterion in the
operation of the designation system which affects the reversal of net use
of SDRs iu a manner somewhat akin to the repurghase provisions in the General
Account,ll using, howevep, data on reserves based on a more flexible defini-
tion than that laid down in Article XIX to guide the repurchase provisions,

The liquidity neeessary to meet the needs for comvertible currencies
of the members that used the credit facility would be ensured by the size
of the acceptance obligations, which, as mentioned, would have to be large
enough to permit designation in relation to the total amount of SDRs that
would at any time exist, whether arising from allocation or from conditional

credit operations,

1/ J. J. Polak, TSome Reflections on the Nature of Special Drawing Righta,w
International Monetary Fund Pamphlet No., 16, p. 17.



Liquidity Aﬁpects

The technical problem that arises in this connection is not different
from that related, e.g., to the issuance of SDRs {in substitution for reserve
currencies.l! But there would be a special effect on the liquidity of the
General Account, Financiag of that account by 'means of SDRs with a corre-
sponding increase in acceptance obligations would by itself reduce a
liquidity constraint that now affects at leaat potentially, though by no
means precisely, the operations of the General Account. The liquidity of
the General Account is proportionally much smaller than that of the Special
Drawing Account;zj Assimilation of reserve positions in the Pund with SDRs
and a corresponding increase in total acceptance obligations would therefore
introduce considerably more room for acceptance thap exists now with respect

to General Account operations. Additional room would Le created by the

1/ Ci. Reform Report, pp. 52-33.

2/ The measurement of the liquidity of the two Accounts raised many dif-
ficult issues that cannot be treated in any fully satisfactory manner., The
most extensive discussion of this question is contained in SM/67/92 of
July 25, 1967 ("Drawing Rights and Required Resources in Schemes for Reserve
Creation™), on which the following is based, The assets of the General
Account consist, roughly, of 25 per cent of total quotas in gold and 75 per
cent in currencies.’' The gold can always be used, but at times (in 1966)
only about one third of the Fund's total holdings of currencies (ige., about
25 per cent of quotas) were considered as suitable for drawing. Thus the
Fund's available assets might be as low as half of total quotas, while at
the same time potential demands on these might be as high as 125 per cent
of quotas (gold tranche plus four credit tranches) of the two thirds
(measured in terms of quotas) of the membership that was in a weak payments
position, or 83 per cent of total quotas. In the SDR syastem, on the other
hand, the desire of two thirds of the participants (measured in terms of
allocations) to use the full amount of their allocation could in theory
just be met by the acceptance obligation of the other third for twice the
amount of their allocation, Measured on this basis--which clearly involves
a number of debatable assumptions-—the liquidity of the Special Drawing
Account would be 1 2/3 times (1 + &% as great as that of the General Account,
The liquidity of the General Account¢as originally envisaged was close to ;
that of the Special Drawing Account, being based on the assumption that U.S.
dollars would always be usable and that no allowance nead to be made for the
contingency of use of the Fund's resources by the United States.



merger of the acceptance obligations of the two Accounts, inasmuch as
their "peak needs" might not coincide. This tendency would be reinforced
if, as part of the Reform, the absolute size of acceptance obligations
ware substantially increased to make room for SDRs issued in substitution
for reserve currencies, And the poasibility has also been mentioned that
there might be no limit on the acceptance cbligation for SDRa.!J

Concern over its liquidity is not the only--or even the most important-—-
factor limiting the operations of the General Account. Control over the
extent of the operations, and hence on the magnitude of its contribution
to reserve creation, is primarily exercised in a number of ways.

(a) By decisions on quotas.

(1) The absolute size of quotas provides the scale that determines
the amounts that can be drawn under given policies expressed in terms of
percentages of quota,

(11) The distribution of quotas amomg likely surplus and deficit
countries affects the probable size of desired use of Fund resources and
the availability of "usable currencies."

(b) By decisions on policies on the use of Fund resources, such as
tranche policies, the compensatory financing and buffer stock financing
policies, etc.

(c) By decisions on the lending of currencies under the Ceneral
Arrangements to Borrow that are takem by participants in these arrangements

wicth a special majority, Such decisions are made with respect to individual
requests for drawings by such participants, and are preceded by a special

scrutiny of these requests in Working Party No, 3 of the OECD,
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(d) By the Pund's policies on repurchases,

It should be noted that quota decisions and decisions on the use of
resources are subject to various restraints of a legal or conventional
character. Changes in quotas proposed as a result of a general review
require an 85 per cent majority and other quota changes an 80 per cent
aajority .=’ 1/ As a result of the adoption of Article V, Section 3(d),j?bz
Fund no longer has the power to create any new facility in the Gene;;1
Account for the unconditional use of its resources,& 3 1t the design or
expansion of nonautomatic facilities, the Pund pays careful attentioa to
the liquidity 1np11c¢tiona.§/

A question for consideration would be whether the preseut decision-
making process would be sufficient to control the size of the Fund's
conditional financing activity in the absence of a potential constraint
exercised by the resources available to the Fund; whether this process
would need to be strengthened; or whether some other total constraint would
need to be introduced, e.g., in terms of a maximum of conditional credit
outstanding, with perhaps the possibility of exceeding the maximum 1f
approved by a high qualified majority.

Gold and Quota Aspects

A Pund mechanism based on credit extension in terms of SDRs would not

require Fund holdings of gold for liquidity reasons. The Fund could still

1/ Article III, Section 2,

’/ International Monetary Fund, Proposed Ameundment of Articles of Agreement,
(Washington, D.C. April 1968), p. 25..
3/ See, for example, the section on "Changes in the Compensatory Pacility
and Fund Liquidity" in Compensatory Financing of Export Fluctuations, A Second
Report by the International Monetary Fund (Washington, D.C. 1966), pp. 27-28;

and a comparable section in the report containing the proposal for Fund
financing of members' contributions to commodity stocks (International
Monetary Fund, "The Problem of Stabilization of Prices of Primary Products,"”
Scope for Actiom by the Fund, Washington, D.C. 1969, p.19).




hold gold as a result of a variety of transactions or operations. The Fund
has large gold holdings at present, arising mainly from subscription payments
in gold, and it might well be felt that no good purpose would be served in
returning these to members. As long as gold remained a reserve asset,

members should presumably be able to discharge their obligations to the Pund
in gold, as well as in SDRs, There could also be arrangements under which the
Fund would acquire gold from members against newly issued SDRs.l/

There would be no technical problem in requiring mewmbers to transfer
gold to the Fund--against SDRs or a reduction in their use of Fund credit—
when they joined the Fund or when their quotas were increased, However,
since the Fund would not need the gold for liquidity reasons, it would have
to come to a judgment whether (1) gold payments by new members and (ii1) gold

(or SDR) payments on the occasion of quota increases still served a useful

purpose,
thought to be

In the past, gold payments for quota increases have been/useful to
restrain undue pressure for such increases; the effectiveness of this
restraint may have been reduced by the fact that larger quotas now entail
larger SDR allocations. In any consideration of this question, two facte
would in any event need to be allowed for:

(a) As part of the Reform, members would probably become entitled to
use SDRs to pay the "gold component" of their contribution related to quota
increases.

(b) Presumably, members in payments difficulties would be able in

the future, as they were in the past, to stretch their gold payments to

1/ Reform Report, p. 51,
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the Fund, or the equivalent of such payments, over a number of years while
yet receiving the quota increase at dnce.l/

In a Fund constructed on an SDR basis, (a) would make the requirement
to make "gold payments" meaningless for countries that did not use Fund
credit: they would--if they used the SDR option=-~buy SDRs from the Fund
with SDRe, Even in the Fund as presently structured countries would be
very little affected by an obligation to increasec their crediter position
in the Fund in exchange for a reduction of their holdings of SDRs. For
countries indebted to the Fund the position would also change little—in
the sense that, as before, those in awedk payments and reserve position
would have the option to make their "contribution" in the context of a
quota increase by a modest acceleration in the repayment of their out-
standing Fund credit.gj

A Fund extending conditional credit againat the issuance of SDRs could,
in addition to gold, hold other assets purchased against SDRs, such as
reserve currency balances acquired under substitution arrangements, or
claims on development financing institutions arising under "1link"

arrangements,

1/ 1In the 1958 and 1964 general quota reviews, this was made possible by
allowing members to make a special drawing for an amount equal to the gold
payment, the drawing to be repurchased in three (1958) or five (1964) equal
annual installments; in the 1969 review, members with low reserves were
entitled (under the provisions of Article III, Section 4(a)) to avail them~
selves of the opportunity to make a reduced gold payment, but were then
required to repurchase the resulting additional currency subscription in
five equal annual installments,

2/ Quantities are important in this connection. The 1964 and 1969 quota
reviews resulted for many members in quota increases by 25 per cent, These
would involve normal gold payments of 6,25 per cent of quota, or, if spread
over 5 years, annual payments of 1.25 per cent of quota,
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Technical Transition to a General Account Based on SDRs

Adoption of the approach to credit operations of the Fund outlined above
would involve a major amendment of the Articles of Agreement, Some of the
present provisions dealing with the General Account would become redundant;
there would have to be many consequential changes; @.8., in the provisions
that indicate debtor or creditor positions by reference to the Fund's
holdings of a member's currency compared to its quota; and the liquidation
provisions might need to be completely revised,

Conceptually, the transition from a Fund in terms of currencies to one
in terms of SDRs is not complicated. The transition would involve the Fund
repaying members' subscriptions, thus changing the quota from a balance sheet
entry into being exclusively a yardstick for members' rights and obligations,
as it is already in the Special Drawing Account, The repayment of subscription
would be made in the first instance in the member's currency. Where the
Fund's holdings were insufficient for this purpose—i.e., where the member
had a gold tranche position--the balance could be paid in SDRs created
ad hoc, or, to the extent that this were desired, in gold. Where the Fund's
holdings of a member's currency exceeded its quota, the excess could be
converted into--or considered as--an SDR credit to that member, The Fund's
reserves would of course remain unchanged, The effect on the balance sheet
of the Ceneral Account as of April 30, 1972, would be as shown balow, assuming
that payments to countries with gold tranche positions of SDR 6,2 billion
were made fully in SDRs, for which the General Account's holdings of SDRs
(SDR 0.9 billion) were used first, and SDR 5.3 billion in new SDRs was

creatad.l! This happens to be the same amount as the Fund's gold holdings

3{ A Fund that finances its credit operations by the issuance of SDRs,
would presumably not show SDR holdings on its balance sheet, just as a
Central Bank does not show unisamsed bank notes on its balance sheat.
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on that date, when the use of Fund credit was no larger than the Fund's
reserves., However, such use had been méich higher in the past; it was in

excess of SDR 4 billion at the end of 1959,

General Account Balance Sheet as of April 30, 1972

Billions of SDRs

Gold 5.3 Quota Subscriptions 28.8
SDRs 0.9 Reserves 0.8
Currcnciosl/ 23,4

Total Assets2’ 29.6 Total Lisbilities?/ 79.6

Hypothetical General Account Balance Sheet as of April 30, 1972

Billions of SDRs

Gold 5.3 SDRs 5:3
Use of Pund Credit 0.8 Reserves 0.8
6.1 Total Liabilities 5 1

Sourcess IMF Annual Report for 1972, pp. 104-5; IFS, Juna 1972,
1/ Includes securities and balances of initial quotas, not due,
2/ Including minor items,

The recasting of the balance sheet of the General Account suggests a
further point of reform, which would arise in particular from other more
substantive reform proposals, viz., that there may no longer be a point in
distinguishing separate Accounts in the Fund. One could readily imagine
an integrated Fund balance sheet that carried as assets some or all of the
following:

gold
currencies arising from substitution arrangements
conditional credit extended

SDR aldocations
claims on development finance institutions

and as liabilities

SDRs
reserves,
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Effects on Certain Present Features of the Fund

The preceding summary description of how conditional credit transactions
could be a}ranged on an SDR basis sketches a mechanism that would lack most
of the esoteric characteristics of the present Fund and would thus be easier
to understand. Thus there would be no need for concepts such as the "gold
tranche,” the “basic gold tranche,” the “super gold tranche," the “currency
budget," "overwhelming benefit of any doubt,”" "reserve positions in the Fund,"

" and “scarce

"Fund positions" (net, gross, and creditor), "remuneration,
currencies.” A reformed mechanism would also avoid some of the most difficult
and divisive issues that have arisen in the Fund's history and many of which
may arise again in the future under present provisions. Among these mention
may be made of the automaticity of drawing in the gold tranche, "floating in
the gold tranche" (applicable to compensatory financing but not to buffer

stock financing), maintenance of the gold (or SDR) value of the Fund's assets

(except in respect of currencies acquired under substitution arrangements and,

perhaps, administrative cash balances), the General Arrangements to Borrow,
bilatara% borrowing, replenishment of currency holdings with gold, the
usability of SDRs in payments to and by the General Account, and--if gold
payments on quota increases were eliminated--mitigation of the direct and
indirect reserve effects of such payments.

Beyond these general effects, there would be a number of special effects,
some important, some less, some perhaps advantageous, others perhaps on balance
less desirable, The present structure of the Fund is responsible for many
features that would not necessarily be incorporated if one started from
scratch, but that have, nevertheless, acquired a certain status, It would be
difficult-—and perhaps hardly worthwhile at this stage--to give a complete
listing of these secondary effects; some that come readily to mind are briefly

noted below,
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1, Absence of remuneration on the basic gold tranche. In the present

Pund, members help to finance operation of the Fund and to make possible a
relatively low average rate of charge on the use of Fund credit, to the

extent that they hold a basic gold tranche position on which they do not

receive remuneration, while interest or its equivalent is paid gn.‘fbn p”jf
super-gold tranche positions, loan claims on the Fund, and holdings of SDRa.

A corresponding arrangement in a restructured FPund would be for the Fund to

pay interest on SDR holdings only on amounts in excess of 25 per cent of a
member's quota., It would have no financial effect on members that hold a

gold tranche pogition of 25 per cent of quota or more; but it would remove

the anomaly in present arrangements that members can earn interest on SDR
holdings while using part or all of their basic gold tranchies interest free.

The alternative arrangement suggested would, on a recent date (October 31,
1972), apply to some additional SDR 2.5'b11110n, which would méan an extra

net income in the form of saving on SDR interest payments for the Fund as a
whole, at 1% per cent per annum, of about SDR 38 million. The arrangement

would create an area of interest-free use of SDRs. (up to holdings of 25 per

cent of quota)., If it were desired to eliminate this, it would be necessary

to add to SDR charges rather than subtract from SDﬁ interest pavments, and
stipulate that charges would be levied not omly on the net cumulative allocation
but also an amount equal to 25 per cent of the member's quota, with interest

being paid, as at present, on all holdings of SDRs. This would add another

SDR 0.6 billion at the mame date on which the Fund would earn (at the rate

of 1%; per cent) an additional SDR 9 million. The absence of super-gold
tranche positions as eeparate reserve assets would eliminate the possibility
in the present Articles to adjust the Fund's finances by allowing a slight

difference between the rate of remuneration and the SDR interest rate.
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. 2. Scarce currency provisions. Under these provisions of the Articles,
the Pund is entitled to take action against a country in an extreme creditor
positlion as reflected in the Tund's holdings of that member's currency; and
such action then authorizes members to introduce discriminatory provisions
with respect to the currency that has been declared scarce (Article VII,
Section 3). While these provisions of the Articles were initially hailed
as an important part of the adjustment process directed against persistent
creditor positions, it has since become recognized that this provision "does
not in its present form provide a practical means of applying pressure on
surplus currenciea,"él 80 that any other action with respect to extreme
cr;ditor countries will in any event have to be based on a different criterion.

3. Payment of charges in a member's own currency. This option, which

members have in certain circungtances,gf and which amounts to adding interest

due to the outstanding balance, would lapse in an SDR-based Fund.

&4, Effect of the provision for unifornm chanse in par values on the

value of positions in the Fund. The present Artiecles provide a possibility

to scale down members' debtor and creditor positions in the Fund as a result
of a uniform downward change in par values, accompanied by a decision not
to apply the provisions on the maintenance of the gold value of the Fund's

assets == 3/

3. Effect on non-participants, If all Fund transactions were con=

ducted in 5DRs, any of tie few members that are not participants might have

to be able to hold SDRs when obtaining conditional credit from the Fund and

1/ Reform Report, p. 18.

2/ Article V, Section 8(f).

3/ Article IV, Sections 7 and 8(d). Both decisious require an 85 per
cent majority of the total voting power of the Board of Governors.




when repaying such credit., The holding of SDRs for this purpose need only
be transitional, in much the same manner as many countries now briefly hold
currencies that they do not normally have in their reserves in connectfion
with purchases and repurchases in these currencies. Less transitory holdings
of SDRs would arise for these members if the Fund repaid their gold tranche
positions in SDRs,

6. Special Rights for Creditors in the General Account., These rights,

relating to voting in certain circumstances (Article XII, Section 5(b)) and
the appointment of executive directors (Article XII, Section 3(c)), would
lapse as there would no longer be a separate creditor position in the CGeneral
Account, If desired, similar rights could be estaBlished as a function of
members' positions in the Fund as a whole, expressed in terms of holdings

of SDRs compared to net cumulative allocations.

7. Effect on administrative expenditure. The Fund would need a provi-

sion to acquire currencies against SDRs for its administrative expenditure.
This expenditure is now financed by reserve creation in the form of reserve
positions in the Fund; in a restructured Fund it would be financed by reserve

creations in the form of SDRs,



MEMORANDUM

TO: Mr. Nicoletopoulos December 19, 1972
FROM: J. J. Polak

SUBJECT: Restructuring the General Account of the Fund—-An Exploratory Paper

I want to return to one point of your memorandum of December lst,
namely the question you raise regarding the merger of acceptance obligations
in the two Accounts, It seems to me that this is (or should be) a nonissue.
Once the Fund extends conditional credit by creating SDRs, it can no longer
make a distinction between the origins of the SDRs which members hold and
which they may want to use through the designation mechanism. These SDRs
may have come from allocations, from recent conditional drawings, from
conditional drawings a long time ago, from transfers among participants with
or without designation, from interest paid by the Fund, etc. To suggest the
possibility of different: acceptance obligations implies a need to trace each
rember's holdings of SDRs back to its origin--and how far back? It also

implies that members themselves would have to consider some SDRs as potentially
less usable than others.

I trust this is enough to convince you on this point.

cc: Mr. Gold



MEMORANDUM

TO: Mr. Sturc December 19, 1972
FROM: J. J. Polak

SUBJECT: Restructuring the General Account of the Fund--An Exploratory Paper

You will have noted that I have benefitted considerably from your
memorandum of November 28th, partly by changes in substance, partly by
clarification of points that were apparently not evident in the previous
draft.

On one point I remain unconvinced, namely that it would be useful
for members to pay in some gold or SDRs on the occasion of quota increases
because one could then let the member have their own money back on an un-
conditional basis. I cannot believe that our tranche policies need this step
to be effective and that we could not just as well start with the first credit
tranche,

The restructuring suggested has no impact on the balance between
conditional and unconditional liquidity creation and while this is, of
course, an important subject I see no need to discuss it in the context of
the present paper.

cc: Mr. Gold
Mr. Del Canto
Mr. Habermeier
Mr., Whittome
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Office Memorandum

TO :  HMr. Polak DATE: November 28, 1972
FROM :  FErnest Sturc 7
SUBJECT : Reform of the General Account

1. My colleagues and I have enjoyed reading the paper. It does, at first

reading, seem to be a neat surgical operation, eliminating difficult concepts
and procedures, without sacrificing much of substance.

2a While it may be logical to dispense with the members' contribution
altogether, I believe there is a practical value in retaining a partial contribu-
tion in gold (or SDR). This is a tangible way each member contributes to a
cooperative arrangement. Acceptance obligations also serve this purpose, but
in a less obvious way. I also believe that it is useful to retain the counter-
part of such contribution which is the unconditional access to the use of Fund
resources. This makes tranche policies, with its main element of a progression
of conditionality, more effective.

