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Netherlands -~ Discount Rate

Mr. de Vries reported briefly on increase in discount rate.

Special Drawing Rights ~ Transactions by Agreement Between Participants

Staff representatives: Cutler, Nicoletopoulos
Discussion: 1 hour, 25 minutes

Most EDs welcomed proposed decision exempting certain trans-
actions by agreement between participants from the reguirement of need.
It was viewed as a modest step toward enhancing the SDR as a reserve asset.
One speaker however believed that it was unwise to anticipate the amendment
of the Articles and that the decision should be qualified to specify that
Fund would approve such transactions only if they were in its interest and
did not adversely affect the designation process, for instance. Other
speakers stressed that present Articles already gave Fund necessary authority.

In response to questions, staff explained that members with excess
holding ratios, as well as those with low ratios and obhers in need of SDRs
to promote reconstitubtion, had expressed interest in making voluntary trans-
actions. It was difficult to state in advance whether specific transactions
would increase scope for designation, which moreover had not been major
reason for the proposal under discussion, as one ED also noted.

Several speakers drew attention to Article XXVIII, under which
participants undertock to collaborate t6 facilitate the effective functioning
of the Special Drawing Account. It was also observed that operation of deci-
sion could be reviewed at any time. In accordance with usual practice, staff
confirmed, Executive Board would be informed of any bransactlon that was pre-
Judicial to Special Drawing Account. EDs approved decision, on understanding
that it could be reviewed at any time and that they would be notified if it
proved toc be prejudicial to designation process or inconsistent with
Article XXVIII.
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Fund Liquidity - \Review

Staff representatives: Habermeier, Cutler, Nicoletopoulos
Discussion: 2 hours, 30 minutes

EDs welcomed review of Fund's liquidity, which should be a continu-
ing prcocess, they believed. 'Most speakers felt that there was no need for

* Précis for limited distribution; not basis for official action.
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immediate consideration of measures to increase Fund's avallable resources
which, although under greater strain than in the past, should be sufficient
over coming year to meet demands by nonindustrial and small industrial
menbers. However, if one or two large industrial members wished to draw,
negotiations for activation of GAB would have to be started. Some EDs were
willing to consider earlier restitution of gold to members as means.of
increasing liquidity, but others felt that this was impractical and that

in any event agreed gold sales program should be carried outb.

First priority should be given, most speakers said, to extending
1list of usable currencies, One ED, supported by others, suggested that
Executive Board in its report to Interim Committee should indicate
responses to Managing Director's approach to members on arrangements neces-
sary for use of their currencies in accordance with Jamaica communigue and
paragraph 4 of Resolution on Sixth Quota Review. Another, however, reminded
EDs that a member was not legally bound to make its currency usable until
after the second amendment of the Articles had been adopted.

Most speakers felt that the Fund should not at present consider
establishing bilateral credit lines with members, although one was willing
to agree in principle on negotiations to that end in case such borrowing
became necessary. Obther EDs noted that not only was it difficult to foresee
with any precision the likely use of the Fund’s resources in the near fubture,
or the amount of financing available fram other sources; such borrowing would
reopen the difficult issues of Fund charges, remuneration, and rates of
interest on loans to Fund. One speaker commented that increased charges and
remuneration might deter use of Fund resources. Another cobserved that increase
of credit tranche by 45 per cent had not been accompanied by a corresponding
increase of Fund resources, and suggested considering the establishment of
credit lines to extent that members were expected to use their increased
- access to Pund resources, with proviso that they would lapse when quota
increases became effective. Generally, EDs said it would not be appropriate
to seek an across-the-board anticipation of quota increases under Sixth Review.

Several EDs believed that the Fund should in its policies stress
proper balance between adjustment, when necessary, and .the financing of
members' balance of payments needs. 'Others noted that. that was long estab-
lished central function of Pund, its major weapon belng use of - its resources.
Timeliness for shift of empha81s from financing to adjustment seen by some.
Several EDs stressed that solution of ° llquldlty problem should not be sought
through making access o ex1st1ng fac111t1es more restricted; to

Seminar for Asian Officials'

Staff representatives: Tun Thin, Fuddleston
Discussion: 15 minutes : A

EDs accepbed the Acting MD's proposal for a seminar for Asian
officials on implications of the second amendment of the Articles for their
operationg and policy planning. Staff made it clear that people to be
invited were of high rank, and that IMF Instltute was to play a role in
presenting the seminar. »
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Guinea-Bissau - Application for Membership

Without discussion, EDs accepted Acting Chairman's proposal for
an ad hoc committee to consider the application by Guinea-Bissau for
membership.
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Decisions taken since previous Board meeting to be recorded in minutes
of Meeting 76/128