3s On page 6 you raise the possibility of making timing of repayment a
function of the rate of interest. The original idea behind interest rates
rising with the period of use was to discourage anything but a very short-term
use of the Fund's resources. At that time it was believed that members should
make routine use of the Fund, and drawings and repayments should occur at short
intervals. This is not however the way the Fund has evolved, and there is little
reason to expect that rising interest rates will preserve the revolving nature
of the Fund.

4. In our view, it would be a serious mistake to abandon the 3-5 year
rule. Apart from its contribution to the maintenance of Fund liquidity, it now
forms the heart of the Fund's conditionality by providing a time horizon for the
improvement of the member's balance of payments. Without such a time constraint,
conditionality would become a vague concept and the Fund's role in helping to
bring about balance of payments adjustment would greatly weaken.

5. We recognize that the 3-5 year rule may not be appropriate for all
types of balance of payments problems. This is why in the past it has been found
necessary in some instances to continue the stand-by relationship for successive
years, thus, in effect, extending the period of repayment. In our view, a better
expedient in these exceptional cases would be a special facility under which
members may make longer-period and perhaps larger use of the Fund's resources.

6. A subject that needs further treatment is the nature of constraint
on conditional liquidity creation, in particular whether in addition to limits
on the access of individual members, one should also devise ways of setting
a total limit on conditional credit outstanding. In this connection, it is
important to stress the need for a balance between condltlonal and uncondltlonal
liquidity creation. Our view is that periodic quota’ réviews should continue’
and quota adjustments should determine the size of conditional liquidity.
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7. The system of assessment levied on members' quotas, mentioned on
page l4, to meet. the Fund's administrative expenses appears undesirable.
We would like to see interest rates on conditional resources to vary as
at present, which would create a margin between interest rate earnings from
users of SDR credit and payments to SDR holders.

8. Finally, it does not seem to us appropriate at this time to press
for a large-scale amendment of the Articles. The changes suggested Wouhtd-—~
give the Fund more of an appearance of an international central bank.

Whether this is appropriate or not would depend very much on what role the
Fund would be asked to play in the future. We need to know the results of
the current negotiations on reform before we can form a clear idea of WEEEEer
and how to simplify the procedures relating to the General Account.

cc: Mr. Gold
Mr. Del Canto
Mr. Habermeier
Mr. Whittome



MEMORANDUM
TOs Mr. Habermeier December 19, 1972
FROM: J. J. Polak

SUBJECT: Restructuring the General Account of the Fund--An Exploratory Paper

Thank you for the "basic comments" in your memorandum of December
5th. As indicated in my memorandum to the Acting Managing Director, the
subject of a restructuring of the General Account is complex and has important
implications. An intelligent discussion requires that these complexities be
set out in some detail. Members can then decide whether they are prepared
to buy the package or not.

No useful purpose would be served by an incomplete exposition of the
implications, in hopes that this might look less radical, and thus more readily
accepted. Ome cannot follow the advice of the Swedish wag who thought that a
total switchover from driving on the left to driving on the right was too radical,
and wanted to make the transition gradually by categories of vehicles, first
buses, then taxis, etc.

I believe you overstate somewhat the difference between the ideas put
forward by you on November 10 and those contained in the present paper. The
present paper advocates no change in the balance between conditional and un-
conditional liquidity. Any suggestion that the General Account finance its
transactions in part by the issuance of SDRs negates the principle of the
separation of the two Accounts, which was explicitly based on the proposition
that each Account would finance its operations from its own resources, the
General Account from its holdings of assets and the Special Drawing Account
by the creation of SDRs. Since the term "assessment" seems to raise an
instinctive negative reaction (see Mr. Sturc's memorandum of November 28th)

I have dropped that term in the present draft.

If there were a gradual way towards changing the structure of the
General Account, I would favor that that would be put forward too. However,
it seems clear that the suggestions contained in your memorandum of November
10th would raise just about as many problems of principle (the issuance of
SDRs to finance conditional Fund transactions) and of amendment without
producing a "clean" form for the General Account., In particular, by retaining



currency holdings and at the same time conducting transactions in newly
created SDRs, it would raise complicated (and I think useless) questions
of the measurement of members® positions in the Fund.

In my own view the important preparatory work has been done over
the past 10 years by raising the quality of reserve positions in the Fund
80 as to make them as close to SDRs as the present approach permits. The
gap that now still exists will have to be vaulted in one jump.

Various other things can usefully be done but it would be better
not to confuse them with a possible new structure for the Gemeral Account.
These include a wider use of SDRs for gold and currencies in the General
Account, as envisaged before Stockholm, They alsoc include a greater use
of SDRs in drawings and repurchases; but as you yourself recently pointed
out, there are severe limitations to this, arising from the fact that the
General Account has its own principles of harmonization.

cc: Mr, Gold
Mr, Del Canto
Mr. Sturc
Mr. Whittome
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3 Office Memorandum
%ﬁuu‘f
TO : Mr. Polak DATE: December 5, 1972

FROM : W. O. Habemei%

SUBJECT : Reform of the General Account

At this time I have just a few basic comments on the note prepared by
the Research Department. If the discussion of it were to continue we would
offer further general and also detailed comments.

1. The ideas contained in the above note are extremely far-reaching
and one can have strong doubts about the advisability of bringing them for-
ward at this time. Together with the ideas about gold sales of the Fund to
the market and the conversion of Fund gold into SDRs these new concepts
might truly be called 'radical". 1Indeed, if the mark is overshot these
new departures could easily prove to be lamentably unacceptable to govern-
ments even after the reform discussions have reached a more advanced stage.

2. This does not mean that no progress can be made nor that we are
adverse to it., In fact, the recent note submitted by us for debate was
meant to explore, in a more gradual way, such new frontiers. It was, how-
ever, kept deliberately low-key, advocating only a gradual substitution of
SDRs for gold and currencies in a pragmatic, discretionary way. Above all,
we had hoped to avoid a mandatory, inflexible, gold-SDR fund. The only
exception to a basically evolutionary line was our idea to empower the
General Account to create SDRs in place of super gold tranche positions,
but even this we put forward with a good deal of diffidence.

3. You will, of course, be aware that there are at least a handful
of other essential differences between the line taken by Research and that
taken by us. For example, we did not seriously propose a conversion of
"basic" gold tranches into SDRs at an early stage, nor a merger of the
finances of the two Accounts; neither did we contemplate any change in the
balance of conditional or unconditional liquidity beljeving this was a
matter connected with the '"link". Moreover, we did?% nt to do away al-
together and at once with currencies, especially with reserve currencies,
and we strongly prefer income over assessment as a means to finance the
Fund's expenditures.

4, Reflecting on the sweeping character of the changes contemplated
in the Research Department paper I am inclined to the view that it may have
been even too early for us to argue for a special creation of SDRs by the
General Account to substitute for super gold tranches. It would be possible
to be much more modest as the existing Articles allow for a growing use of
SDRs in Fund transactions side-by-side with currencies and gold; the more
SDRs there would be in existence, for example, through a successful opera-
tion of a Substitution Account, the more SDRs might be channeled through
the Fund, and perhaps this could even be encouraged. To do this a few,
less incisive, amendments would of course be desirable for allowing greater
flexibility, such as substituting SDRs for gold in subscriptions and for
gold and currencies in certain repurchases, as well as perhaps to allow
the General Account to become a vehicle for a certain type of "link"
(financed either from the Fund's own resources or as supplemented by a
transfer of some part of the regular SDR allocation).



5. As regards further procedures, we have doubts that a staff seminar
would be useful on policy papers designed to lead up to amendment. Should,
nevertheless, a staff seminar be convened it would, I believe, be proper for
other participants to circulate their working documents also. In addition to
the note which I submitted recently we can offer a fairly comprehensive study
of the financial aspects of a reform of the General Account. This study, which
was prepared last spring by Mr. Cutler, after some discussion in this department,
was not circulated earlier because it also went in for some rather far-reaching
changes. I would hope very much that any paper on this matter would be the
subject of jointly prepared papers which we can all support.

cc: Mr. Gold
Mr. Del Canto
Mr. Sturc
Mr. Whittome
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Office Memorandum

TO : Mr. J. J. Polak oATs: December 1, 1972

FRoM : G. Nicoletopoulos W “

susjecT : Memorandum on Reform of the General Account--
Draft of November 20, 1972

We have the following comments on the November 20 draft of your memorandum:

Page 6, line 2: I would not stress the quantitative limitation of 25
V’ per cent of quota per year. In practice it is waived routinely, and the
tranche policy has taken its place.

Last paragraph: While we do not wish to pursue the question,
we still have doubts regarding the merger of acceptance obligations in the two
(j> Accounts. The problem would not arise if, as suggested on p. 7, the absolute
size of acceptance obligations were increased substantially, or the limit om
them were removed. Without such a solution difficulties could arise for the
separate and independent operation of the General Account, especially if the
"peak needs" of the two Accounts were to coincide.

L// Page 7, lines 14-17: It may be helpful for the reader if the arithmetics
of this sentence were clarified.
Page 8, paragraph (c): The first part of the second sentence may well
(<7 be deleted; and the point of the remaining part of that sentence could be
” better expressed by reference to "decisions on borrowing by the Fund."

Moreover, would it not be appropriate to mention policies on repurchases,
replenishment, and gold? - .

Page 10, and carry-over paragraph to p. 11: This discussion is difficult

to square with the idea of an SDR-based General Account. The concepts of

gold subscription and mitigation have no inherent rationale in that context.

If gold were to be held for "a variety of reasons" as this is suggested on
}9 P. 9, it may be appropriate to derive criteria for gold transactions with
members from these reasons explicitly rather than to recreate the present pro-
visions in a new guise., These criteria would presumably also take into account
whether there is any need for a requirement that members make gold payments
to the Fund, whether on the occasions of joining the Fund, quota increases, or
otherwise.

W

Footnote, line 4 from bottom: The correct reference is to Article III,
Section 4(a).

General Account Balance Sheet: ''subscriptions' should be substituted
for "quotas". i—

m———
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Page 14, second full paragraph: It may be useful to discuss also how
charges on the use of the Fund's resources may also finance the costs of
the Fund's operation (rather than '"operations'), and how higher charges in
the upper credit tranches may also serve to make possible lower charges in
the lower credit tranches.

If it is intended to maintain the existing system of differentiated
charges on levels of holdings, a substitute mechanism, based on outstanding
credit, would have to be devised. This may be mentioned.

Footnote: There is a presentational problem here, in that the footnote
refers to assessment in a reformed Fund, while the idea of making assessments
for subsidizing low charges is introduced only later on the page. Regarding
the idea itself, SDR creation for this purpose may be mentioned as a con-
ceivable alternative technique.

Page 15, scarce currency provision: We are still puzzled by the dis-
cussion of this provision here. In a simplified system there may be no
scarce currency provision as such, but in all likelihood there would be other
provisions intended to induce or force surplus countries to take adjustment
measures.

Line 5 from bottom of page: Strictly speaking, the Articles provide a
possibility, not a "theoretical" possibility. In any event, is it advisable
to take a position in this respect in such definite terms?




The rule\that members pay 25 per cent of any quota increase in gold

was for a long time considered an important disciplinary factor that would
help to avoid undye pressure for quota increases. Although the Articles
of Agreement provide for the possibility of a reduction in the gold pay-
ments by a member witk small reserves (Article III, Section 4(a), it was
decided in both the 1958 and the 1964 general quota increases not to apply
this provision. The reasdn given on both occasions was that the "proposals
for increases in quotas [weke] based on the idea of a cooperative effort
by the members of the Fund to\provide larger resources against contingencies
that might affect any member.",\ and that the general character of that
effort should be preserved.lj
The significance of the "effolt" on the part of members that were not
using the Fund in the credit tranches, was however greatly reduced by the
recognition--at first de facto and latd&r de jure-—of the reserve character
of gold tranche positions., For countrie} in that position the payment
of gold in connection with the quota contrY{bution constituted no more than
the replacement in their reserves of a gold guaranteed position in the
Fund for actual gold. The economic meaning of\ the tramsaction would be
even further reduced if countries were given the, right (which they do
not possess now) to substitute payment in SDRs fok payment in gold. For
countries that were using the Fund in the credit trapnches on the other
hand, the gold payment was the equivalent of an advande repayment of

credit received from the Fund. These and other considekXations led to a

reversal of the position of the principle taken with respgct to the

1/ "Enlargement of Fund Resources Through Increases in Quitas,"
Washington, 1958, p. 17; 1965 Annual Report, p. 126,
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application\of the provisions of Article III, Section 4(a): in the Fifth
Quinquennial Review (1969), members with low reserves were entitled to
avail themselves\ of the opportunity to make a reduced gold payment,

The substantive difference in treatment between the earlier and the
later quota reviews was not as great as the change in the formal position
might suggest; in fact \it was minimal. On both of the earlier occasions,
members encountering payments difficulties through the reduction of their
reserves that the gold payment would involve could make a drawing for the
epurchased in three (1958) or five (1964)

members
equal annual installments; andYthat availed themselves of the possibility

corresponding amount, to be
of reduced gold payments under the 1969 review were required to undertake
to repurchase the resulting additlonal currency subscription in five equal
annual installments,

If a member that receives a quotwa increase does not pay gold or pays
gold and makes a drawing for the same 3mount, its position in the Fund is
not changed. For a member that uses the\Fund in the credit tranches, the
arrangements under the various quota revieys therefore amount to some
acceleration of repurchases of outstanding use of Fund credit and some
commitment to build up a gold tranche positiol.

2, Transactions with the Fund in gold. e provisions with respect

to the sale of gold by members to the Fund and the sale of gold by the Fund
to members can be seen as providing an indirect methanism assuring members
of the usability of gold in their reserves to settleé\ transactions with
other members. . The two provisions that, together, could provide this

chain are Article V, Section 6(a) dealing with gold salds by members to

the Fund and Article VII, Section 2(ii) under which the Fynd can acquire
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7O Mr. Polak pate: November 24, 1972
i

FROM W.H. Whitezry/

SUDJECT : Requested Comments on your_ "Reform of the General Account"

November 20 draft

1. The material on p.% seems to be handling the subject from several
conflicting viewpoints. Is there a possible source of confusion in your

- apparent belief that before the treatment of the gold trancle as reserves

the Fund's loans did not create reserves? In reality, it would seem that
insofar as members borrowed from the Fund to pay for deficits with the U.S.
there was no change in reserves, but insofar as they borrowed (dollars)

from the Fund to cover deficits with other countries——who presumably added the
dollars to their reserves there was a creation of reserves by the Fund even
under the old procedures. (Of course as you point out the U.S. started to
gain reserves from drawings of dollars paid to the U.S. by the drawer once

the associated rise in the U.S. ‘gold tranche position became counted as
reserves.)

Another possibly confusing element here is that, before the convention
of counting gold tranche in reserves, initially to the extent that members'
subscriptions were paid in other currencies and gold, total reserves went
down. And from this point of view any outpayment of reserves by the Fund
was not a net addition to reserves.

A final element, the position on which might be worth clarifying for
the reader, is that contingent assets such as Fund credit tranches and con-
tingent liabilities such as drawings of those tranches are not being counted
as reserves or deductions from reserves.

If these interpretations are accepted then the material on this page
would say that the Fund under the early procedures was not a creater of
reserves to the extent its loans did not exceed gold and hard foreign currency
payments toward member's'quotas, although once the quotas were taken as given
the Fund's credit operations did create and destroy credit the way SDR operationc
would (except to the extent that members drew dollars to pay for deficits with
the U.S.). Hence the proposed use of SDRs in place of drawings on quotas would
not constitute so radical.a change in the credit—creating aspect of the Fund‘
operations.

i

2. Page 1l: 1Insert in second line of second paragraph after “had':

"in general'? That would provide for the exception to the stated result that
exists in the case of gold tranche drawings.

The 6th line of the second paragraph calls the use of SDRs "unconditional".
Is there not still a requirement that the member state a present or impending
balance of payments need (with the implication that the Fund might change its
treatment 1f event tended to prove the member wrong on its forecasts)? If so
should any qualification be introduced for the benefit of the legal department's

f
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blood pressure level? The distinction between "negotiated credits" on line 4
of page 3 and overdrafts may not be clear to some readers since overdrafts are
themselves often contingent on existence of an (unused) negotiated line of credit

3. Add to first paragraph, p.67? The equivalent of a gold tranche position
would of course exist because an equal amount of reserves, usable completely
at its own discretion, would be held under the SDR alternative to the General
Account in place of the gold tzmanche position held if the general account
existed. '

4., P.6, linesl2-13:Are ”tlmlng of repayment" and "rate of interest"
interchanged?

5. The main reason given on p.7 for the SDR alternative to be more
liguid than the present general account arrangement appears to be that the
existing practice for SDRs of requiring willingness to accept additional SDRs
beyond initial allocations equal to 200% of the latter could be extended to
the conditional SDR loan arrangements: member's quotas for providing real
resources (through accepting SDRs) would be set at twice their conditional
quota for borrowings of SDRs. But is it clear that members would accept
such an arrangement {(or if they would that they would not accept it now,
under the present arangements) in which case the new arrangements cannot
claim to have a net liquidity advantage? Accepting the obligation to lend
twice the value of reserves (SDRs) received as a pure gift need not imply
willingness to accept such an obligation merely in exchange for a conditional
loan of the basic amount of reserves. If it should be true that the bait
would then seem insufficient for the incurring of the contingent obligation,
your implicit assumption for such an increase in contingent obligation--and
for a zero quid pro quo-~would have to be defended explicitly.

The last line of this page--unlimited acceptability of SDRs-should imply
also unlimited (or at least greatly enlarged) acceptance of the obligation
to provide currencies in excess of quota under the present system (provided
that the super gold tranche position was equally as well rewarded with 1nterest
payments as excess holdings of SDRs would bej.

6. P.10, line 4 says that the Fund would not need gold for 11qu1d1ty
reasons. That presumably holds only if the worries about members'
willingness to enlarge greatly their obligation to give up resources argued
above will prove unjustified. Any reason to qualify the stated freedom '
from need for gold for liquidity reasons?

7. The simplification of Fund terminology, concepts and regulations

described in pp. 13~14 would also be diminished somewhat if the question
of liquidity of the SDRs remained an issue for the reasons given earlier. If
the members' willingness to accept extra SDRs were not increased by an amount
sufficient to meet all future needs,then scarce currency would again be pos31b1e
@lthough perhaps under a different name) and the general agreement to borrow, |
etc. might have to be revived. Similarly, as indicated earlier, if provision

of adequate liquidity for SDRs was in fact in question, the retention of some |

~sort of payment of part of quotas in gold would remain an alternative to GADs etc»



8. P.15 "scarce currency''provisions: that the Fund could take action
against a country in an extreme credit position "as reflected in the Fund's
holdings of the member's currency' has significance that the audience may miss, v~
that (if I am not mistaken) members with strong BOP can avoid scarce currency
sanctions by lending their currency to the Fund as needed. Would not a comparable
loophole to that one,which-—as you point out--makes the clause worthless, also
exist in case of an SDR fund? Members who had absorbed their obligatory amount
of SDRs could no longer be influenced in any way by the Fund (except of course
to the extent that their SDR acceptance quota is by assumption larger than thEll
currency quota in the Fund).

In any case, should not a new Fund have introduced other means to achieve
the scarce currency clauses' purpose? From that point of view shifting to an
SDR Fund would have no advantage with respect to the scarce currency clause;
that clause would have been made unnecessary by the monetary reform's sanctions
for BOP disequilibria.
ﬁf/ 9. Item 3, p.15. Should outstanding credit balance be outstanding

debit balance (or, at least, outstanding credit)?

10. Item 5, p.16. Insofar as non-participants in SDRs have.stayed out .
because they did not want the obligation to accept large amounts of SDRs in ¥
excess of those allocated to them, they might continue to insist on the same
privilege with respect to the (former) 'general account' SDRs-—-at least to
be free of compulsory allocations. That might be thought to give them a
privileged position. If so, is it worth discussion?

11. What about dealings with non Fund members who do not accept any SDRs.:
Would the Fund be permitted to sell gold to members who have deficits with such
countries? Would an extra obligation to accept designation for sale of gold. |
or acceptable currencies for payment to such non-members have to be added tbf
the rules? If this involved, in particular, a loss of gold by the countrles
designated, it might cause difficulty. . ) 5'



: Office Memorandum

TO :  Mr. Polak DATENovember 24, 1972
FROM :  R.R. Rhomberg QQ K
SUBJECT : Reform of the General Account

Page 6, second paragraph: Designation is akin to repurchase in the
General Account only in certain instances, namely when the country designated
has previously used SDRs. Perhaps this qualification would be helpful to the
reader. The page reference in the footnote seems to be incorrect; perhaps it
refers to the DM version of the same paper.

Page 7, middle: The description of the liquidity of the General Account
makes it appear particularly illiquid. There do not seem to be enough resources
(100 per cent of quota) to permit drawing of 125 per cent of quota. However, if
half of the members, measured by quota, were to draw the currencies of the other
half of the members, the Fund's holdings of these currencies, plus the gold sub-
scriptions of both halves would be just sufficient to permit drawings by the def-
icit members of 125 per cent of their quotas.

Page 9, first full paragraph: In the context of the preceding comment
and of this paragraph it may be relevant that credit in the form of SDRs could
in principal be given to all members, or almost all members, simultaneously-——
although this would require a very unlikely world payments situation. By con-
trast, the General Account could at present not be used to extend full credit
(100 per cent of quota) to, say, all members other than the United States; in
the event of such a dollar-shortage situation credit to the membership would be
limited by the amount of the U.S. currency subscription plus the gold subscrip-
tion of all members.




Nov. 20, 1972

Reform of the General Account

‘Prepared by the Research Department

It was suggested in the Reform Report  that an expansion of the role
of the SDR might also be the occasion for a broader review of the proviéions‘

of the Articles relating to the General Account.éf As a background to such

a review, this paper compares the method of operation of the General Account .
with that of the Special Drawing Account, and derives from this comparison
certain inferences for a possible reform of the General Account,

Comparison between the two Accounts

On a sufficiently general level there is a strong similarity between
the financial functions which the two Accounts perform for members: both
enable a member in deficit to use financial resources that it had not earned '

from a previous balance of payments surplus. The two main differences between !

use of the two Accounts relate to conditionality--use of the General Account | |,

(except gold tranche use) being sﬁbject to conditions whereas the use of

SDRs is unconditional--~and to the mneed to restore the previous position
after use. For members that provide thé users with foreign exchange the
effect‘of any use of the resources of either Account is also very similar;
they acquire, in both cases, reserves in the form of "Fund related assets":
a "reserve position‘in the Fund" (a gold tranche position or a loan claim |

on the Fund) when the drawing takes place in the General Account and SDRs 'E

|
when the drawing member uses-its position in the Special Drawing Account, i

|
|
1/ International Monetary Fund, Reform of the International Monetary System,!
A Report by the Executive Directors to the Board of Governors, (Washington, D.C:.

1972), .pp. 53-54., (All references in this paper are to the November 1972 'j
printed version of. the Reform Report.) :




In spite of the fact that transactions in the two Accounts are so
similar, both for the user and for the provider of resources, they are
executed in entirely different ways. In the General Account, transactions

are conducted on the basis of a pool of currencies contributed by all

members, with further contributions in gold to enable the Fund to acquire o

additional amounts of any currency that it might needf there is also a .

provision to borrow additional amounts of currency, The drawing entitlements

‘are expressed in terms of quotas, but the quotas themselves are not exchange

reserves available to the member; such reserves have to be acquired by

drawings made within the framework of the quotas. Drawings are technically
made in the currencies of the countries that are selected by the Fund to i

acquire the reserve positions in the Fund; but these currencies are normally

at once converted by the drawer, so that the drawee country experiences a
substitution of a reserve position in the Fund for holdings of foreign

. |
exchange, 1In the Special Drawing Account, by contrast, given amounts of !
SDRs representing an equal pefcentage of quotas are allocated from time to f
l

time to participants. Use is made in the Special Drawing Account by the ;
I

. I
transfer of SDRs from one participant to another against convertible currencyﬁ
’ !

Why this difference between the two Accounts in technical arrangements,
if it does not reflect any obvious difference in substance between the
transactions in these two Accounts? Essentially, the explanation is that

the SDR account is both the junior and simpler of the two Accounts; the more

éomplicated form in the senior Account has clear historical reasons: the ;

U.S. negotiators in the discussions .that preceded Bretton Woods argued strongiy

that a Fund operating on the basis of "a mixed bag of currencies" was more j!
' A |

>
il
.
‘I‘

.

|
|
|
i
|




likely to win Congressional approval than one which introduced the unfamiliar

1/

concepts of a new intermational currency and of overdrafts+ By now, the

concept of an international currency is no longer unfamiliar, While"overdrafts",

do not fit into normal U.S. banking practice, negotiated credits do. In the
light of this, is there a continuing justification for the present form of
the General Account? ‘ | .
Perhaps the best way to approach this question is as follows. Suppose ‘
that the founders of the Fund had felt it necessary to concentrate their
attention on the need for unconditional rather thaq conditional liquidity andé

for this purpose had created a mechanism such as that contained in Articles

[

XXI and following of the present Articles of Agreemeﬁt, perhaps combined With; 3

regulatory provisions with respect to exchange rates, the avoidance of exchange

[
[

restrictions, convertibility, etc. Such a Fund would have required quotas °© | |,

both as a basis for the allocation of unconditional liquidity and to determinegf,

voting power, but not the financial provisions of the original Articles of o
Agreement. Assume further that,. despite the absence of a learning model. |
which the pre~1969 Fund provided for the SDR mechanism, the provisions on

SDRs were exactly those of Article XXI amnd following (with the exception of

references to the General Account). If then, at some later time, when the SDR

facility had been running smoothly for a considerable period, the Fund had

reached the conclusion that it would be opportune to provide, side by side

with the SDR facility, a conditional facility under which members would be

entitled to obtain financial resources from the Fund for temporary use, hoir

would it have gone about this?

1/ J. Reith Horsefield, The International Monetary Fund, 1945-1965,
VO].. l, ppa 28"’30. ‘. . : . . » i]‘

\




It would seem unlikely that in order to provide this new facility the
Fund would have found it necessary to ask each member to make a contributioﬁ
in gold and in its own currency,' Rafher, it should have appeared natural
that the Fund would have made provision for the creation of additional SDRs
for the amoun£ of credit it extended, these SDRs to be cancelled when Fund
credit was repaid. This would be iﬁ line with the proposition that the ;
'exéensidn of international credit by the Fund involves an expansion of re~ ;
« i
serves, and the repayment of such credit a contraction of reserves—-a pro- _ g

position which did not become valid until gold tranche positions began to be

regarded as reserves in the early 1960's.lj By that time the approach originally

chosen--i.e:, that the Fund would not be an international "bank", creating ;

international money by extending "credit''--had been overcome by the economics’

of the situation. Once the Fund made the transition from the almost exclUsiv?
use of U.S..dollars to the use of a wide variety of currencies, it became ;
necessary to monetize the resources that members made available to the Fund:’j
members were willing (éometimes eager) to see a change in the composition of
|._byproduct to credit extension is & necessary element of a

their reserves, but not a decline in them. Thus reserve creator as a/smoothly

functioning Fund. At the same time, the attempt mever took hold to view ;}
transactions through which the Fund made resources available to members in

payments difficulties as a mere exchange of one currency for anmother. Fund

transactions (beyond the gold tranche) are now generally regarded as the

i
extension of balance of payments credit. This view is reflected, for example;

i

in the adoption of the concept of "credit tranches" and in the widespread

‘use of the term "repayment" as both more general and more meaningful than
P

the legal "reﬁurchase."

1/ For a brief discussion see, J. Marcus Fleming, "The Fund and International

Liquidity," IMF Staff Papers, Vol. XI, No. 2 (July 1964) pp. 183-85. A more
detailed description is given in Haman:Ezekiel, "The Present System of Reserve

Creation in the Fund," STaff Papers, Vol. XIII, No. 3 (Novemberf1966), PP.398-420,

|
I
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If operation of the conditional side of the Fund took place in the form
of credit creation in«SDﬁs, the country that obtained Fund creéit would
normally use the SDRs to acquire currencies, for which the designation
mechanism could conveniently be used. Nothing new would be required for
'this purpose, but it would be necessary to create sufficient flexibility
in the acceptance obligations so as to ensuve that there would ?e takers
for the additional SDRs put into ecirculation by the Fund's credit operations.

a
It is possible that/more important new feature might be required to

enable countries to repay Fund credit in SDRs. Countries would have to be

in a positiomn to acqu1re such SDRs agalnst the holdings of reserve currenc1es

If the Reform provided for an open-ended substitution facility, as suggested

1/

~under the third approach for asset settlement described in the Reform Report,='.

this would take care of the problem. Under different settlement arrangementsi

it might be necessary to introduce into the SDR mechanism a system of what

i

might be called "reverse designation' to regulate which countries would have

to make available SDRs against convertible currencies, and in what amounts ¥

(in contrast to the designation mechanism that regulates the countries that

2/

are to make available convertible currencies against SDRg,~

!
s
|
I
i

1/ Op._cit., p. 39.

2/ In the present SDR facility there are only the most rudimentary prov151ons
for "reverse designation'" because the need for it is unllkely to arise omn any!
significant scale. In theory, a participant may, on "specification' by the |
Fund, be obliged to sell SDRs for "currency convertible in fact" for the ’

purpose of enabling another participant to meet its obligations to pay charges
and assessments (Article XXVI, Section 5 and Article XXX, Section 3) or its .
reconsfitution obligation under Schedule G, paragraph lCa); but the stock '
of SDRs held by the General Account makes it unlikely that these provisions
will ever become operative. It should be noted that the sale of SDRs by '
the General Account against convertible currencies does mot avoid the sub=-
stantive problem, but transfers it to that Account. The question thus B
becomes the selection of countries that are to give up reserve pOSltanS in ;l
the Fund, rather than SDRs, against convertlble currency.
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The Fund's conditional drawing.facilities could be subject to certain
quantitative limitations such as a normal maximum of 25 per cent of quota
per year and a normal upper limit of 100 per cent of quota, and within
the latter limit to a tranche policy of increasing intensity of scrutiny

depending on the extent of the use of Fund credit in terms of a member's

quota. There would, of course, be no occasion for the introduction of oy

automatic drawing rights in what is now called the gold tranche, because

-in the absence of gold payments and the sale of members' curréncies,_“gold

tranche positions' would not arise. o .

Credit extended by the Fund in SDRs would naturally be repayable in
SDRs. The Fund could set conditions for the duration of the credit (e.g., ;
3-5 years) 5r'it could make timing’éffféﬁéyment a function of the rate of |
interest payable, along the lines of the provisions of Article V, Section 8(d).
Therg could further be provisions for accelerated repayment in the light éf f§

‘the member's balance of payments and reserve position. This position is

already used as a criterion in the operation of the designation system which . ;'
i .

i

affects the reversal of net use of SDRs in a manner somewhat akin to the :

repurchase provisions in the General Account;l/ using, however, data on
a . .
reserves based on/more flexible definition than that laid down in Article XIX

to guide the repurchase provisions.-

S

The Fund liquidity necessary to meet the needs for convertible currencies |

of the members that used the credit facility would be ensured by the size of ?

\\

l
{
!
the acceptance obligations, which, as mentioned, would have to be large )
enough to permit designation in relation to the total amount of SDRs that i
: f

i

would at any time exist, whether arising from allocation or from conditional-

credit operations.

1/ J. J. Polak, "Some Reflections on the Nature of Special Drawing Rights,
International Monetary Fund Pamphlet No, 16, p. 7. ‘ ‘ Ce




Liquidity Aspects

The technical problem that arises in this connection is not different
from that related e.g., to the issuance of SDRs in substitution for reserve

currencies.l/ But there would be a special effect on the liquidity of the

General Account. Financing of that account by means of SDRs with a correspond-

ing increase in acceptance obligations would by itself greatly reduce a

liquidity constraint that now affects at least potentially, though by no means ' !

‘precisely, the operations of the General Account. The liquidity of the 'fj

General Account is proportionally smaller than that of the Special Drawing

Account. While the acceptance obligations in the Special Drawing Account

(in excess of allocations) equal twice the outstanding holdings of SDRs, the |

General Account holds, in broad outline, 25 per cent of total quotas in gold ' |

and 75 per cent of quotas in currencies to meet potential drawings of 125 per; |

cent of quotas (gold tranche plus four credit tranches). Assimilation of i

reserve'positions in the Fund with SDRs and a corresponding increase in total]
acceptance obligations would introduce about double the room for acceptance

that exists now with respect to General Account operatiéns. Additional room ;

would be created by the merger of the acceptance obligations of the two i

Accounts, inasmuch as their "peak needs" might not coincide, This tendency l
: , -

would be reinforced if, as part of the Reform, the absolute size of acceptanéé

obligations were substantially increased to make room for SDRs issued in
substitution for reserve currencies. And the possibility has also been

mentloned that there -might be no limit on the acceptance obligation for SDRS.?,

1/ Cf. Reform of the Internatlonal Monetary System, A Report by the Execut}

2/ Ibid., p. 53.

|
v
Directors to the Board of Governors, (Washlngton, D.C. 19?2), PP. 52=33, fti}‘
| ” |
|

E e U
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Concern over its liquidity is not the only--or even the most important--
factor limiting the operations of the General Account. Control over the
extent of the operations, and hence on the magnitude of its contribution to
reserve creation, is primarily exercised in a number of other ways. _i

(a) By decisions on quétas.-

(i) The absqlute size of quotas provides the scale that determines
the amounts that can be drawﬁ under‘given.policies expressed in terms of
_percentages of quota.

(ii) The distribution’of quotas among likely surplus and deficit

countries affects the probable size of desired use of Fund resources and-the
availability of "usable currencies.” .

(b) By decisions on policies '0h the use of Fund resources, such as
tranche policies! the compensatory financing and buffer stock financing
policies, ete,

(c) By decisions on individual large transactions. Mention may be - |
made here in particular of the Specialecrutiny in Working Partleo.»B of‘ i

: i
the OECD of drawings requested by participants in the General Arrangements }
to Borrow, and to the decisions on the lending of currencies under the GAB,
that are taken by these participants with a special majority.

It should be noted that quota decisions and decisions on the use of

resources are subject to various restraints of a legal or conventional

character. Changes in quotas proposed as a result of a general review requir%
. b

H

H

1
an 85 per cent majority and other quota changes an 80 per cent majority@“/

1/ Article III, Section 2,
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As a result of the adoption of Article V, Section 3(d), the Fund no longer
| has the power to create*anyvnew facility in the General Account for the un-
conditional use of its resourceé.;j~ In the design or expansion of non-
automatic facilities, the Fund payS»careful»attentiQn to the liquidity

2/

implications .~
A question for consider;tion would be whether the mechanism to control |
the size of the Fund;s conditional financing activity would be sufficient
in the absence of a constraint on the resources available to it, whether it
would need to be strengthened, or whether some other.total constraint, e.g.,

in terms of a maximum of conditiomal credit outstanding, woilld need to be

introduced.

Gold and Quota Aspects

A Fund mechanism based on credit extension in terms of SDRs would not

require Fund holdings of gold for liquidity reasons. The Fund could still

hold gold for a Variety‘of reasons, The Fund has large gold holdings at .
‘ . i I

present, and it might well be felt that no good purpose would be served in f
returﬁing these to members, As long as gold remained a reserve asset, members
should pregumably be able to discharge their obligations to the Fund in gold, |
as well as in SDRs. There could also be arrangements under which the Fund

would acquire gold from members égainst newly issued SDRScé/

-~

1/ International Monetary Fund, Proposed Amendment of Articles of Agreemené,
(Washington, D.C. April 1968), p. 25, :
2/ See, for example, the section on "Changes in the Compensatory Facility |

i
i

|
!

|

and Fund Liquidity" in Compensatory Financing of Export Fluctuations, A Second ;

Report by the International Monetary Fund (Washington, D.C. 1966) p. 27-28; and

a comparable section in the report containing the proposal for Fund financing
of members' contributions to commodity stocks {International Monetary Fund,
"The Problem of Stabilization of Prices of Primary Products,” Scope for Action
by the Fund, Washington, D.C. 1969, p. 19). Y.
3/ Reform Report, p. 51.

l?:
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There would be no technical problem in requiring members to transfer
gold to the Fund--against SDRs or a reduction in their use of Fund credit-—-
when they joined the Fund or when their quotas were increased. However,
since the Fund would nét need the gold for liquidity‘reasons;/it'Wauld be
able to judge on their merits the questions of (i) gold payments.by new
member and (ii) gold payments—;or alternatively payments in SDRs—-on the
occasion of quota increases. : ‘ , ;

’ . |

With respect to the second question, gold payments were thought to be ;
useful also to restrain undue pressure for quoﬁa increases; the effectivengss;
of this restraint may have been affected by the fact-that SDR allocations are?
tied to quotas. In any consideration of this question,:two facts would in
any event need to be allowed for:

(a) As part of the Reform, members would probably become entitled to .
use SDRs to pay the '"gold COmpoﬁént" of their contribution related to quota ;
increases.

(b) Presumably, members in payments difficulties would in the future, as
they were in the past, be able to stretch their gold payments to the Fund, or‘
the equivaient of such payments, ovef a number of years thle yet receiving é
the quota increase at once.l/

i
i

In a Fund constructed on an SDR basis; (a) would make the requirement to,

|

i

make "gold payments' meaningless for countries that did not use Fund credit:
they would--if they used the SDR option--buy SDRs from the Fund with SDRs. Even

in the Fund as presently structured there would be very little meaning in |

1/ In the 1958 and 1964 general quota reviews, this was made possible by
allowing members to make a special drawing for an amount equal to the gold
payment, the drawing to be repurchased in three (1958) or five (1964) equal
annual installments; in the 1969 review, members with low reserves were entitled
(under the provisions of Article IIIL, Sectiom (f)(a)) to avail themselves of |
the opportunity to make a reduced gold payment, but were then required to ‘
repurchase the resulting additional currency subscription in five equal annual
installments.
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countries' increasing their éfeditor position in the Fund in exchange for

a reduction of their holdings of SDRs. For countries indebted to the Fund
the position would also change little~-in the sense that, as before, those
_in a weak payments and reserve position would have the option to make their':
"econtribution" in the context of a quota increase by a modest acceleration

in the repayment of their outstanding Fund credit.l/

A Fund extending conditional credit against the issuance of SDRs could,
.in addition to gold, hold other assets purchased against SDRs, such as reserv
currency balances acquired under substitution arrangements, or claims on
development financing institutions arising under "link" arrangements.,

Technical Transition to a General Account Based on SDRs

Adoption of the approach to credit operations of the Fund outlined above
would involve a major amendment of the Articles of Agreement., Some of the

present provisions dealing with the General Account would become redundant;

there would have to be many consequent%al changes, e.g., in the provisions that

i

"indicate debtor or creditor positions by reference to the Fund's holdings of
a member's currency compared to its quota; and tﬁe liquidation provisions’
might need to be completely revised.