Zembia - Exchange System - Representative Rate (EBD/76/173)

Amendments of Rules and Regulations - Transmittal to Board of Governors
(EBD/76/170)

Executive Board Travel (EBAP/76/195, Sup. 1)



August 25, 1976

MEMORANDUM FOR FILES

Subject: Review of Fund Liquidity

The Board this morning discussed the staff paper reviewing the
Fund's liquidity. The great majority of speakers took the view that although
the liquidity position needed to be watched, it did not now present reason for
concern and it would therefore be premature to spend time discussing what
measures might need to be taken in some hypothetical future.

This view was put across most strongly by Mr. Cross, who was the
first speaker. He, like others after him, chose to throw doubt on some of the
projections made by the. staff regarding the possible use of Fund resources and
he went on to say if the liquidity position did come under strain, then that
might be a suitable opportunity to curtail some ofi'the existing facilities (no
subsequent speaker took up this point and a few from the LDCs explicitly
disagreed with it). Cross and several others after him took the line that the
world now needed more adjustment and less financing.

The main points made during a brief discussion of the principal
proposals put forward by the staff were:

(1) Use of GAB

Cross managed to give the general impression that he was opposed to
its use but in fact was careful only to say that it would be unwise now to
assume that it could be used. Several LDC-speakers took the line that it should
be used if a member of the G-10. were to borrow. Various G-10 speakers (in-
cluding the French, the Japanese, the Italians, and the Germans) took the
view that the GAB was there to.be used but that. use would have to.be considered
on a case-by-case basis and the lending countries could be expected to be

- generally unenthusiastic given the low rate of return on their lending.

(2) A more widespread use of currencies

A1]1 the speakers repeated the point that the Fund's liquidity position
would be improved if use could be made of the currencies of all countries in
balance of payments surplus. Even Deif lamented the obduracy of certain
surplus countries and he promised to take up the matter with his constituents
again. He held up no hope in the change of their attitude. In contrast
Amuzegar truculently dismissed the subject.
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(3) Faster rate of gold restitution

The suggestion was fostered by Kafka who later told me he saw merit
in any measure that might put further pressure on the price of gold. It was
supported by a small handful, including Dini, Wahl, and Guarnieri, but others
were either silent, noncommital, or opposed.

(4) Accelerated repurchases

A1l who talked on this point favored early repurchases by countries
whose position had become sufficiently strong to allow this.

(5) Establishment of lines of credit

Only Dini favored this proposal though Kafka played with it. All
others took the position that not only was it not now required but that it could
not be justified when the Fund held currencies of surplus countries it could
not use. Various side-issues were also raised relating to the cost of such
borrowing and the possible repercussions on charges (Dini said that he would
oppose any measure that raised charges) and also the question as to whether
it was proper that credit extended to the Fund should be used only for specified
purposes.

(6) Borrowing in anticipation of quota increases

Discussion of this point merged into the previous one and the two
subjects were tackled as one point by the few who spoke on them.

was
The overwhelming impression/that the potential creditor countries
could not bring themselves to believe that the liquidity position threatened
to be dangerous in the short-term and were therefore unwilling to promise
any measure in advance.

/v

L. A. Whittome

ce: Division Chiefs
Mr. Van Houtven
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INTERNATIONAL MONETARY FUND

Review of Fund Liquidity

\Prepared by the Treasurer's.Department“i
(In consultation with the Legal and Research Departments)
Approved by W.0. Habermeier

July 30, 1976

’fintroduction ' i
Since the beginning of 1974, net use of the‘Fund's"resources has
grown appreciably. The major part of the increase in purchases and
fhence outstanding drawings results from purchases under the 0il Facility,
“which have been financed solely . by borrow1ng, but there have also been

”h substantlal net purchases under the Fund's other fac111t1es, partlcularly,

in~ recent months, the Compensatory F1nanc1ng Fac111ty These purchases
have been financed from the Fund's’ holdlngs of the currencies of those
members in relatlvely strong balance of payments and reserve p081t10ns
_w1th whom there are arrangements for the use of their currenc1es
" Mdinly as a result’ of sales of currency, the Fund's total holdlngs of
'these usable curréncies have markedly declined; at June 11, 1976, when
h the’currency budget for the quatter ending August 31, 1976 Was agreed
'they totaled SDR 6.3 billion compared with some SDR 13- b11110n at the
A start of 1975 On July 9, 1976 they were SDR 6.3 billion, aid, if the
present currency budget were to be fully utlllzed these holdlngs would
fall by a further SDR 465 million to about SDR 5. 8 b11110n by August 31,
1976. -