Conceptually, the transition from a Fund in terms of currencies to one
in terms of SDRs is not complicated.  The transition would involve the Fund
repéying members' subscriptions, thus changing the quota from a balaﬁce sheet

entry into being exclusively a yardstick for members rights and obligatioms,

?
e,

|
|
|
|
i
|
\

C

1/ Quantities are important in this connection. The 1964 and 1969 quota
reviews resulted for many members in quota increases by 25 per cent. These °
would involve normal gold payments of 6.25 per cent of quota, or, if spread
over 5 years, annual payments of 1.25 per cent of quota.

i
1
|
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would be made in the first instance in the member's currency.

Fund's holdings were insufficient for this purpose-—i.e., where the member

Where the

had a gold tranche position-~the balance could be paid in SDRs created

ad hoc, or, to the extent that this were desired, with the Fund's gold. ‘f
Where the Fund's holdings of a member's currency exceeded its quota, the
excess could be converted into--or considered as—-an SDR credit to that
member, The Fﬁnd's reserves would of course remain unchanged. The effect
‘on the balance sheet of the General Account as of April 30, 1972,
shown below, assuming that payments to countries with gold tranche positions
of SDR 6.2 billion were made fully in SDRs, for which the General Account's

holdings of SDRs (SDR 0.9 billion) were used first, and SDR 5.3 billion in | |

new SDRs was createdvl/ (This happené to be the same amount as

holdings on that rate.)

General Account Balance Sheet as of April 30, 1972

Billions of SDRs

i
the Fund's gold:
R

would be as

i

-

Gold 5.3 Quotas 28.8 |
SDRs 0.9 Reserves 0.8
Currenciesl/ 23:4 2/

Total AssetsZ 29.6 Total Liabilities™ 29.6 |

Hypothetical General Account Balance Sheet as of April 30, 1972

Billions of SDRs

Gold 5,3 SDRs
Use of Fund Credit 0.8 Reserves
6.1 Total Liabilities

Total Assets

o w
L ]
o W

|

N
o
!—l

Sources: INF Annual Report for 1972; LFS, June 1972.

© 1/ Includes securities and balances of initial quotas, not due.

2/ Including minor items

1

i
fii

1/ A Fund that finances its credit operations by the issuance
presumably not show SDR holdings on its balance sheet, just as a
does not show unissued bank notes on its balance sheet.

of SDRs, would

Central Bankj

o
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The recasting of the balance sheet of the General Account suggests a
further point of reform, which would arise in particular from other more
substantive reform proposals, viz. that there may no ionger be a point in
distinguishing separate Acéounts in the Fund.- One.could readily imagine
an integratéd Fund balance sheet that carried as assets some or all of the
following: ' ' .

gold

. . 1
currencies arising from substitution arrangements : i“

conditional credit extended
SDR allocations
claims on development finance institutions

and as liabilities

SDRs
reserve.

Effects on Certain Present'Features_Qf the Fund

The preéeding summary description of how conditional credit transactions

could be arranged on an SDR basis sketches a mechanism that would :lack most |
|

of the esoteric characteristics of the present Fund and would thus be easier

to understand.  Thus there would be no need for concepts such as the "gold

tranche," the '"basic gold tranche," the "super gold tranche,'" the "currency

budget," "overwhelming benefit of any doubt," '"reserve positions in the Fund,'|

' and "scarce

"Fund positions" (net gross, and creditor), "remuneration,'
currencies." A reformed mechanism would also avoid some of the most difficult
and divisive issues that have arisen in the Fund's history and many of which

may arise again in the future under present provisions. Among these mention

may be made of the automaticity of drawing in the gold tranche, "floating in

the gold tranche" (appiicable to compensatory financing but not to buffer

stock financing), maintenance of the gold (or SDR) value of the Fund's assetS@

'

i
1

(except in respect of currencies acquired under substitution arrangements anﬁ;

A
|
'

"
1
|
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perhaps, adminiétrative cash balances), the General Arrangements to Borrow,
bilateral borr;wing, replenishment of currency holdings with gold, the
usability of SDRs in payments to and by the General Account, and--if gold;
payments on quota increases were eliminagted--mitigation of.the direct and»
indirect reserve effects of such payments.

Beyond these general effects, there would be a number of special effects,

some important, some less, some perhaps advantageous, others perhaps on balance :

‘less desirable. The present structure of the Fund is responsible for many
features that would not necessarily be incorporated if one started from
scratch, but that have, nevertheless acquired a certain status. It would be

difficult--and perhaps hardly worthwhile at this stage-—to give a complete

listing of these secondary effects; some that come readily to mind are briefly

1 |
|

noted below. ; ‘i

1. Interest payments on SDRs equivalent to the basic gold tranche. In

the present Fund, members help to finance the Fund's operations and make f N

possible a relatively low rate of charge on the use of Fund credit to the extent

1
that they hold a basic gold tranche position on which they do not receive ‘

remuneration.i/ The equity of a contribution on this basis is open to question,

Members of whose currency the Fund holds 100 per cent of quota or more do not |,
share in it, and members in the 75 to 100 per cent bracket share in it only
partially. Members that hold a corresponding amount of their resgrﬁes in the

form of SDRs rather than as a basic gold tranche position do not forego income
on these assets. In a reformed Fund, this arrangement would more naturally

be replaced by an assessment levied on all members' quotas, e.g., at the rate

‘|

of one-fourth of the SDR interest rate; this would follow the approach adopted
' -

1/ The possibility that now exists for a dlfference between the SDR 1nterest
rate and the rate of remuneration would have been replaced by the possxblllty‘
to change the rate of assessment,

i
1
L
[
s
‘
|

t
i

f
{

i

|
!
H
1

!

j |
|
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to finance the cost of the Special Drawing Account by an assessment on net
cumulative allocations. All SDR holdings, including those arising from gold
tranche positions in the General Account, would carry the same rate of interest.

2. Scarce currency provisions, Under these provisions of the Articles,

the Fund is entitled to take action against a country in an extreme creditor .

position as reflected in the Fund's holdings of that member's currency; and

:
oo
A

such action then authorizes members to introduce discriminatory provisions . | |

i
i

i

with respect to the currency that has been. declared scarce (Article VII, g

i

, |

Section 3). While these provisions of the Articles were initially hailed as !
an important part of the adjustment process directed against persistent creditor

positions, it has since become recognized that this provision '"does not in its

present form provide a practical means of applying pressure on surplus i

. 1 |
currenc1es.“~/ |
i

3. Payment of charges in a member's own currency. This option, which

i
members have in certain circumstances,gf and which amounts to adding interest!

t
due to the autstanding credit balance, would lapse in an SDR-based Fund. il

&, Effect of the provision for uniform change in par values on the

value of positions in the Fund. The present Articles provide a- theoretical

!
| |
possibility to scale down members' debtor and creditor positions in the Fund é
I
i

as a result of auniform devaluation in par vales accompanied by a decision

i

not to apply the provisions on the maintenance of the gold value of the Fund'é
|

assets¢§/ The practicai significance of this possibility may be doubted.

1/ Reform Report, p. 18.
2/ Article V, Section 8(f). '
3/ Article IV, Sections 7 and 8(d).
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5. Effect on non-participants. If all Fund transactions were conducted

in SDRs, any of the few members that are not participants might ﬁave to be
‘able to hold SDRs when using the Fund's conditional credit and when repaying
such credits. .The holding of SDRs need only be transitional, in somewhat
the same manner as many couﬁtries now make purchases and repurchases in
currencies that they do not normally hold in their reserves.

6. Effect on administrative expenditure. The Fund would need a provision

to acquire currencies against SDRs for its administrative expenditure.



MEMORANDUM

TO: Mr. Gold November 24, 1972

FROM: J. J. Pelak

SURJECT: Recastinp the General Account

As we have agreed, recasting the General Account would involve
quite substantial amendment of the Articles. For my own amusement I have
gone through tha Articles to note the places where changes would be needed,
and their approximate character (leaving out of acco-nt the withdrawal and
liquidation provisions).

You find my 1list attached. You will find that it consists to a
very large extent of deletions and reasonably simple conforming changes.
Only one issue of important substance arises, namely that of "specification"
(the reverse of designation). There may, in additiom, be important quetions
of terminology to be decided, e.g., whether one sticks to "use of the Fund's
reaources” and to "exchange transactions."” And I do not underestimate the
large amount of technical work to be done on the withdrawal and liquidation
provisions, although these will almost certainly have to be revised in any
event, S~



Recasting the General Account

. Introductory Article (i1), (1ii)

Article III.3, &

Article IV.8

Article V.2

Article V.3(a)

(d)
6

7(a)

7(®), (e), (d)

. 8(a), (c), (d)

(£)

m" .
Article V1.2
Article VII

Article VIII.&

Article XII.2

Article XTII.3(c)

Article XII.3(1)
5(b)

6

Conforming changes.

Delete, possibly provide for gold payment to
be made by new members,

Probably keep, rephrasing last sentence.

Maintain, but only relevant to substitution
account currencies and administrative balances.

Revise broadly.

Recast in credit terms. Delete (11) and
reference to gold tranche.

Delete reference to gold tranche.

Replace by provision regulating acquisition
of SDRs against gold,

Replace by right to redeem SDR credit with
gold. Perhaps redundant, depending on V.6.

Replace by provision that Fund will set rules
on repayment of SDR credits.

Recast in terms of charges on use of credit.
Replace gold by SDRs. Delete 2nd sentence.
Delete.
Delete
Delete

Introduce option of payment in SDRs. Delete
(b) (1v) and conform (b)(v).

Conforming changes.

Delete.

Delete penultimate sentence,
Delete.,

Reduce to substance of second sentence,



. Article XVX(a)-(h)

(&)

Article XVII

Article XXV.7

Article XXVI.4
5
Article XXXII(e)

Schedule B

Probably delete, since there would be no
application of these definitiomns.

Delete.

Conforming changes (probably mostly deletion
of (1) and (2)).

Replace by provision that a member can dis-
erge any obligation to the Fund in SDRs.
Introduce new provision to the effect that a
member that needs to acquire SDRs to make any
payment due to the Fund shall be entitled to
obtain them from a (member) (participant)

which the Fund shall specify.

Probably delete as a conforming change.

Delete (except last sentence?).

Delete.
Delete.
)| gedd
Se Al fcde v
%f‘rg&cﬂgv fo s oo e



MEMORANDUM
TO: Mr. Gold November 21, 1972
FROM1 J. J. Polak

SUBJECT: Reform of the General Account

Moat of the points in your memorandum of November l4th are, of
course, well taken and are reflected in the rather substantial redraft.
Below are listed those points which I could not take, and the reasons.

I.2. It should be clear from the new text that I do not envisage
a transitional phase. The old Articles will apply until a certain date on
which the Fund repays the quota contributions. Thereafter the new regime
applies.

I.4, We have accommodated reserve creation to the fact that the
General Account produces short-term fluctuations in reserve creation. The
trend of reserve creation by the General Account is allowed for in the
anmount of SDRs to be created; the ups and downs are ignored. I do not
believe that the General Account could operate effectively otherwise than
by reserve creation. In any event, the issuance of SDRs held in the Gemeral
Account or borrowing of the type now practiced by the General Account, would
equally involve reserve creation,

I.5. Most of the changes in the Special Drawing Account arise in
any event under the reform options. Insofar as they did not need discussion
in the Reform Report, I do not think they need it here.

I.6. The only effect on the Fund's income is discussed. In general
one would not expect such effects from a change in form.

With respect to the specific comments, I have omitted suggestions
for additions that make the story more complete but also less easy to follow.
For example, I see no need to insert in the comparison between the two
Accounts a discussion of reconstitution or of the use of SDRs in the General
Account; nor do I think one need to single out the unusual case of Fund sale
of a currency held in excess of quota. I do not think that the idea of
separate acceptance obligations for identical SDRs has any future. When we
consider the Fund as a banking institution, I think it is logiecal to speak
of members making resources available to it rather than through it.
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I have cut down somewhat on the claimsfor simplification. Note,
however, that these extend beyond the elimination of certain sections of
the Articles. The transposition of the General Account to a more reason=-
able basis (i.e., measuring credit extended in one direction and resources
made available in another direction) would in itself be a major simplification
to all but the initiated. I am aware of the fact that the amendments would
be massive but the most difficult ones (those related to liquidation and
withdrawal) would arise in any event if the Fund came to hold currencies and
claims on development institutions against which it had issued SDRs. It would
not notably complicate the liquidation provisions if one had at the same time
to find a solution for holdings of credit claims financed in the same way.



MEMORANDUM

TO: Mr. Gold — 4wz Ynen November 21, 1972
¥Mr. Del Canto ---
Mr. Habermeier
Mr. Sturc
Mr. Whittome

FROM: Jo. J. Polak

SUBJECT: Reform of the General Account

The attached has been prepared for delivery in an informal
way, €.8., as a staff seminar paper. I would be very grateful for

comments, preferably by the end of this week.



MEMORANDUM

TO: Mr. Hicks - Wad November 21, 1972
Mr. Rhomberg +/ . .,._,w»“":H
Mr. Blackwell - /o “*
Mr, Wm, White .~

FROM: J. J. Polak

SUBJECT: Reform of the General Account

The attached has been prepared for delivery in an informal
way, €.g., as a staff seminar paper, 1 would be very grateful for

comments, preferably by the end of this week.



Nov. 20, 1972

Reform of the General Account

Prepared by the Research Department

It was suggested in the Reform Reporty that an expansion of the role
of the SDR might also be the occasion for a broader review of the provisions

of the Articles relating to the General Account;;/ As a background to such
& review, this paper compares the method of operation of the General Account
with that of the Special Drawing Account, and derives from this comparison
certain inferences for a possible reform of the General Account.
Comparison between the two Accounts

On a sufficiently general level there is a strong similarity between
the financial functions which the two Accounts perform for members: both
enable a member in deficit to use financial resources that it had not earned
from a previous balance of payments surplus, The two main differences between
use of the two Accounts relate to conditionality-—use of the General Account
(except gold tranche use) being subject to conditions whereas the use of
SDRs 18 unconditional-—and to the need to restore the previous position
after use. For memhers that provide the users with foreign exchange the
effect of any use of the resources of either Account is also very similar;
they acquire, in both cases, reserves in the form of "Fund related assets":
a "reserve position in the Fund" (a gold tranche position or a loan claim
on the Fund) when the drawing takes place in the General Account and SDRs

when the drawing member uses its position in the Special Drawing Account.

1/ International Monetary Fund, Reform of the International Monetary System,
A Report by the Executive Directors to the Board of Governors, (Washington, D.C.

1972), pp. 53-54. (All references in this paper are to the November 1972
printed version of the Reform Report.)
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In spite of the fact that transactions in the two Accounts are so
similar, both for the user and for the provider of resources, they are
executed in entirely different weys. In the General Account, transactions
are conducted on the basis of a pool of currencies contributed by all
members, with further contributions in gold to enable the Fund to acquire
additional amounts of any currency that it might need,; there is also a
provision to borrow additional amounts of currency. The drawing entitlements
are expressed in terms of quotas, but the quotas themselves are not exchange
reeserves available to the member; such reserves have to be acquired by
drawings made within the framework of the quotas., Drawings are technically
made in the currencies of the countries that are selected by the Fund to
acquire the reserve positions in the Fund; but these currencies are normally
at once converted by the drawer, so that the drawee country experiences a
substitution of a reserve position in the Fund for holdings of foreign
exchange. 1In the Special Drawing Account, by contrast, given amounts of
SDRs representing an equal percentage of quotas are allocated from time to
time to participants. Use is made in the Special Drawing Account by the
transfer of SDRs from one participant to another against convertible currency.

Why this difference between the two Accounts in technical arrangements,
if it does not reflect any ohvious difference in substance between the
transactions in these two Accounts? Essentially, the explanation is that
the SDR account is both the junior and simpler of the two Accounts; the more
complicated form in the senior Account has clear historical reasons: the
U.S. negotiators in the discussions that preceded Bretton Woods argued strongly

that a Fund operating on the basis of "a mixed bag of currencies" was more



likely to win Congressional approval than one which introduced the unfamiliar
concepts of a new international currency and of ovordrafto%/ By now, the
concept of an international currency is no longer unfamiliar. While"overdrafts"
do not fit into normal U.S. banking practice, negotiated credits do, In the
light of this, 18 there a continuing justification for the present form of
the General Account?

Perhaps the best way to approach this question is as follows. Suppose
that the founders of the Fund had felt it necessary to concentrate their
attention on the need for unconditional rather than conditional liquidity and
for this purpose had created a mechanism such as that contained in Articles
XXI and following of the present Articles of Agreement, perhaps combined with
regulatory provisions with respect to exchange rates, the avoidance of exchan'he
restrictions, convertibility, etc. Such a Fund would have required quotas
both as a basis for the allocation of unconditional liquidity and to determine
voting power, but not the financial provisions of the original Articles of
Agreement. Assume further thatf, despite the absence of a learning model
which the pre-1969 Fund provided for the SDR mechanism, the provisions on
SDRs were exactly those of Article XXI mnd following (with the exception of
references to the General Account). If then, at some later time, when the SDR
facility had been running smoothly for a considerable period, the Fund had
reached the conclusion that it would be opportune to provide, side by side
with the SDR facility, a conditional facility under which members would be

entitled to obtain financial resources from the Fund for temporary use, how-

would it have gone about this?

1/ J. Keith - Horsefield, The Internatiomal Monetary Fund, 19&5-1965,
Vol. 1, pp. 28-30.



A General ficcount Patterened on the Special Drawing Account

It would seem unlikely that in order to provide this new facility the
Fund would have found it necessary to ask each member to make a contribution
in gold and in its own currency. Rather, it should have appeared natural
that the Fund would have made provision for the creation of additional SDRs
for the amount of credit it extended, these SDRs to be cancelled when Fund
credit was repaid. This would be in line with the proposition that the
extension of international credit by the Fund involves an expansion of re-
serves, and the repayment of such credit a contraction of reserves--a pro- °
position which did not become wvalid until gold tranche positions began to be
regarded as reserves in the early 1960'3.1/ By that time the approach originally
chosen~-i,e., that the Fund would not be an international "bank", creating
international money by extending "credit"-~had been overcome by the economics
of the situation. Once the Fund made the transition from the almost exclusive
use of U.8. dollars to the use of a wide variety of currencies, it became
necessary to monetize the resources that members made available to the Fund:
members were willing (sometimes eager) to see a change in the composition of

o oredh

M&W% o
their reserves, but not a decline in them. Thus reserve creator as aysmoothly

functioning Fund. At the same time, the attempt never took hold to view
transactions through which the Fund made resources available to members in
payments difficulties as a mere exchange of one currency for another. Fund
transactions (beyond the gold tranche) are now generally regarded as the
extension of balance of payments credit. This view 18 reflected, for example,
in the adoption of the concept of "credit tranches" and in the widespread

use of the term “repayment" as both more general and more meaningful than

the legal "repurchase,"

1/ For a brief discussion see, J. Marcus Fleming, "The Fund and International
Liquidity,” IMF Staff Papers, Vol. XI, No. 2 (July 1964) pp. 183-85. A more
detailed description is given in Hannn/E:ekiel "The Present System of Reserve
Creation in the Fund," STaff Papers, Vol. XIII, No. 3 (November 1966), pp.398-420,
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If operation of the conditional side of the Fund took place in the form
of credit creation in SDRs, the country that obtained Fund eredit would
normally use the SDRs to acquire currencies, for which the designation
mechanism could conveniently be used. Nothing new would be required for
this purpose, but it would be necessary to create sufficient flexibility
in the acceptance ohligations so as to ensure that there would be takers
for the additional SDRs put into circulation by the Fund's credit operations.