In line with the increases in neét use of the Fund's resources,
reserve positions in the Fund, including loan claims of SDR 6.9 billion,
have substantlally increased in recent years and now exceed SDR 16 billion
compared with SDR 8.8 bllllon at the beginning of 1975 and SDR 6.2 billion
at the start of 1974. The increase of around SDR 7. 2 bllllon s1nce the
beglnnlng of 1975 reflects the reduction in holdlngs of usable ‘currency
and an 1ncrease in loan clalms _

These developments, and the prospect of a contlnued h1gh volume of
purchases,; bring into sharp focus the Fund S ab111ty to meet further,
substantial demands for the use of ‘its f1nanc1al resources This memo-
randum has been prepared as a ba31s for a discussion by the mxecutlve
Directors of the various issues that arise in connectlon w1th the Fund's
liquidity as. it may ‘evolve over the period up ‘to June 30, 1977 and on
the assumption that’ the present Articles w1ll not be effectlvé for that
perlod Urder the amended Articles; new’ ‘fa¢tors will have-a bearlng on
the Fund's liquidity such as increased quotas and possible sales of gold
to members.



I. Demand for Use of Fund Resources

1. General economic outlook

In broad terms, the outlook for 1976 described in ID/76/1, dated
July 8, 1976, "World Economic Outlook General Survey,' suggests that:
(i) in spite of the improvement of the volume of world trade, the com
bined current account deficits of non-o0il developing countries will re-
main very large for the third consecutive year; (ii) the deficits of the
more developed primary producing countries will again be substantial,
and it is unlikely that they will be willing to run down still further
their already depleted reserves; (iii) the major oil exporting countries
will increase their current account surpluses; and (iv) the payments
situations of most (but obviously not all) industrial countries will
remain reasonably comfortable.

The first two of these developments imply a continuing substantial
demand for the use of Fund resources by many members, though perhaps
with less emphasis on the use of the Compensatory Financing Facility as
world trade expands, and more emphasis on the use of the regular credit
tranches. '

The second two developments—-the surpluses of the major oil pro-
ducers and the positions of most industrial countries--are also impor-
tant for the Fund's liquidity, in two ways. First, they suggest that
the Fund is unlikely to be faced in the near future with the need to
finance the use of these members' reserve positions in the Fund.

Second, members in these groups will continue to be the main sources for
the financing of Fund transactions. In this connection, one problem
facing the Fund is that, with certain exceptions, the Fund's holdings of
the currencies of these members have already been reduced considerably,

or are small in absolute amounts because of the size of the members'
present quotas; another problem is that somé members have not yet agreed
to make arrangements for the Fund to use its holdings of their currencies.

2. Prospective purchases

a. Prosgpects until end of 1976

It is always difficult to make accurate forecasts of future purchases
as they depend not only on balance of payments developments but also on
the various considerations that affect members' readiness to draw on the
Fund, such as the degree of conditionalify applicable under the various
Fund facilities and the availability and cost of alternative means of
financing their deficits. Forecasts by Area Departments suggest that
purchases in the period from July 1, 1976 to the end of this year are
likely to be in the range of SDR 1.7-2.3 billion. These forecasts do
not however, include any allowance for the possibility of substantial
purchases By industrial countries. After the end of 1976, present
indications are that there may be some slowing down of purchases,
mainly as a result of reduced use of the Compensatory Financing Facility.
Under the present currency budget for the quarter ending August 31,

1976, the amount available for purchases for July and August was about



SDR 0.8 billion. Thus, on the basis of the present budget and the above
forecasts of purchases, further sales of currency in the range of
SDR 0.9-1.5 billion may be necessary in the period September-December 1976.

As mentioned above, possible purchases by industrial countries are
not included in the forecasts. At present, two industtrial countries,
Italy and the United Kingdom, are using Fund credit and the total of
their unused credit facilities in the (enlarged) credit tranches is
SDR 3.8 billion. As pointed out in earlier memoranda, the staff's view
is that, because of the Fund's present and prospective liquidity, a
proposal would be made to activate the General Arrangements to Borrow to
finance a transaction by a participant in those arrangements.l/

b. Prospects until middle of 1977

For a period of approximately six months ahead, the information':
currently available to the Area Departments provides: the clearest =~
guidance as to future purchases even though the figures are necessarily
somewhat tentative as members' intentions are not firmly known. A view
of possible purchases over a longer period, say up to June 30, 1977, is
even more tentative but, for planning purposes, a broad estlmate may be
derived from the following schematic approach: ’

¢h) There are some 66 nonindustrial members currently using
the Fund's resources. If India is excluded because of the recent
improvement in its external position, the unused credit facilities of
these members total SDR 6.2 billion. If it were assumed that members
that have one half of the quotas of these 65 members would use their
available credit facilities to the full extent, this would involve-
purchases of about SDR 3.1 billion. This figure would seem to be on the
high side, especially in view of the fact that the present use of the
regular tranches by these members is SDR 1.1 billion. A doubling of
this net use, which would imply gross purchases of the order of SDR 1.4-
1.7 billion, would appear to be a more plausible assumption.