It 18 possible that?more important new feature might be required to
enable countries to repay Fund credit in SDRs. Countries would have to be
in a position to acquire such SDRs against the holdings of reserve currencies.
If the Reform provided for an open-ended substitution facility, as suggested
under the third approach for asset settlement described in the Reform Report;il
this would take care of the problem. Under different settlement arrangements
it might be necessary to introduce into the SDR mechanism a system of what
might be called "rewerse designation” to regulate which countries would have
to make available S5DRs against convertible currencies, and in what amounts

{in contrast to the designation mechanism that regulates the countries that

are to make available convertible currencies against snnauﬂf

_];/ QE. c1t.’ Pe 39.
2/ In the present SPR facility there are only the most rudimentary provisions

for "reverse designation" because the need for it is unlikely to arise on any
significant scale. In theory, a participant may, on "epecification” by the
Fund, be obliged to sell SDRs for "currency convertible in fact” for the
purpose of enabling another participant to meet its obligations to pay charges
and assessments (Article XXVI, Section 5 and Article XXX, Section 3) or its
reconstitution obligation under Schedule G, paragraph 1(a); but the stock

of SDRs held by the Ceneral Account makes it unlikely that these provisions
will ever become operative. It should be noted that the sale of SDRs by

the General Account against convertible currencies does not avoid the sub-
stantive problem, but transfers it to that Account. The question thus
becomes the selection of countries that are to give up reserve positions in
the Fund, rather than SDRs, against convertible currency.
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The Fund's conditional drawing facilities could be subject to certain
quantitative limitations such as 2 normal maximum of 25 per cent of quota
per year and a normal upper limit of 100 per cent of quota, and within
the latter limit to a tranche policy of increasing intensity of scrutiny
depending on the extent of the use of Fund credit in terms of a member's
quota. There would, of course, be no occasion for the introduction of
automatic drawing rights in what i1s now called the gold tranche, because
in the absence of gold payments and the sale of members' currencies, "gold
tranche positions" would not arise.

Credit extended by the Fund in SDRs would naturally be repayable in
SDRs. The Fund could set conditions for the duration of the credit (e@.g.,
3-5 years) or it could make timing of repayment a function of the rate of
interest payable, along the lines of the provisions of Article V, Section 8(d).
There could further be provisions for accelerated repayment in the light of
the member's balance of payments and reserve position. This position is
already used as a criterion in the operation of the designation system which
affects the reversal of net use of SDRs in a manner somewhat akin to the

1/

repurchase provisions in the General Account,=
a

reserves based on/more flexible definition than that lsid down in Article XIX

using, however, data omn

to guide the repurchase provisions,

The Fund liquidity necessary to meet the needs for convertible currencies
of the members that used the credit facility would be ensured by the size of
the acceptance obligations, which, as mentioned, would have to be large
enough to permit designation in relation to the total amount of SDRe that
would at any time exist, whether arising from allocation or from conditional

credit operations.

1/ J. J. Polak, "Some Reflections on the Nature of Special Drawing Rights,”
International Monetary Pund Pamphlet No. 16, p. 7.



Liquidity Aspects

The technical problem that arises in this connection is not different
from that related e.g., to the issuance of SDRs in substitution for reserve
currenciesdl/ But there would be a special effect on the liquidity of the
General Account. Financing of that account by means of SDRs with a correspond-
ing increase in acceptance obligations would by itself greatly reduce a
liquidity constraint that now affects at least potentially, though by no means
precisely, the operations of the Cmneral Account, The liqafdity of the
General Account is proportionally smaller than that of the Special Drawing
Account, While the acceptance obligations in the Special Drawing Account
(in excess of allocations) equal twice the outstanding holdings of SDRs, the
General Account holds, in broad outline, 25 per cent of total quotas in gold
and 75 per eent of quotas in currencies to meet potential drawings of 125 per
cent of quotas (gold tranche plus four credit tranches). Assimilation of
reserve positions in the Fund with SDRs and a corresponding increase in total
acceptance obligations would introduce about double the room for acceptance
that exists now with respect to General Account operations., Additional room
would be created by the merger of the acceptance obligations of the two
Accounts, inasmuch as their "peak needs" might not coincide. This tendency
would be reinforced 1f, as part of the Reform, the fbsolute size of acceptance
obligations were substantially increased to make room for SDRs issued in
substitution for reserve currencies. And the possibility has also been

mentioned that there might be no limit on the acceptance obligation for SDR3¢3!

1/ cf. Reform of the International Monmetary System, A Report by the Executive
Directors to the Board of Governors, (Washington, D.C. 1972), pp. 52-33.
2/ Ibid., p. 53.



—

Concern over its liquidity is not the only--or even the most important——
factor limiting the operations of the General Account, Control over the
extent of the operations, and hence on the magnitude of its contribution to
reserve creation, is primarily exercised in a number of other ways.

(a) By decisions on quotas,

(1) The absolute size of quotas provides the scale that determines
the amounts that can be drawn under given policies expressed in terms of
percentages of quota,

(11) The distribution of quotas among likely surplus and deficit
countries affects the probable size of desired use of Fund resources and the
availability of "usable currencies."

(b) By decisions on policies on the use of Fund resources, such as
tranche policies, the compensatory financing and buffer stock financing
policies, etc.

(c) By decisions on individual large tramsactions. Mention may be
made here in particular of the special scrutiny in Working Party No. 3 of
the OECD of drawings requested by participants in the General Arrangements
to Borrow, and to the decisions on the lending of currencies under the GAB,
that are taken by these participants with a special majority.

It should be noted that quota decisions and decisions on the use of
resources are subject to various restraints of a legal or conventicnal
character., Changes in quotas proposed as a result of a general review require

1/

an 85 per cent majority and other quota changes an 80 per cent majority.~

1/ Article III, Section 2.
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As a result of the adoption of Article V, Section 3(d), the Fund no longer
has the power to create any new facility in the General Account for the un-
conditional use of its resources;al In the design or expansion of non-
automatic facilities, the Fund pays careful attention to the liquidity trans
1nplicntionséa/

A question for consideration would be whether the mechanism to control
the size of the Fund's conditional financing activity would be sufficient
in the absence of a constraint on the resources available to 1it, whether it
would need to be strengthened, or whether some other total constraint, e.g.,

in terms of a maximum of conditional credit outstanding, wofild need to be

introduced.

Gold and Quota Aspects

A Fund mechanism based on credit extension in terms of SDRs would not
require Fund holdings of gold for liquidity reasons. The Fund could still
hold gold for a variety of reasons. The Fund has large gold holdings at
present, and it might well be felt that no good purpose would be served in
returning these to members. As long as gold remained a reserve asset, members
should presumably be able to discharge their obligations to the Fund in gold,
as well as in SDRs. There could also be arrangements under which the Fund

would acquire gold from members against newly issued SDRngal

i

1/ International Monetary Fumnd, P nt o t
(Washington, D.C. April 1968), p. 25. '

2/ See, for example, the section on "Changes in the Compensatory Facility
and Fund Liquidicy” 4in Compensatory Financing of Export Fluctuations, A Second
Report by the International Monetary Fund (Washington, D.C. 1966) p. 27-28; and
a comparable section in the report containing the propesal for Fund financing
of members' contributions to commodity stocks (International Monetary Fund,
“The Problem of Stabilization of Prices of Primary Products,” Scope for Action
by the Fund, Washington, D.C. 1969, p. 19).

3/ Reform Report, p. 51.
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There would be no technical problem in requiring members to transfer
gold to the Fund--against SDRs or a reduction in their use of Fund credit--
when they joined the Fund or when their quotas were increased. However,
since the Fund would not need the gold for liquidity reasons¢ it would be
able to judge on their merits the questions of (1) gold payments by new
member and (i1) gold payments——or alternatively payments in SDRs--on the
occasion of quota increases.

With respect to the second question, gold payments were thought to be
useful also to restrain undue pressuze for quota increases; the effectiveness
of this restraint may have been effected by the fact that SDR allocaticns are
tied to quotas. In any consideration of this question, two facts would im
any event need to be allowed for:

(a) As part of the Reform, members would probably become entitled to
use SDRs to pay the "gold component” of their contribution related to quota
increases.

(b) Presumably, members in payments difficulties would in the future, as
they were in the past, be able to stretch their gold payments t6 the Fund, or
the equivalent of such payments, over a number of years while yet receiving
the quota increase at once.l!

In a Fund constructed on an SDR basis, (a) would meke the requirement to
make "gold payments" meaningléss for countries that did not use Fund credit:
they would—1if they used the SDR option--buy SDRs from the Fund with SDRs. Even

in the Fund as presently structured there would be very little meaning in

1/ In the 1958 and 1964 general quota reviews, this was made possible by
allowing members to make a special drawing for an amount equal to the gold
payment, the drawing to be repurchased in three (1958) or five (1964) equal
annual installments; in the 1969 review, members with low reserves were entitled
(under the provisions of Article IXI, Section (f)(a)) to avail themselves of -
the opportunity to make a reduced gold payment, but were then required to
repurchase the resulting additional currency subscription in five equal annual
installments,
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countries' increasing their creditor position in the Fund in exchange for
a reduction of their holdings of SDRs. For countries indebted to the Fund
the position would also change little-—~in the sense that, as before, those
in a weak payments and reserve position would have the option to make their
“"contribution" in the context of a quota increase by a modest acceleration
in the repayment of their outstanding Fund creditféf

A Fund extending conditional credit against the issuance of SDRs could,
in addition to gold, hold other assets purchased against SDRs, such as reserve
currency balances acquired under substitution arrangements, or claims on
development financing institutions ariaing under "1ink" arrangements.
Technical Transition to a General Account Based on SDRs

Adoption of the approach to credit operations of the Fund outlined above
would involve a major amendment of the Articles of Agreement. Some of the
present provisions dealing with the General Account would become redundant;
there would have to be many consequential changes, e.g., in the provisions that
indicate debtor or creditor positions by reference to the Fund's holdings of
a member's currency compared to its quota; and the liquidation provisions
might need to be completely revised.

Conceptually, the transition from a Fund in terms of currencies to one
in terms of SDRs is not complicated. The transition would involve the Fund
repaying members' subscriptions, thus changing the quota from a balance sheet
entry into being exclusively a yardstick for members rights and obligations,

as it is already in the Special Drawing Account. The repayment of subscription

;/ Quantities are important in this connection. The 1964 and 1969 quota
reviews resulted for many members in quota increases by 25 per cent, These
would involve normal gold payments of 6.25 per cent of qaota, or, if spread
over 5 years, annual payments of 1,25 per cent of quota.



would be made in the first instance in the member's currency. Where the
Fund's holdings were insufficient for this purpose~—i.e., where the member
had a gold tranche position--~the balance could be paid in SDRs created

ad hoc, or, to the extent that this were desired, with the Fund's gold.

Where the Fund's holdings of a member's currency exceeded its quota, the
excess could be converted into~—or considered as—-an SDR credit to that
member. The Fund's reserves would of course remain unchanged. The effect

on the balance sheet of the General Account as of April 30, 1972, would be as
shown below, assuming that payments to countries with gold tranche positions
of SDR 6.2 billion were made fully in SDRs, for which the General Account's
holdinge of SDRs (SDR 0.9 billion) were used first, and SDR 5.3 billion in
new SDRs was created.l/ (This happens to be the same amount as the Fund's gold

holdings on that rate.)

General Account Balance Sheet as of April 30, 1972

Billions of SDRs

Gold 53 Quotas 28.8
SDRs 0.9 Reserves 0.8
Currenciesl/ 23.4

Total Assets2/  20.6 Total Lisbilities®’  79.6

Hypothetical General Account Balance Sheet as of April 30, 1972
Billions of SDRs

Gold 5.3 SDRs 5.3
Use of Fund Credit 0.8 Reserves 0.8
Total Assets 6.1 Total Iiabilities 6.1

Sources: IMF Annual Report for 1972; IFS, June 1072.
1/ Includes securities and balances of initial quotas, not due.
2/ Including minor items

1/ A Fund that finances its credit operations by the issuance of SDRs, would
presumably not show SDR holdings on its balance sheet, just as a Central Bank
does not show unissued bank notes on its balance sheet.
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The recasting of the balance sheet of the Cemeral Account suggests a
further point of reform, which would arise in particular from other more
substantive reform proposals, viz. that there may no longer be a point in
distinguishing separate Accounts in the Fund. One could readily imagine
an integrated Fund balance sheet that carried as assets some or all of the
following:

gold

currencies arising from substitution arrangements
conditional credit extended

SDR allocations

claims on development finance institutions

and as liabilities

SDRs
reserve.

Effects on Certain Present Features of the Fund

The preceding summary description of how conditional credit transactions
could be arranged on an SDR basis sketches a mechanism that would lack most
of the esoteric characteristics of the present Fund and would thus be easier
to understand. Emt there would be no need for concepts such as the "gold
tranche," the "basic gold tranche," the "super gold tranche," the "currency
budget," "overwhelming benefit of any doubt," "reserve positions in the Fund,"
"Fund positions™ (net gross, and creditor), "remuneration," and "scarce
currencies." A reformed mechanism would also avoild some of the most difficult
and divisive issues that have arisen in the Fund's history and many of which
may arise again in the future under present provisions. Among these mention
may be made of the automaticity of drawing in the gold tranche, "floating in
the gold tranche" (applicable to compensatory financing but not to buffer
stock financing), maintenance of the gold (or SDR) value of the Fund's assets

(except in respect of currencies acquired under substitution arrangements and,



- Y4 =

perhaps, administrative cash balances), the General Arrangements to Borrow,
bilateral borrowing, replenishment of currency holdings with gold, the
usability of SDRs in payments to and by the General Account, and--if gold
payments on quota increases were eliminated--mitigation of the direct and
indirect reserve effects of such payments.

Beyond these general effects, there would be a number of ;pecial effects,
some important, some lese, some perhaps advantageous, others perhaps on balance
less desirable. The present structure of the Fund is responsible for many
features that woild not necessarily be incorporated if one started from
scratch, but that have, nevertheless acquired a certain status. It would be
difficult——and perhaps hardly worthuvhile at this stage-—to give a complete
listing of thesc secondary effects, some that come readily to mind are briefly
noted below,

1. Interest payments dn SDRs equivalent to the basic gold tranche. In
the present Fund, members help to finance the Fund's operations and make
possible a relatively low rate of charge on the use of Fund credit to the extent
that they hold a basic gold tranche position on which they do not receive
remunerntionel! The equity of a contribution on this basis is open to question.
Members of whose currency the Fund holds 100 per cent of quota or more do not
share in it, and members in the 75 to 100 per cent bracket share in it only
partially. Members that hold a corresponding amount of their reserves in the
form of SDRs rather than as a basic gold tranche position do not forego income
on these assets. In a reformed Fund, this arrangement would more naturally

be replaced by an assessment levied on all members' quotas, e.g., at the rate

of one-~-fourth of the SDR interest rate; this would follow the approach adopted

1/ The possibility that now exists for a difference between the SDR interest
rate and the rate of remuneration would have been replaced by the possibility
to change the rate of assesswent.



to finance the cost of the Special Drawing Account by an assessment on net
cumulative allocations. All SDR holdings, including those arising from gold
tranche positions in the General Account, would carry the same rate of interest.

2. Scarce currency provisions. Under these provisions of the Articles,

the Fund is entitled to take action against a country in an extreme creditor
position as reflected in the Fund's holdings of that member's currency; and

such action then authorizes members to introduce discriminatory provisions

with respect to the currency that has been declared scarce (Article VII,

Section 3), While these provisions of the Articles were initially hailed as

an important part of the adjustment process directed against persistent creditor
positions, it has since become recognized that this provision "does not in its
present form provide a practical means of applying pressure on surplus

currencies.”;/

3. Payment of charges in a member's own currency. This option, which
2/

menmbers have in certain circumstances,~ and which amounts to adding interest

due to the autstanding credit balance, would lapse in an SDR-based Fund,

4. Effect of the provision for uniform change in par values on the
value of positions in the Fund. The present Articles provide a theoretical
possibility to scale down members' debtor and creditor positions in the Fund
as a result of Aﬁhiform devaluation in par vales accompanied by a decision
net to apply the provisions on the maintenance of the gold value of the Fund's

assetaegl The practical significance of this possibility may be doubted,

1/ Reform Report, p. 18,
2/ Article V, Section 8(f).
3/ Article IV, Sections 7 and 8(d).
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5. Effect on non=participants. If all Fund transactions were conducted

in SDRs, any of the few members that are not participants might have to be
able to hold SDRs when using the Fund's conditional credit and when repaying
such credits. The holding of SDRs need only be transitional, in somewhat
the same manner as many countries now make purchases and repurchases in
currencies that they do not normally hold in their reserves.

6. Effect on administrative expenditure. The Fund would need a provision

to acquire currencies against SDRs for its administrative expenditure,
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Joseph Gold f‘;__,

The General Account as Seen from the Special Drawing Account

The following are comments on your draft of October 27, 1972,
Let us have a word together about procedure.

% 1 General Comments

I feel that a number of basic problems are ignored or touched on
too lightly even in a first essay at a new General Account. A number
of the following comments derive from this feeling:

l. It may be useful to make a clear distinction between a
General Account operating solely on the basis of special drawing
rights and a General Account that would hold and operate in gold
as well. As long as gold remains a reserve asset, it is difficult
to envisage a General Account that would not permit members to use
gold in operations and transactions with it. What modifications in
your scheme would be necessary on this assumption?

2. It seems desirable even in a first memorandum to dwell on
the differences between a scheme in full operation and the transi-
tional phase. The problems that relate solely to the transitional phase
will be of considerable interest to members.

3. Is it likely that members will accept an amendment of the
provisions relating to the General Account that reduces the safeguard
they have at present? The hypothesis of the paper that the General
Account is being established for the first time after the establish-
ment of the Special Drawing Account, with its now familiar acceptance
obligation, ignores the real development of the Fund. If members
insist on a maximum acceptance obligation with respect to the General
Account, the obvious comparable safeguard would be the quota. Is this
feasible, and if it is, what are the consequences?

k, Why should it be assumed that if a conditional facility were
established in the Fund after the Special Drawing Account had been
functioning for some time, temporary balance of payments assistance
by the Fund through the General Account would be made in the form of
transfers of additional special drawing rights specially created for
this purpose? The extension of credit in that way would involve an
unplanned and unsystematic expansion of reserves which, although short-
to medium-term, could be relatively large and difficult to reconcile
with the assumption underlying the establishment of the Special Drawing
Account. Special drawing rights held in the General Account or borrowed
from participants could be used for temporary assistance.
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The argument on page U4 that it is now understood that the
extension of credit expands reserves does not involve the further
proposition that this is necessary or desirable.

5. The change in the General Account would have consequences
for the Special Drawing Account that should be considered more fully.
For example, the use of the criterion of net cumulative allocation
might have to be reconsidered if special drawing rights were issued
in order to meet the demand for conditional credit from the Genheral
Account.

6. It would be useful to deal more fully with the Fund's income,
expenses, and reserves in the revised General Account. I assume that
the existing reserves would be carried forward into the new regime.

Te I believe that a massive amendment of the Articles would be
necessary, and this should be said.

8. The effect of the proposal on the distinetion between parti-
cipants and members that do not participate in the Special Drawing
Account is dismissed too lightly. '

II. Specific Comments

Page 1, line 2:
With the advent of special drawing rights, the operation of the
General Account is no longer based exclusively on gold and currencies.

line 8:
Insert "in the General Account” after Ycurrencies®.

third paragraph, first sentence:
The proposition does not take the gold tranche into account.

Page 2, lines 2-3:
In comparing the two Accounts, mention of reconstitution in the
Special Drawing Account would be appropriate.

lines 3-8: In the General Account members providing foreign
exchange achieve a reduction of their repurchase obligations when they
do not have a reserve position.-

first full paragraph:

The description should refer also to the various uses of
special drawing rights in the operation of the General Account;
and lending to the Fund may be added to the description.

Page 3: .
In referring to the establishment of "a mixed bag of currencies”
as the operational technique of the General Account, you make the point



that such a Fund "was more likely to win Congressional approval

than one based on an international currency which could be created
at will",., The reference to creation "at will" may be misunderstood
to mean the lack of any controls. Your argument might be stronger
if you cite the History for the proposition that the U.S. negotiators
resisted "the unfamiliar concepts of a new international currency
and of overdrafts” (p. 30). With the successful establishment of
special drawing rights as an international monetary asset, the
argument of unfamiliarity falls away.

The claim that a technically more sophisticated General Account
h¢“&b;"7 would not have contained the financial provisions of the original
! Articles of Agreement may go too far. Analogous provisions to deal
with the same issues might have been adopted. For example, "repayment”
provisions might have resembled the repurchase provisions.,

Page 4, last two sentences:

V/ The point here is somewhat overstated, as it does not apply to
use of the gold tranche. In recent years a large portion of the
Fund's transactions involved the gold tranche.

fifth line from bottom:
. "available through” for "available to".
Page 5, line 2:
Would separate acceptance obligations be desirable in connection
nQ with the two Accounts?
—

middle of page:
The term used in the Articles for "reverse designation” is
specification, i.e., the Fund must "specify” a participant from which
v special drawing rights are to be obtained under the provisions cited
in the last two lines on this page. A reference to Article XXX,
Section 3 should be added.

last line:
It would be better to make it clear that the "reconstitution
v obligation"” referred to is the obligation under Schedule G, para-
graph 1(a)(iii).

Page 7, lines 3-7:
In connection with the comparison made between the two systems,
it goes too far to allege that Article XIX does not contain an economic
of definition. Your objection may be that it is too specific, but then
one should not ignore the "without limitation" clause in Article XIX (d).

four lines from bottom:
Wof any doubt” for "of the doubt”.
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second full paragraph, and p. 8, first full paragraph:
"difficult and divisive issues that have arisen in the
Fund's history” are now resolved, so that they meke no case for
reform. Moreover, if your hypothesis were accepted, several of
the issues would probably have arisen in connection with comparable
concepts, e.g., "designation plan” (instead of "currency budget")
and "interest” (instead of "remuneration").

"Even in a reformed General Account currencies may be received,
held, and expended for administrative purposes, and the maintenance
of their value would continue to be appropriate. Suppose too that,
for whatever reason, we were to hold securities again., We applied
Article IV, Section 8(a) to our investment.

It is not obvious that "a substantial portion of the present
Articles relative to the General Account would become redundant”.
This is probably true of some provisions, but others may continue
to survive in modified form and some of the problems of amendment
would be complicated (e.g., the liquidation and withdrawal provi-
sions). I get the feeling that you are implying that a simplification
is simple. The reform of the General Account on balance may be
desirable, but I would not support it with the argument of simplified
legal provisions.

Regarding comparisons, reference may be appropriate to SM/71/62,
A Comparison of Certain Characteristics of Fund-Related Reserve
Assets with Special Reference to Yield, March 9, 197L.

Page 8, second full paragraph, last line:
fexhaustible” should be 'exhaustive”,

last paragraph:
In the last line, ‘monetary reserves" should be substituted
for "gold”.

Page 11, second line:

This should be revised, as follows: "... legal duty of the

Fund to buy gold has been questioned in ...".

first full paragraph, last sentence:
These ideas are difficult to understand,

second full paragraph:

Is the implication of this discussion that there is a need for
revising this provision by substituting, for example, "exhaustion of
acceptance obligation" for scarcity of the member®s currency, or that
such an approach would be as impractical as the existing provision?

Page 12, last paragraph:
In the fourth line "change” should be "devaluation”. This
paragraph raises, as do so many others, the questions of the transition.

Mr. Fleming, Mr. Schwartz, Mr. Williamson
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- 10 . Mr. Hebermeier pate. November 1k, 1972
EROM ’ : P, H;b’stnMa,dsen H g M
supsect . Enlarged Use of SDRs in the Genersl Account

Many thanks for sending us the interesting draft paper on the subject
referred to above, In reading this draft, it cccurred to me that underlying
the proposed enlargement of the use of SURs in the General Account must be the
assumption that individual member countries will have no preference for holding
currencieg over SDRs. While I do not exclude the possibility that this may be
80 in the future, there is not, I think, sufficient evidence at this time to
expect that countries will in the fubure give up any preference they may now
have for currencies over BDRs. 7To the extent that countries have this preference,
it is rooted in traditional views taken on a desirsble composition of their
reserves, or on a desire to maximize the yield on total reserves. And as long
ag these congiderations prevail, and the yield on SDRs is, moreover, not madé
more competitive with the yield on reserve assets held in the form of currencies,
it would seem difficult if not impossible for the Fund to persuade countries to
shift toward SDRs.

Therefore, while I do not want to dissent from the atbractiveness of
the changes which you suggested for the future of SDRs, I have my doubts whether
now is the best time to launch these ideas with the Executive Board. Bub they may
well deserve consideration, after some further staff study, in the context of the
reform plans for the international monetery system. Among the important variables
are the yield of SDRs, the removal of obstacles to their transfersbility, and the
rules governing the value of SDRs in relation to currencies. I am impressed with
the wealth of imaginstive ideas contained in your draft, and I am sure that the
Eurcopean Department would take an interest in participating in the thorough review
of your draft that appears to be required.

ces: Mr. Gold
Mr. Pola
Mr. Del Canto
Mr. Sturc
Mr. Whittome
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Jozeph Gold
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the General Account

i hope it is clear Trom Mr. Habermeier's
memeranden of Hovember 10, 1972 that the
paper atbached to 14, which gees into some
radleal propossls for amendment of the
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MEMORANDUM

TO: Managing Director November 14, 1972
FROM: Js J« Polak

SUBJECT: Restructuring the General Account

I agree with the point in Mr, Hasbermeier's memorandum of November
10th (Enlarged Use of Special Drawing Rights in the General Account) that
it would be useful to initiate a discussion on the subject of a new structure
of the CGeneral Account that would reflect the experience gained with the
Special Drawing Account,

I would not think it advisable to raise this issue in the context
of certain noncontroversial aspects of the Special Drawing Account that meed
to be reviewed before the end of the year. I also think that a discussion
of these questions would need a broader base than is provided by the text
attached to Mr. Habermeier's memorandum.

I have had a paper on this subject in preparation for some time, on
which I have, as a first stage, sought comments from colleagues in the
Research and Legal Departments. I intend shortly to submit a further draft
for comment to the Treasurer's and other intereasted Departments and, after
having had the benefit of their view, to the Deputy Managing Director and
yourself,

While it would be helpful to get a discussion of this subject started,
I think one should want to avoid any impression that the staff is coming forward
with a proposal, I had, therefore, thought that ideas on this subject should
be put forward in a very low key. My preference would be for a staff seminar
(which Executive Directors could of course attend). A text could then be
circulated afterwards and, if there was interest, a Director Seminar could
be organized.

cc: Deputy Managing Director
Mr. Gold
Mr. Del Canto
Mr. Habermeier
Mr. Sturc
Mr. Whittome



FROM

SUBJECT

Ofﬁce Memorandum

The Managing Director
The Deputy Managing Director

L1
W. O. Habermeier &/( _

Enlarged Use of SDRs in the General Account

DATE:

Under an existing Executive Board decision we are required,
before the end of this year, to review the use of SDRs in repur-
chases and. charges. We are in the process of finalizing a
departmental draft paper on this question. Its main conclusion
will be that no change should be made in the option which members
have to repurchase with special drawing rights. However, we feel
that the paper might go somewhat beyond a mere review of the past
and look forward in the direction of the reform. A modest expan-~
sion of the review in this way would be helpful in two respects:
it would start discussion on an issue which was not dealt with in
the Report on the Reform and it would allow Executive Directors
to feel a somewhat greater sense of involvement than they recently
have had in connection with the review of reconstitution and the
designation.

- Attached for your consideration is a draft of a chapter on
the enlarged use of SDRs in the General Account., If, after dis-
\.uaa.;.vu. L:lc -uab;.‘; (.:ouucy‘. .:.o u\.k.cpl..d:llc, ;..uu s:n.‘df;.. wu'\‘:.\: ‘v\-
revised to improve it from the point of view of exposition and
further clarification.

cc: Mr. Gold
Mr. Polak -~
Mr. Del Canto
Mr. Sturc
Mr. Whittome’

"R R A<

November 10, 1972



DRAFT~-November- 10, 1972

Enlarged Use of SDRs in the General Account

‘The williégness of the Fund»to accept SDRs in repurchases, except
‘éhose made un&er Article V, Section 7(b), without any limitations and
festrictions, as.welluas its readiness to channel SDRs back to members
through drawings, has led to avconsiderablé expansion of the use of
SDRs in the tragsactions conducted éhroughjthé'cenéral Account. InV
this way SDRs have served as a direct méans of settlement between the
member and the Fund, and also among members, as illustrated by the
recent gold tranche drawing of the United Kingdom, thus enhancing the
quality of SDRs as 2 means of payment as distinet from its quality as
a reserve asset. |

rnis pro;ess orf conducting the transactions of the General Account
in SDRs father than in currencies éould be extended in one of two ways:
either‘gradually, under the preseﬁt Articles, by actively encouraging
members to receive SDRs in-drdwingsAand use SDRs in repurchases, or more
decisively, through an amendment of fhe Articles, by authoriiing the
Fund, at its discretion, to sell SDRs to purchasing membérs and to ask re-
purchasing members to péy in SDRs. Few, if any, incentives may bé needed.
for members to use SDRs in repurchaseé so long as interest on other reserve ’
assets is more attractive, and so long as the valué of ;hese other‘assets
in terms of gold is not expected to decline. It is also unlikely that
special incentives would be needed to encourage members to draw SDRs from
the General Account in substitution for currencies; howe§er, the Fund
could declarevthat it would welcome én increased use of SDRs in transactions

with the General Accoupt.
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This approach has two evident limitations. Firétiy, SDRs cannot be

“used in substitution for currencies (or for gold) in repurchases that

accrue‘under Article V, Section)7(b); indeed, in this respect SDRs hgve not
beeh gfanted equal status to gold or currencies and an amendment of the
Articles seems célled for to remedy this. Secondly, drawings in SDRs could
exceed répurchases in SDRs and the Fund's holdings of SDRs might become in-
sufficient to satisfy the demand. It may thus be necessary ﬁo regulate the
outflow of SDRs from the General Account in an agreed manner. Tor examplé,
last year an undérstanding had been reached émong Executive Directors to
make provisions in the quarterly currency budget for the amounf of SDRs to
be sold, and this understanding could be revived.

Todow smemdod Aredalon  oanmd dn #Rn aoneert of the raform af phe inctoere
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national monetary system, these limitations could be mitigated, if not
removed, by a number of steps which would serve to enhaﬁce the role of

SDRs not only as a resefve assetfbut also as a means of payment. At the
same time, such a reform would serve to streamline the financial operatipns
of the General Accéunt and also simplify the structure of international

reserve assets by reducing or eliminating super gold tranche positions.

- It would also eliminate the need, which is increasingly vecognized, for

some form of coordination among the variocus Fund-related reserve assets,

A mechanism can be envisaged as follows: when the Fund sells a member's

A currency it usually creates a super gold tranche position for the country

whose currency is sold, unless the holdings of the currency sold were to

remain above 75 per cent of quotaol/ If a repurchase is made with curfency,

1/ For example, as a result of previous drawings of that member, or because

of a reduced gold subscription,

'



this will reduce the supe:.gold tranche positions which have been created
by dfawings. (Super gold tranche positions could, of course, also be reduced

by replenishment of currencies through gold sales or by borrowing, but this

‘1s not essential for describing the process.) In this way the operétions.of

ﬁhe Fund create~5r destroy internétional reserves in the form of super gold
tranche positions.

Since the ;ttributes of SDRs and.sf super gold tranches are very similarl/,.
it would be possible to authorize the Fund to create and destroy SDRé instead

of super gold tranche positions in analogy to the mechanism described above.

As a complement, the Fund would also be enabled to request members that re-

‘purchases be made in SDRs instead of in currencies.

The creation of SDRs by th? G?neral Account would take ﬁhe form of
special allocations of SDRs é;;Er;;Eags wvere made ﬁnder the regular policies
of the Tund on the use of its resources. These special allocations could be
eithervequal to the amount of drawings or some lesser amount, 1eaviﬁg the
remainder of drawings to be financed from currency holdings. Contrary to
the present sysﬁem in which repurchases of SDRs add to the SDR holdings of
the General Account, SDRs used in repurchases would be canceled, as super gold
tranches are canéeled‘through repurchases; This cancellation wouid continue
as long as the inflow of SDRs in repufchases would not exceed the(amount of
SDRs created previously through special allocationé of SDRs to drawing
members. If the repurchases in SDRs exceeded the améunt of SDRs created
through Geﬂeral Account transactions, then these SDRs obviously would derive

from allocations in the Special Drawing Account and would be added to the SDR

holdings of the General Account as at present.

1/ Both may be used without challenge in response to a balance of payments
need; both carry the same rate of return, and their value in terms of curren-

cles can be regarded as identical in practice.

e
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A participant making~a drawiﬁg_on the General Account would be entitle&
fo'use SDRs received ‘in such a drawing either to-obtain'foreign exchange or
its own currency in accordance with the rules of the Special Drawing Account.

A repuréhasing member whose holdings of SDRs are insufficient would
need té be provided with some assured means of obtaining the necessary amounts:
of SDRs.. For e#ample, as repurchases are usuzlly preceded by an'improvementv
in the balance éfjpayments position of the country concerned, one possibility
would be for the repurchasing member to acquire SDRs through designation in a
beriod preceding a repurchase. It would also be possible to extend to repurchases
a similar entitlement as presently exists to obtain SDRs in order to promote
reconstitution; and it is conceivable that S5DRs may be obtained by depositing
feserve currencies in a so~called substitution account, as discussed in the
Report on Retorm.

In addition, care would need to be taken both to assure the liquidity of
the SDRs issued by the General Account and to circumscribe the extent to Which
such issues may take place. At present these matters are determined by the
gold and currency subscriptioné that membérs pay, and by the'ability of the
Fund to borrow currencies. The liquidity 'arrangements of a reformed General
Account céuld be made either through the Special Drawing Account sy augmenting
the existing acceptance obligations, or by setting up special acceptance limits
related to the quotas of the General Account. Ahy ceiling on, the total amount
of SDRs that the General Account might issue would mdst likely be set as a

proportion of total quotas, to be reviewed from time to time as quotas are

reviewed. The Fund's power to replenish with gold would be extended to include

SDRs; the authority to borrow would be simply replaced by an authority to issue

additional SDRs as may be agreed.
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The plan outlined above could easily be varied in a number of ways. In

"particular, instead of giving the Fund discretionafy authority to substitute

SDRs for currencies, the use of currencies could be abandoned aitogether;

. On amendment of the Articles, all outstan&iﬁg super gold tranche pdéitions

‘ would be converted into SDRs for the credit of the members concerned. 1/ This

kind of approach may be attractive because of its clarity and simplicity; on
the other‘hand;;discretiOnary authdfiﬁy to Substituce SDRs for currency may
have socme adﬁantage since. the ééme results could be achieved with it but in

a more evolutionmary and flexible wa?. For example, the Fund could és‘a generai
policy, gradﬁally reduce and finally eliminate super gold tranche positions by

directing repurcbases into currencies while at the same time selling SDRs to

drawing members. The continuing ability to sell currencies or absorb then

may be useful, at least for a transitiomal period, for a number of reasons,

For example, not all members are participants in the Special Drawing Account

Vand they might not wish to become other holders, or the Fund may want to re-

establish the basic gold tranche éosition of certain members through the sale

~of their cufrencies. Under both plans, however, consideration would be given

to the eventual liquidation of 2ll currency holdings of the General Account
except those needed for administrative purposes.

The conversion of super gold tranche poéitions inta SDRs might also be
extended to that part of gold trancﬁe positions which results from gold sub~
scriptions. In this case the General Account would bévtransformed into a
credit institution where the size of quotd would be the basic measurement of:
the amount of credit that may be extended and the finanging would take place

through the issue of SDRs within prescribed limits, However, gold tranche

1/ It would be possible to apply first the existing SDR holdings of the
Fund to the reduction of the net creditor positions before issuing SDRs for-
the conversion of the remainder. :

~.
~




positionsvmay be regarded'gs a derivative of gold, in testimony of which

they carry ﬁo return. Their conversion into SDRs might raise issues that

are morevcloseiyfanalogous‘tb thé conversion of gold into SDRs (a subject
wﬁich was discusséd in the Report on Reform), than to the converéion of super -
gold tranche positioné infc SDRs. The role of gold in the reformed General
Account need not necessarily be redefined as part of the plah outlinéd‘above;
gold could continue td servé‘aé a~b3ckst0p_to the liquidity of thé General
Account as and when the authority to issue SDRs would be exhausted; members
could continue to be permitted to payvtheir obligations to'the General Acccunt
in gold, or sell gold to_the Fund, in which case they might be provided with
SDRs instead of currencies. The General Account would-either immediately

upon amendment, or in the longer run--hold oniy'gcld;'its holdingé of

currencies would have been replaced by a right to issue SDRs,
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TO : Mr. Polak pate: November 10, 1972
FROM J. Marcus Flemin
SUBJECT : The General Account as Seen from the Special Drawing Account

Your Draft of October 27

While I would, on balance, favor the transformation of the General Account,
at some point, along the lines suggested here (mainly in order to make it easier
to find resources for G.A. operations, and possibly easier to increase quotas as
required), I do not think that governments, still less parliaments, should be
burdened with the complexities of changing the Fund's language from "Cherokee"
to "good Christian English" (as Keynes would have put it) while they are still
struggling with the more substantive issues of the reform of the international
monetary system. Thus, whil it might be useful to have Executive Directors discuss
this issue, I doubt whether they should be asked to work on it. This suggests
to me that it might be better to issue the paper as a DM than as an SM.

The paper itself strikes me as an elegant presentation of the case for
having the General Account operate exclusively in SDRs, but one in which the
difficulties and costs of the transformation are either treated in summary fashion
or else passed over in silence. In the first category I would include the question
of the "flexibility" of acceptance obligations and the thorny issue of "reverse
designation"; in the second category, the problem of securing agreement to open-
ended financing of General Account operations and, above all, the problems of
transition~-of '"changing clothes in mid-stream" as it were.

The questions of open-ended financing of the Fund and open-ended acceptance
obligations go together. I find it difficult to believe that governments are going
to give the Fund unlimited resources and the right to create SDRs in indefinite
amounts, and are going to assume acceptance obligations varying from week to week
with the extent to which Fund credit is used with no other restriction than that
provided by the magnitude of quotas. Over the last decade the link between quotas
and the amount of credit available to countries has been lessening with the intro-
duction of compensatory financing and buffer stock financing; even apart from these
the 100 per cent limit has become less sacrosanct. At the very least the intro-
duction of such a system of providing Fund resources as is envisaged in your paper
would put a stop to this rather desirable tendency and make the quota more of a
straight jacket on the amount of assistance that individual countries could obtain:
more probably countries would insist on setting maxima, from time to time, to the
amount of SDRs that could be created as a by-product of Fund lending, and would
prefer to increase their acceptance obligations by definite discrete amounts
related to these maxima.

The likelihood that the problem of acceptance obligations will be a
tricky one is enhanced if these obligations are in any case going to be increased
to accommodate reserve substitution arrangements and if the relationship between
such obligations and allocations is going to be increased for industrial countries
by the Link. Of course, if the principle of indefinite acceptance of SDRs is
adopted as part of the reform, this part of the problem would disappear. Other-
wise there is a danger that a premature raising of the problem in connection with
a face-lifting for the Genmeral Account could intensify the difficulty of securing
adoption of the Reserve Substitution Account, which would be a tragedy.