(2) As regards the Compensatory Financing Facility, there
are now 33 members with outstanding purchases under this facility. If
all these members had an additional need to purchase between now and
June 30, 1977 up to the limit of 75 per cent of their quotas, the total
amount involved would be about SDR 0.6 billion. :

(3 There are also a number of members that are not using
Fund credit at present but that have external positions judged insuffi-
ciently strong for them to be included in the currency budget or desig-
nation plan. Their guotas total about SDR 2.7 billion, and their
present reserve tranche positions are a little over SDR 700 million. If
it were again assumed that members having half of the quotas of this
group were to purchase under the tranche policy or the Fund"s other
fdcilities so as to raise the Fund’'s holdings of their currencies to
150 per cent of quotas, the amount involved would be about. SDR 1 billion.

1/ A more detailed discussion of the 1mpllcat10ns of borrow1ng by the
Fund is set out in Section II below.



Summing up, purchases by nonindustrial countries envisaged as
possible under (1), (2), and (3) in the preceding paragraph would total
SDR 3.0-3.3 billion. On the basis of information currently available,
this estimate would be consistent with purchases of about SDR 1 billion
each- in the period June-August 1976, the period September-December 1976,
and in the first half of 1977. . Purchases by industrial countries, to be
financed by borrowing, conceivably could double the total amount.,

. 3. Other uses. of currency

Interest on borrowing, which is now approximately: SDR 500 millicn
annually, is predominantly paid in U.S. dollars, although some amcunts
are paid in SDRs and in the currencies of the creditors themselves.
Provided, however, that the Fund's income from charges, which are mainly
settled in SDRs, exceed or equal the Fund's expenses, these payments of
interest .(and remuneration and administrative expenditures) will not
have adverse effects on the Fund's liquidity.

- 1T, HSoufces of Fund Financing

1. ana liquid assets and liabillties,

The assets of:the Fund: consist of its holdings of currencies, in
particular those that are usable in the light of the strength of members'
balance of payments and reserve positions, -and its holdings of gold,and
SDRs. The most liquid liabilities of the Fund are reserve tranche
positions, which can be drawn without challenge in response to.a payments
need; .loan claims, which have somewhat similar characterlstlcs .as regards
the ability of the lenders to .obtain repayment; and undrawn balances of
stand- by arrangements. Less liquid liabilities are demands on the use
of Fund's resources that members can make in accordance w1th the :Fund's
policies, provided they meet the necessary requ1rements for such purchases

The most important development in the relationship between the
Fund's liquid assets and the demands that can.be made on them has been
the recent-large -increase in reserve tranche positions and loan,claims
and the decline in the Fund's holdings of usable currencies.

The general evolution of the Fund's liquidity .is shown in Appendix
Tables 1 and 2. These tables show that if the present currency budget
is utilized in full, reserve positions in the Fund at the end of August
1976 will be over SDR 17 ‘billion, while holdings of. currencies that the

Fund is at present using will fall further to below SDR 6 billion and
holdings of SDRs will.be about SDR 400 million. The.ratio of usable
currencies. to reserve positions in the Fund would be about 33 per cent,
which would be ,less than half the low point of 76.5 per cent reached in
1969. : Generally, holdings. of usable currencies.have been substantlally
more than reserve positions in the Fund. These developments suggest
that the Fund's holdings of usable currencies cannot .be considered: as
available in toto to finance additional purchases owing to the need for
.the Fund to be in .a: position to repay, in.case of need, its liquid lia-
bilities and have some room for maneuver in.the management of its resources.



The developments in the Fund's. liquidity also underline the importance
of widening the list of usable currencies, of considering other sources
of Fund financing, and of encouraging members-to accelerate repurchases
in the light of improvements in their balance of payments and reserve
positions. These various issues are discussed below.