L PN

O

O

If it proved necessary, in order to enable borrowers to repay the
General Account in SDRs, to institute a reverse designation system, this could
be very troublesome indeed. Had reverse designation been operative during the
period following 15 August of this year the SDR system might have run into the
same difficulties as the General Account owing to the reluctance of creditors
to give up a gold-related asset. And even a threat of such a breakdown would
have 'been fatal to confidence in the SDR and its hopes of becoming the major
reserve asset of the future. Moreover, what form would a reverse designation

.obligation take? Would a country be obligated to accept any currency conver-

tible in fact in exchange for SDRs or only its own currency? If the former,
we lean heavily on that rather weak spot in the SDR system, the concept of
"interconvertibility." If the latter, there may be difficulties of recon-
ciliation with more general concepts of asset settlement.

As regards the problem of tramsactions between the Fund in its present

or in its future form, this would clearly raise all the difficulties of imple-
menting Article XXI and Schedule I-~and then some.

My comments on other points can be made page by page.
Page 1: The title is distinctly odd.

Page 2, third last sentence: The second half of this sentence is true only of
drawings other than dollars.

Page 4: I am rather surprised at your statement that the Fund did not become

generally aware of the manner in which its credit operations affected reserves.

"until some twenty years after the beginning of these operations," ‘and the

implications of your footnote that it was enlightened on this matter by

Mr. Ezekiel. In fact,. a description of the process quite as accurate as, if

sofiewhat briefer than, that of Mr. Ezekiel was contained in a Staff Paper of my
e 17 ;

own appearing in July 1964,~' and to my recollection the matter was. quite well

understood in the staff for several years before that.

‘Last sentence: The distinction drawn between an extension of credit
and an exchange of value-for wvalue appears to me somewhat metaphysical; all
extensions of credit involve such an exchange.

Pages 4 and 5: The line of argument here is mot too clear. The first sentence
in the paragraph beginning on page 5 really follows from the second sentence of
the paragraph beginning on page 4, but this is not as clear as might be, partly
because you are making a transition from describing a hypothetical development
to putting forward a proposal.

“Page 6, footnote, seécond sentence: The operations here being compared are not

quite analogous.

Pages 6 and 7: The straddling sentence is a bit esoteric.

Page ' 7, first complete paragraph: I wonder if this point is worth making.

1/ "The Fund and International Liquidity," pages 183-85.
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Pages 7 and 8, straddling paragraph: T find the argument here somewhat overdone.
Naturally some of the terms and concepts of the old Fund would disappear but
there would be new terms and concepts under any new system, and many of the
problems that have affected us in.the past would reappear in a different. guise.
There would be no currency budget but the problems of- designation might be
intensified and reverse designation might be required. While there might not
be any scarce currencies-there might be more countries that would be pushed to
their acceptance limits., While there would be no problem of maintaining the
gold value of the Fund's -assets, the problems arising out of the gold valuation
of SDRs might be intensified, especially if there were reverse designation, If
the General Account no longer had to worry about what to do about SDRs, on the
other hand, the SDR system itself might suffer from the absence of a General
Account, permitting some substitution of SDRs and currencies, Moreover, it is
not so clear to me that the General Account under the new system would never
have occasion to borrow, and it may be advantageous that it should be able to
borrow in relatively illiquid forms, so as to.be able to extend credit without
increasing reserves, ‘

cc: Mr. Gold
Mr, Nicoletopoulos
Mr, Schwartz
Mr. Williamson
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J. Marcus Fleming

The General Account as Seen from the Special Drawine Account
Your Draft of October 27

. Polak R o Noverber 10, 1972 ;

Vhile I would, on balance, favor the transformation of the General Account,

at some point; along the lines suggested here (mainly in order to make it easier
to find resources for G.A. operations, and possibly easier to increase quotas as’
required), I do not think that governments, still less parliaments, should be §
burdened with the complexities of changing the Fund’s language from "Cherokee" ?
to "good Christisn fnglish® (as Keynes would have put it) while they are still i

struegling with the more substantive issues of the reform of the international
monetary system. Thus, whil it might be useful to have Executive Directors discuss

this issue, “1: doubt whether they should be asked to work on it. This supgests
to me that it might be better to issue the paper as a DM than as an SM,.
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The paper itself strikes me as an elegant presentation of the case for

nav;n the General Account operate eéxclusively in $DRs, but one in which the

GLEFL cuitie and costs of the transformation are eztner treated in summary fashlon
or else passed over in silence. In the first category I wouldiinclude the question
of the "flexibility™ of acceptance obligations zad the thorny issue of “reverse
designation; in the accond category, the problem of secuvring agreement to open-—
ended financing of CGeneral Account operations and, above all, the problems of -
transition-~of “changing clothes in mid-stream” as it were. }

o The questions of opennenaed financing of the Yund and open~ended acceptance
obligations go together., I find it difficult to believe that governments are going

to give the Fund unlimited rvesources and the right to create SDRs in indefinite
amounts, and are poing to assume acceptance cbligations varying from week to wealk;
with the extent to which Fund credit is used with no other restriction than thai !
provided by the magnitude of quotas. Over the last decade the link between quotas |
aud the amount of credit available to countries has been lessening with the intro-
duction of compensatory financing and buffer stock financingg even apart from these
the 100 per cent limit has become iess sacrosanct. At the very least the intro- !
duction of such a system of providing Fund resources as is envisaged in your paper
would put a stop to this rather desirable tendency and make the quota more of a
straight jacket oun the amount of assistance that fndividual countries could obtain:
more probably countries would insist on setting maxima, from time to time, to thel
amount of SDRs that could be created as a by-product of Fund lending, and would'
prefer to Increase thelr acceptance obli?ations by definite discrete amounts
related to these maxima.

The likelihood that the problem of acceptance obligations will be a
tricky one is enhanced if these obligations are in any case going to be increased
to accomuodate veserve substitution arrangements and if the relationship between |

such oblipations and allocations is going to be increased for industrial countries .
by the Link. Of course, if the principle of indefinite acceptance of SDRs is
adopted as part of the reform, this part of the problem would disappear. Other— '
wise there is a danger that a premature rafsing of the problem in connection with
a face-lifting for the General Account could intemsify the difficulty of securing
adoption of the Reserve Substitution Account, which would be a tragedy. Ci
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Page 2, third last sentenees The second half of this sentence is true only 03

‘Papes 6 and 7: The straddling seatence is a bit esoter*ce
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If it proved necessary, in order to enable borrowers to repay the

General Account in SDRs, to institute a veverse designation system, this could
be very troublesome indeed. Had reverse designation been operative during thei i

P;iaé following 15 August of this year the SDR system might have rum into the

ome difficulties as the CGeneral Account owing to the reluctance of creditors
to give up a gold-related asset. And even a threat of such a breakdown would
have been fatal to confidence in the SDR and its hopes of becoming thé major ° |
reserve asset of the future. Moreover, what form would a reverse designation
obligation take? Would a country be obligated to accept any. currency conver-:
tibie in faect in exchange for SDRs or only its own currency? If the former,
we lean heavily on that rather weak spot in the SDR system, the concept of
Pinterconvertibility.” If the latter, there may be difficulties of recon-

ciliation with more general concepts of asset setilement, - ’ . S

As regards the problem of transactions between the Tund in its preqéﬁt.

or In its future form, this would clearly raise all the difElcultias of xnplnwiv
menting Article ZXI and. Schedule I—-and then some. SRS ‘i

My comments on other pomnts can be made page by page.

Pace 1: The ﬁitué is éastinctly oa&.

Ao
drawings othey than dollars.

x‘

Page 43 T am vrather surprised at your statement that the Fund did not becomp

" gencrally aware of the manner in which its crvedit operations affected reserves

“until some twenty years after the beginning of these operatbns,® and the .

implications of your fooltnote that it was enlightened on this matter by - :
Hr, Ezekiel. In fact, a description of the process quite as accurate as, if

somevhat briefer tham, that ?f Mr. Ezekiel was contalned in a Staff Paper of ﬁvfif

own ‘appearing in July 1964~ and to my recollection the matter was quite vell :

: understooé in the starf for several yveayrs befo:e that,

and an exchange of value for value appears. to wme somewhat metaphysxcal' ‘all

l
: o
Last s entenceﬂ The distlnctlon drawn between an extension of credit i
I

5o [
extensions of credLu involve such an exchange. |

Pages 4 and 5% The line of ar rgument herve is not too clear. The first sentemnce
in the paragraph begimning on page 5 really follows from the secoad sentence of

‘the paragraph beginning on page 4, but this is not as clear as might be, pa??ly

because you are making-a transition from describing a hypothetical developmeﬁt
to putting forward a proposal. . :
. o
Page §, footnote, secoud sentence: The oPeEntions hele bemng compared ara uor
quite analogous. e

;

2

Pope 7, first ccmbletenéaragraph: I wonder if this,point is worth,making. |

i/ "The Fund and International Liquidity," pages 183-85. iy

v
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Paces 7 and 8, straddline paragraph: I find the arpument here somewhat overdone.

Naturally some of the terms and concepts of the old Fund would disappear but
there would be new terms and concepts under any new system, and many of the
problems that have affected us in the past would reappear in a different guise.
There would bé no currency budget but the problems of designation might be ‘
intensified and reverse designation might be required. While there might not
be any scarce currenciles there might be more countries that would be pushed to
their acceptance liwiis. While there would be no problem of maintaining the
gold value of the Fund®s assets, the problems arising out of the gold valuation
of SDRs might be intensified, especially if there were reverse designation. IF
the General Account no longey had to worry about what to do about SDRs, on the
other hand, the SDR system itself might suffer from the absence of a General
Account, permitting some substitution of 8DRs and currencles., Moreover, it is

- not go clear to me that the General Account under the new system would mever

have occasion to borrow, and it may be advantageous that it should be able to
borrow in ralatively illiquid forms, so as to be able to extend credit without
increasing reserves, , - |

ces  Mr. Gold
Mr., Nicoletopoulos
Mr. Schwartz
Mr., Williamson




MEMORANDUM

TO: Mr, Gold October 27, 1972
Mr. Nicoletopoulos
Mr. Fleming
Mr. Schwartz
Mr, Williamson

FROM: J. J. Polak

SUBJECT: The General Account as Seen From The Special Drawing Account

I would be grateful for comments on the attached. This would
be intended as an SM with two purposes in mind:

(a) It would aleet Directors to the important possibilities
of simplification that now exist.

(b) It would provide a subject of work for Directors which would
usefully link into some aspects of the Reform, in particular the nature

of the substitution account,
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The General Account as seen from
The Special Drawing Account

Prepared by the Research Department

Summary

This paper considers the method of operation of the General Account,:
which is based on gold and currencies, against the background of operation
of the Special Drawing Account conducted in SDRs. It’showa that, given the
existence of SDRs, operation of the General Account in SDRs alone would be
simpler than the present method and would avoid many of the most difficult
and divisive issues that have arisen in the past. This is followed by a
discussion of certain features of the Fund that derive from the fact that
it holds gold and currencies and engages in transactions in these assets;
these features, whose importance to the functioning of the Fund differs from
one to the other, would be lost (or would have toc be recast on an SDR basis).

These issues, which suggest themselves by the two separate methods of
operation adopted for the two Accounts, may assume additional interest in
the context of the reform of the system, which is likely to have important
effects on the operation of the Special Drawing Account, and perhaps on that
of the General Account as well.

On a sufficiently general level there is a strong similarity between

——

the financial functions which the two Accounts in the Fund, the Gengral
Account and the Special Drawing Account, perform for members: both enable

a member in deficit to use financial resources that it had not earned from

a previous balance of payments sugplus. The two main differences between use

of the two Accounts relate to conditionality-—use of the General Account
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(except gold tranche use) being subject to conditions whereas the use of
SDRs is unconditional--and to the need to restore the previous position
after use. For members that provide the users with foreign exchange the
effect of any use of the resources of either Account is also very similar;
they acquire, in both cases, reserves in the form of "Fund related assets":
a "reserve position in the Fund" (a gold tranche position or a loan claim
on the Fund) when the drawing takes place in the General Account and SDRs
vhen the drawing member uses its position in the Special Drawing Account.
In spite of the fact that transactions in the two Accounts are so
similar, both for the user and for the provider of resources, they are
executed in entirely different ways. In the General Account, transactions
are conducted on the basis of a pool of currencies contributed by all members,
with further contributions in gold to enable the Fund to acquire additional
amounts of any currency that it might need. The drawing entitlements are
expressed in terms of quotas, but the quotas themselves are not exchange
reserves available to the member; such reserves have to be acquired by
drawings made within the framework of the quotas. Drawings are technically
made in the currencies of the countries that are selected by the Fund to
acquire the reserve positions im the Fund; but these currencies are normally
at once converted by the drawer, so that the drawee country experiences a
substitution of a reserve position in the Fund for holdings of foreign
exchange., In the Special Drawing Account by contrast, given amounts of
SDRs representing an equal percentage of quotas are allocated from time to
time to participants. Use is made in the 8pecial Drawing Account by the

transfer of SDRs froh one participant to another against convertible currency.
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Why this difference between the two Accounts in technical arrangements,
if it does not reflect any obvious difference in substance between the
transactions in these two Accounts? It may be noted that the SDR account
is both the junior and simpler of the two Accounts, and the more complicated form
in the senior Account has clear historical reasons: the U.S. negotiators in
the discussions that preceded Bretton Woods argued strongly that a Fund
operating on the basis of "a mixed bag of currencies" was more likely to win
Congressional approval than one based on an international currency which could
be created at villell But is there a continuing justification for this latter
form? Perhaps the best way to approach this question is as follows. Suppose
that the founders of the Fund had felt it necessary to concentrate their
attention on the need for unconditional rather than conditional liquidity and
for this purpose had created a mechanism such as that contained in
Articles XXI and following of the present Articles of Agreement, perhaps
combined with regulatory provisions with respect to exchange rates, the
avoidance of exchange restrictions, convertibility, etc. Such a Pund would
have required quotas both as a basis for the allocation of unconditional
liquidity and to determine voting power. But it would not have contained
the financial provisions of the original Articles of Agreement. Assume
further that, despite the absence of a learning model which the pre~1969 Fund
provided for the SDR mechanism, the provisions on SDRs were exaatly those

of Article XXI and following (with the exception of references to the General

Account). If then, at some later time, when the SDR facility had been running

1/ J. Reith Horsefield, The International Monetary Fund, 1945-1965,
Vol. I, pp. 28-30.



smoothly for a considerable period, the Fund had reached the conclusion
that 1; would be opportune to provide, side by side with the SDR facility,
a conditional facility under which members would be entitled to obtain
financial resources from the Fund for temporary use, how would it have
gone about this?

It would seem unlikely that in order to provide this new facility
the Fund would have found it necessary to ask each member to make a
contribution in gold and in its own currency. Rather, it should have
appeared natural that the Fund would have made provision for the creation
of additional SDRs for the amount of credit it extended, these SDRs to
be cancelled when Fund credit was repafid. This would be in line with the
proposition that the extension of international credit by the Fund 1nvolvu4
an expansion of reserves, and the repayment of such credit a contraction of
reserves--a proposition of which the Fund did not become generally aware
with respect to its own operations until some twenty years after the

1/

beginning of these operations.=~ By that time the approach originally
chosen--1,e., that the Fund would not be an international “bank",

creating international money by extending "credit"--had been overcome by
the economics of the situation. Member countries making resources
available to the Fund wanted these resources to be monetized. At the

same time, the attempt never took hold to view transactions through

which the Fund made resources available to members in payments difficulties

as an exchange of value for value (currency for currency). Fund transactions

are now generally regarded as the extension of balance of payments credit.

Tri7 Wafnah- EEekieY, "The Present System of ReSErve’ CYeatlon Incthe Fand,”
Staff Papers, Vol. XIII, No. 3 (quember 19662, p. 398-420.
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This view is reflected, for example, in the adoption of the concept of
"credit tranches" and in the widespread use of the term “repayment" as
both more general and more meaningful than the legal “repurchase."

The country that obtained Fund credit in SDRs would normally use
these SDRs to acquire currencies, for which the designation mechanism
cotld conveniently be used. Nothing new would be required for this
purpose, but it would be necessary to create sufficient flexibility in
the acceptance obligations so as to ensure that there would be takers
for the additional SDRs put into circulation by the Fund's credit
operations. A more important new feature would be required to enable
countries to repay Fund credit in SDRs. Countries would have to be in
a position to acquire such SDRs against the lddings of reserve currencies.
If the Reform provided for an open-ended substitution facility, this
would take care of the problem. Otherwise, it would be necessary to
introduce into the SDR mechanism a system of what might be called "reverse
designation" to regulate which countries would have to make available SDRs
against convertible currencies, and in what amounts (in contrast to the
designation mechanism that regulates the countries that are to make
available convertible currencies against SDRs). In the present SDR
facility there are only the most rudimentary provisions for “reverse
designation" because the need for it 1s unlikely to arise on any
significant scale. In theory, a participant may be obliged to sell SDRs
for other reserve assets for the purpose of enabling another participant
to meet its obligations to pay charges and assessments (Article XXVI,

Section 5) or its reconstitution obligation (Schedule G, 1(a)(iv)); but



the stock of SDRs held by the General Account makes &t unlikely that
these provisions will ever become operativa.AJ

The Fund's conditional drawing facilities could be subject to certain
quantitative limitations such as a normal maximum of 25 per cent of quota
per year and a normal upper limit of 100 per cent of quota, and within
the latter limit to a tranche policy of increasing intensity of scrutiny
depending on the extent of the use of Pund credit in terms of a member's
quota. There would, of course, be no occasion for the introduction of
automatic drawing rights in what is now called the gold tranche, because
in the absence of gold payments and the sale of members' currencies,
"gold tranche positions" would not arise.

The FPund liquidity necessary to meet the needs for convertible
currencies of the members that used the credit facility would be ensured
by the size of the acceptance obligations, which, as mentioned, would
have to be large enough to permit designation in relation to the total
amount of SDRs that would at any time exist, whether arising from
allocation or from conditiomal credit operatioms.

Credit extended by the Fund in SDRs would naturally be repayable
in SDRs. The Fund could set conditions for the duration of the credit
(e.g., 3-5 years) or it could make timing of repayment a function of
the rate of interest payable, along the lines of the provisions of
Article V, Section 8(d). There cald further be provisions for accelerated
repayment in the light of the member's balance of payments and reserve

position. Information on this subject 18 already used in the operation

1/ The sale of SDRs by the General Account against convertible currencies
transfers the economic problem to that Account, where it is assimilated
with that of the currency budget for repurchases. The question thus
becomes the selection of countriese to give up reserve positions in the
Fund rather than SDRs,
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of the designation system which regulates inter alia ihe reversal of
net use of SDRs in a manner somewhat akin to the repurchase provisions
in the Ceneral Account;il It may be noted that this system employs
data on reserves based on an economic definition rather than the
definition laid down in Article XIX to guide the repurchase provisions
of Artile V, Section 7(b).

It might be presumed that a Fund that did not hidd balances in the
currencies of its members would not give members the option in certain
circumstancqs to add the interest charges to the outstanding credit——
which 1s the effect of the provision in the present Articles allowing
payment of interest in the member's own currency--rather than pay them
in SDRs.

The preceding summary description of how the SDR Account of the PFund
could be extended to cover conditional credit transactions sketches a
mechanism that would not only lack most of the esoteric characteristics
of the present Fund and would thus be much easier to understand; it would
also avoid many of the most difficult and divisive issues that have
arisen in the Fund's history. Among the concepts for which there would
be no need one may mention the "gold tranche,” the "basic godd-beanche,”
the "super gold tranche,” the "currency budget," "overwhelming benefit
of the doubt,"” "reserve positions in the Fund," "Fund positions" (net,

" and "scarce currencies." Among the

gross, and creditor), "remuneration,
major issues that would not have arisen, mention may be made of the

automaticity of drawing in the gold trahche, "floating in the gold tranche"

1/ J.3. Polak, WSome Reflections on the Nature of Special Drawing Rights,"
International Monetary Pund Pamphlet Series No. 16, p. 17.
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(applicable to compensatory financing but not to buffer stock financing),
maintenance of the gold (or SDR) value of the Fund's assets, mitigation
of the direct and indirect reserve effects of gold subscriptions, the
General Arrangements to Borrow, bilateral borrowing, replenishment of
currency holdings with gold, and the usability of SDRs in payments to
and by the General Account,

A substantial portion of the present Articles relative to the General
Account would become redundant 1f the approach to the credit operations of
the Fund outlined above were adopted., There would also have to be many
consequential changes, e.g., in the provisions that indicate debtor or
creditor positions by reference to the Fund's holdings of a member's currency
compared to its quota,

If the conditional facility in the Fund were constituted along the lines
indicated, it would be very much simpler than the present General Account,
The absence of holdings of gold and currencies derived from subscriptions and

i/

exchange transactions,= would, however, imply that the Fund would lack certain
features related to these assets., Five of these features deserve some
consideration in this context, although tis is not an exhaustible liatﬂgj

1. Gold payments., Members make gold payments to the Fund when they
join, and when their quotas are increased, With respect to initial gold
payments the Fund\has been flexible, accepting payment of less (sometimes

much less) than the standard 25 per‘cent of quota in the light of the member's

holdings of gold.

Aj It might still hold gold and currencies arising from (or construed to
have arisen from) other sources, e.g., 1f it could acquire gold and currencies
against SDRs through a substitution facility,

2/ One might mention, in additfon, that in a Fund whose transactions were
all conducted in SDRs the distinction between participants and other members
might be difficult to maintain; such a Fund might also need a provision to
acquire currencies for its administrative expenditures.,



(applicable to compensatory financing but not to buffer stock financing),
maintenance of the gold (or SDR) value of the Fund's assets, mitigation
of the direct and ixdirect reserve effects of gold subscriptions, the
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1. Goild payments. Members make gold payments to the Fund when
they join, and when their quotas are increased. With respect ‘to initial
gold payments the Fund has been flexible, accepting payment of less
(sometimes much less) than the standard 25 per cent of quota in the light

of the member's holdings of gold.

1/ It might still hold gold and currencies arising from (or comstrued to
have arisen from) other sources, e.g., if it could acquire gold and
currencies against SDRs through a substitution facility.

2/ One might mention, in addition, that in a Fund whose transactions were
all conducted in SDRs the distinction between participants and other members
might be difficult to maintain; such a Fund might also need a provision to
acquire currencies for its administrative expenditures.



The rule: that members pay 25 per cent of any quota increase in gold
was for a long time considered an important disciplinary factor that would
help to.avoid undue pressure for quota increases. Although the Articles
of Agreement provide for the possibility of a reduction in the gold pay-
ments by a member with small reserves (Article III, Section 4(a), it was
decided in both the 1958 and the 1964 general quota increases not to apply
this provision. The reason given on both occasions was that the “proposals
for increases in quotas Jwere] based on the idea of a cooperative effort
by the members of the Fund to provide larger resources against contingeneties
that might affect any member.", and that the general character of that
effort should be preserved.AJ

The significance of the "effort" on the part of members that were not
using the Fund in the credit tranches was however greatly reduced by the
recognition-—at first de facto and later de jure-——of the reserve character
of gold tranche positions. For count;ies in that pesitionstheFpayment! ric:
@f ghid in connection with the quota contribution constituted no more than
the replacement in their reserves of a gold guaranteed position in the
Fund for actual gold. The economic meaning of the tramsaction would be
even further reduced if countries were given the right (which they do
not possess now) to substitute payment in SDRs for payment in gold. For
countries that were using the Fund in the credit tranches on the other
hand, the gold paymentswas the equivalent of an advance repayment of
credit received from the Pund, These and other considerations led to a

reversal of the position of the principle taken with respect to the

}J'“!nlargenent of Fund Resources Through Increases in Quotaaﬂf
Washington, 1958, p. 17; 1965 Annual Report, p. 126.



application of the provisions of Article IXI, Section 4(a): in the Fifth
Quinquennial Review (1969), members with low reserves wéte entitled to
availisthemselves of the opportunity to make a reduced gold payment.

The substantive difference in treatment between the earlier and the
later quota reviews was not as great as the change in the fornné?poaitioq
might suggest; in fact it was minimal. On both of the earlier occasions,
members eqcountering payments difficulties through the reduction of their
reserves that the gold payment would involve could make a‘druwing for fhe
corresponding amount, to be repurchased in three (1958) or five (1964)

mades
equal annual installments ani\fhat availed themselves of the possibility
of reduced gold payments under the 1969 :eview were required to undertake
to repurchase the resulting additional currency subscription in five equal
annual installments.

If a member that receives a quota increase does not pay gold or pays
gold and makes a drawing for the same amount, its position in the Fund is
not changed. For a member that uses the Fund in the credit tranches, the
arrangements under the various quota reviews therefore amount to some
acceleration of repurchases of outstanding use of Fund credit and some
coumitn;nt to build up a gold tranche position, T pibctantive walue of
such 3y drensactions with the Fund in gold. The prévisions with respect
to the sale of gold by members to the Fund and the sale of gold by the Fund
to members can be seen as providing an indirect mechanism assuring members
of the usability of gold in their reserves to settle transactions with
other members. The two provisions that, together, could provide this
chain are Artiele V, Section 6(a) dealing with gold sales by members to

the Pund and Article VII, Section 2(i1) under which the Pund can acquire

1
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a member's currency for gold for replenishment purposes. However, the
legal right of a member to sell gold to the Fund has been questioned in
recent years.

A number of questions with respect to gold will in any event have to
be dealt with in connection with the Reform, For example, it has been
suggested that the Fund might be enabled to acquire gold frommembers

1/

against newly issued SDRs.~' Any arrangements to that effect that might
members

be introduced could give/an assured possibility to use their gold holdings;

the existence of such an arrangement would also make it possible, 1if that

were desired, to eliminate the role of gold in the General Account without

the need for the Pund to dispose of the gold it had at the moment of

transition.

3. Scarc§ currency provisions. Under these provisions of the Articles,
the Fund 1s entitled to t;ke action ggainst a country in an extreme creditor
pogition as reflected in the Funq's holdings of that member's currency;
and such action then authorizes members to introduce discriminatory pro-
visions with respect to the currency that has been declared scarce
(Article YII, Section 3). While these provisions of the Articles were
initially hailed as an important part of the adjustment process directed
against persistent creditor positions, it has since become recognized
that this provision “does not in its present form provide a practical means
of applying pressure on surplus currencies." (Reform Report, p. 18)

4, Absence of remuneration on the basic gold tranche. Simplification
of the Fund as described above might also make 1t more difficult to maintain

the implicit contribution that members now make to the Fund's budget to

1/ Reform Report, p. 36.
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the extent that they hold a basic gold tranche position on which they do
not receive tuunnerationcll The amount involved has been of the order of
SDR 60-to 75million in recent years (1 1/2 per cent on basic gold tranche
positions of SDR 4 to 5 billion). The equity of a contribution on this
basis is open to question. Members of whose currency the Fund holds

100 per cent of quota or more do not share in it, and meibera in the 75 to
100 per cent bracket share in it only partially. Members that hold a
corresponding amount of thelr reserves in the form of SDRs rather than

as a basic gold tranche position do not forego income on these assets.

If creditor interest were paid at the SDR rate om all creditor positioms,

the effect on the Fund's budget could be compensated by an assessment

levied on all members®' quotas, e.g., at the rate of one-fourth of the
SDR interest rate; this would follow the approach adopted to finance the
cost of the Special Drawing Account by an assessment on net cumulative
allocations.

5. Effect of the provision for uniform change in par values omn the

value of positions in the Fund. The present Articles provide a theoretical

possibility to scale down members' debtor and creditor positions in the
Fund as a result of a uniform change in par values accompanied by a
decision not to apply the provisions on the maintenance 6f the gold value
of the Fund's assets.zj The practical significance of this possibility

may be doubted.

1/ Admittedly, this question can be looked at from different angles. For
many years the absence of interest or its equivalent on gold tranche posi-
tions was not questioned, and there was indeed considerable reservation to
the idea that any part of such positions should form the basis for any form
of "creditor interest." However, as gold tranche positions (basic as well
as super) have come to be considered as reserves and as remuneration is now
paid on super gold tranche positions, at a rate equal tothat on SDRs, the
unremunerated basic gold tranche must increasingly be regarded as the "odd
reserve out,"

2/ Article IV, Sections 7 and 8(d).
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Mr, Gold June 29, 1971

W.0. Habermei

I would suggest that a communication to the Board at this stage
might be premature. It is my strong impression from looking at some
preliminary investigation of drawings in 1968 to 1970, which we started
earlier this year, that the concept of the requiremsnt of need in the
General Account differed im fact from that which we use generally on SDRs.
If this is so, then the use of the SDR concept might restrict the access
to the General Account in comparison with the accepted practices, and also
wvith previeds decisions by the Executive Bosrd approving spscific drawings,
Such a move could raise sericus issues of consistency of treatment.

Before alerting the Board is is my view therefore that we should
explore more systematically the criteria used by area departments in
recoomending drawings. Perhaps the area departments could be asked to initiate
a memorandum (along the lines of those presently used to reach a judgment on
the use of SDRs) each time a member makes & drawing on the Fund, or &s soon
as their reserve data are available. In the light of the legal view that all
Fund-related assets may be used to meet balance of payments needs, I would
suggest that we start by applying the same quantitative criteria that have
been used internally to determine whether the use of SDRs has met the require-
ment of need. These memoranda should be circulated, as at present, and all
interested departments would come to & view on them jointly. At the end of some
period a paper could be written for the Board using the accumulated experience
as background. I should perhaps add, in order to avoid misunderstandings, that
I do not ingdst that we be guided solely by "experiencs,” but that any ecriteria
vhich we wish to apply should be tested for a while in practice before we
undertake to affirm them to the Executive Board.

cc: Mr, Polak



Mr. Smith August 13, 1971
b [ Jo PO].ak

Subj.: Requirement of Need in the General Account

Perhaps not much can be done on this
for the time being, but you might at least
begin to give some attention to the questions
that concern us most in this connection. ="

In that connection, I attach some charts “@% =
that have been prepared by the Treasurer's

Department.,




HEMORANDUM

TO ¥z, Cold Auguat 13, 1971
My, Habermeier
Mr. Sture

FROM3 J. J. Polak

SUBJECT : muiment of Need in the Ceneral Account

I am sure all of us would prefer to deal with this
natter at some leisure, but since at least some Directors
expect us to come forward with proposals with remedial action
on Malaysia shortly after the recess, I think we have to give
this natter sowe rather urgent attention,

There are many aspects that deserve consideration.
To get the process moving I have put down in the attached scme
of the major points that mfght form the basis for en SM. If
you could lst Mr. Flening have your reactions within the next
two weeks, it might be possible to meet thereafter and to decide
how to proceed from there.

cct Mr, J. Smich



Js. J. Polak
August 13, 1971

Requirement of Need in the General Account
Qutline of Points for Staff Paper

1. Background

The situation has been so fars that, with respect to need, there have
been roughly two categories of transactions--those where the need was
evident and where it was tested, and those where the need was not evident
and often not present, but which were not tested. In the first category
there were straight drawings in the credit tranches or the first install-
ment under a stand-by arrangement, as well as drawings under the compensatory
financing facility. Members did not request such drawings unless they had
a clear need, which they also knew would be tested. In the second category
were gold tranche drawings and subsequent drawings under stand-by arrange-
ments. These transactions were handled extremely expeditiously; moreover,
the myth was allowed to grow that drawings under stand-by arrangements do
not "really" require to meet the needs test.

The net result of this constellation was that the Fund never challenged
a drawing on the ground of absence of need, nor made a formal subsequent
judgment afterwards that there had been no need. Thus, the remedy-—inclusion
in the currency budget--also remained untested.

2. Remedies

If in the future the Fund is to take the requirement of need seriously
we should be aware of two facts: (a) that in many cases it will not be
possible for the staff to give a clear ruling at the time of a drawing
that the need is met or 18 not met without introducing considerable delay;
(b) that the corrective mechanism via the currency budget is exceedingly
difficult to handle.

The reason for (a) is that it takes time to judge need and that need
is at least to some extent a prospective concept. The reason for (b) is
that a member can in practice make use of its currency in transactions
difficult 1f it does not want to increase its position in the Fund.

These considerations lead to the suggestion of the following two~pronged
approach, which 48 of course greatly influenced by experience in the Special
Drawing Account,
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1. In transactions subject to challenge the staff would not need to
propose challenge by the Fund even where it was not convinced that the
requirement of need had been met. In practice this would mean that all,
or almost all, transactions would continue to remain unchallenged, either
because the staff was satisfied that the requirement of need had been met
or because it did not feel sufficiently certain to the contrary to challenge
the transaction. This half of the policy would obviously require as a
counterpart an effective corrective mechanism,

2. Such a mechanism should operate through repurchase, not through
the currency budget., To introduce this it would he necessary to introduce
the rule that members, when requesting a drawing including a gold tranche
drawing, would undertake to repurchase promptly in the event the Fund had
found that the requirement of need had not been met. Perhaps it could be
argued that members are already giving a general undertaking in this
direction when they subscribe to the prineiples of the 1952 Decision, which
includes the provision that "exchange purchased from the Fund should not
remain outstanding beyond the period reasonably related to the payments
problem for which it was purchased from the Fund."” In cases where there
i8 no need, there is obviously no payments problem related to the purchase
and a prompt undoing of the tramsaction is, therefore, indicated. However,
no specifics have been suggested for this in the past and some appropriate
Fund decision would cbviously be necessary. Any decision to the effect
that a member should repurchase when the Fund found that the requirement
of need had not been met would require stipulation with respect to timing
and other particulars. (Reversal through repurchase would not be applicable
to drawings in the super gold tranche; however, the fact that a country has
acquired a super gold tranche position must mean that at least in the past
some solution had been found to sales of its currency; moreover, the normal
currency policy will have some corrective effect.)

3. Criteria of Need

Even though, as suggested, need would normally be assessed after the
event, there would be great advantage if members could, as a minimum, be
assured that drawings in specified circumstances would pass the test. The
tvo tests applied in the Special Drawing Account might do for this: reserve
movement over recent months, and a minimum level of working balances (see
SM/71/85). The second of these would be agreed specifically in the case
of individual stand-by arrangements.

Attention would have to be given to the question how far forward to
look in determining need. Where the drawing can be made any time in the
future, as in the Special Drawing Account os the gold tranche, there would
appear to be no reason for anything beyond a very short forward look. This
has been the practice in the Special Drawing Account, (SM/71/85, page3).
Should the position be different where the member may lose the opportunity
to draw (under stand-by arrangements, compensatory financing, buffer stock
financing)? To what extent should the problem be resolved by allowing
greater leeway to a member to draw under the buffer stock facility after
making its payment to the buffer stock 1f it has a need later which it
did not have at the time of the payment?
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I agree with the general lines of your draft of July 29. However,
I think that it requires rounding out in various ways.

(1) It should be emphasized that "presently needed for making .....
payments'" has a forward as well as a backward reference. Unless one is going
to confine the need to draw to the restoration of reserves lost over a recent
period, one must allow that it includes also an acquisition of reserves to meet
a prospective decline over a nearby future period. The "present" is of course
a period of time and not a point in time. It is only if prospective as well as
past deficits are relevant that we can establish the point that judgments of need
are always subject to some uncertainty and may be subject to considerable uncer-
tainty, and also the point that need or its absence can sometimes be more clearly
established at a point of time subsequent to the drawing.

(2) You should probably admit that one of the reasons why in certain cases
members draw only when they have a need is that they are aware that their need
may be challenged.

(3) It should probably be mentioned that in some cases, notably the super-
gold tranche cases, some reversal of unneeded transactions will take place,
albeit slowly, as a result of the normal operation of the currencies to be drawn
policy, quite apart from the addition to that policy of a specific provision
about reversals.
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Requirement of Need in the General Account

The ease with which the staff has handled (or rather avoided) the
problems in this area in recent years should not hide from us the real
difficulties that we would be faced with if we began to take this problem
seriously.

The situation has been that there have been roughly two categories
of transactions—~those where the need was evident and where it was tested,
and those where the need was not evident and often not present, but which
were not tested. In the first category there were straight drawings in
the credit tranches for the first installment under a staend=by arrangement
as well as drawings under the compensatory financing facility. Members
did not request such drawings unless they had a clear need, In the second
category were gold tranche drawings and subsequent drawings under stand-by
arrangements., These transactions were handled extremely expeditiously;
moreover, the myth was allowed to grow that drawings under stand-by arrange-
ments do not "really” require to meet the needs test.

The net result of this constellation was that the Fund never challenged
a drawving on the ground of absence of need, nor made a formal subsequent
judgment afterwards that there had been no need. Thus, the remedy--inclusion
in the currency budget——also remained wmtested,

If now we want to take the requirement of need more seriously we
should be aware of two facts: (a) that in many cases it will not be possible
for the staff to give a clear ruling at the time of a drawing that the need
is met or is not met without introducing considerable delay; (b) that the
corrective mechanism via the currency budget is exceedingly difficult to
handle,

This would lead me to the following two-pronged suggestion, which ia
of course greatly influenced by our experience in the Special Drawing Account,

1. In transactions subject to challenge the staff would not need to
propose challenge by the Fund even where it was not convinced that the
requirement of need had been met. In practice this would mean that all,
or almost all, transactions would continue to remain unchallenged, either
because the staff was satisfied that the requirement of need had been met
or because it did not feel sufficiently certain to the contrary to interpose
the transaction. This half of the policy would obviously require as a
counterpart an effective corrective mechanism,

2, 8uch a mechanism should operate through repurchase, not through
the currency budget. To introduce this it would be necessary to introduce
the rule that members, when requesting a drawing, would undertake to re-
purchase promptly in the event the Fund had found the absence of need. There
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would be no reason not to subject gold tranche purchases to this require-
ment as well., Perhaps it could be argued that members are already giving
a general undertaking in this direction when they subscribe to the
principles of the 1952 Decision, which includes the provision that "exchange
purchased from the Fund should not remain outstanding beyond the period
reasonably related to the payments problem for which it was purchased from
the Fund."” In cases where there is no need there is obviously no payments
problem related to the purchase and a prompt undoing of the transaction:
is, therefore, indicated. However, no specifics have been suggested for
this in the past and some appropriate Fund decision would obviously be
necessary. Reversal through repurchase would not be applicable to drawings
in the super gold tidanche; however, the fact that a country has acquired a
super gold tranche position must mean that at least in the past soci=
solution has been found to sales of its currency.



MEMORANDUM
TO: = Mr, Gold June 25, 1971

FROM: Je Jo Polak

SUBJECT: Requirement of Need--General Account

1 gather that the decision at yesterday's Staff Meeting was
that the staff should undertake a study of the question of misuse of
automatic drawing rights in the gold tranche as referred to in para-
graph 32 of the 1968 Report of the Executive Directors, and any related
questions for drawings in other tranches, and that moreover a vay
should be found in advance to inform the Board that this study would be
undertaken,

It might be best to start with the communication to the Board,
Would you be willing to take the initiative on this?

ect Mr, Habermeler
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DRAFT

6/2L/71

Gold Tranche Purchases - Need

I hope that we will pursue the subject raifed by Mr. Gold
at the Staff Meeting on June 2hth., It agreed, I believe,
that you would inform the Board thal” the staff was studyiﬁg the subject
on the basis of, although not mécessarily confined to, Section 32 of
the Bxecutive Directors' Réport on the Proposed Amendment of the
Articles., I suggest that Mr. Gold take the initiative to prepare a
draft in collabordtion with Mr. Habermeier and myself for your |

considerations