2. Holdings of usable currencies

- At June 11, 1976, when the present currency budget was adopted, the
Fund's holdings of the currencies included in the budget totaled the
equivalent of SDR 6,614 million (see Appendix Table 3). Of this total,
holdings of U.S. dollars represented SDR 3,863 million, or 58 per cent.
If the present currency budget is fully executed, U:S. dollar holdings
would be SDR 3,388 million at the end of August 1976, equal to about 50
per cent of the U.S. quota. Holdings of usable currencies other than
U.S. dollars totaled SDR 2,751 million as at June 11, 1976, équivalent
to about 42 per cent of the total of SDR 6,614 million. They consist of
the currencies of 19 members. As mentioned, however, the . holdings of -
some of ‘these currencies are small, either in absolute terms or as
percentages of the members' quotas. Of the present list of usable
currencies other than the U.S. dollar, only seven are held in amounts
exceeding SDR 100 million, and the balance of payments positions.of
these members will be an important element in the Fund's future ability
-to-finance purchases from its currency holdings.= It is evident at the
present time that this leaves the Fund's holdings of U.S. dollars.as the
principal source of its liquidity. The Fund's ability to continue to
make net use of this major component of its holdings of usable currencies
.-will depend on the future balance of payments position of the United
States and the strength of the U.S. dollar. It should also be kept in
.mind that the U.S. dollar serves as a final means of settlement in a .
number of the borrowing agreements for the 0il Facility in case no other
currency of settlement, including the member's own currency, or SDRs,
could be-agreed upon for this purpose. While agreement on the use of
other currencies might not prove difficult, there can be no assurance
that the Fund would not have to exercise the option to pay U.S. dollars.

In- the staff's view, however, it is not likely that, in the near
future, the balance of payments position of any major lender to the Fund
will be such as to give rise to a request for advance repayment. Also,
if such a request were made, it may prove possible to arrange for trans-
fers of loan claims from one lender to another, or for some partial
_transfer of the claims to private lenders. Nevertheless, it is necessary
to keep in mind the possible need for advance repayment and consequently

the desirability of maintaining holdings of U.S. dollars sufficient to
" meet such contingencies, at least in part.. Similar operational diffi-
culties exist in reducing the Fund's holdings of other usable currency
to very low levels in relation to quotas. For example, it is necessary
to make allowance for the possible use of these currencies in interest
and remuneration payments and for purchases made in connection with
intra-EEC settlements.

——}/ These members are Brazil, Canada, France, Japan, the Netherlands,
Norway, and Sweden.



3. Extending the list of usable currencies

The memorandum accompanying the.present currency budget indicated
that, in the opinion of the staff, there were 22 members not included in
the budget whose balance of -payments and reserve positions would®appear
to justify the sale of their currencies by the Fund. These members were
not proposed for inclusion principally because most of them had not made
the necessary arrangements for the conversion of their currencies,
although in two'cases the members were unwilling to permit such use.
Three of these 22 members  (India, Spain and El1 Salvador)- are currently
using the:Fund's resources.. The remaining 19 members, whose.currencies
are all: held by the Fund either close to or below: 75 per cent of -quota,
are listed in' Appendix Table 4. "If holdings.of the currencies of these
members were wholly usable, the total-amount of use would be in the:
order of SDR 1 billion, but similar considerations to those mentioned
above would preclude reducing holdings of these currencies to zero. .
The.Managing Director-has approached these members, as well as other
members, on the arrangements necessary for the use of their currencies
in accordance -with paragraph 4 of the Resolution.on Quota Increases ...
adopted by the.Board of Governors on March 22,.1976.1/ :

4.  Repurchases: . - L : ( o : ,

a. The flow of currencies-intoe the General Account as a result of
repurchases is difficult to forecast accurately because of the possi-
bility of advance repurchases or of requests to reschedule repurchases.
Also, the calculation of repurchase obligations under Article V,

Section 7(b), relating to members' positioms as of April 30, 1976 is not
yet complete. At present, in the 12 months ending June 30, 1977,
scheduled repurchases and amounts falling due for.repurchase at the end
of the three-year period total about SDR 1 billion, of which about

SDR 400 million relates to the rest of 1976, and the balance of

SDR 600 million to the first six months of 1977.. If certain amounts -
falling due for repurchase in 1977 were to be scheduled for repurchase
in installments, this latter amount might be reduced to about SDR 400
million. The amounts might also, of course, be increased by any new
repurchase obligations calculated under Article V, Section 7(b).

b. In accordance with the Decision of February 13, '1952 on !'Use
of the Fund's  Resources .and Repurchases," a member that has:purchased in
the year in which its reserves fell is expected to repurchase as its
balance  of payments position. improves. The amended Articles embody this

1/. This paragraph reads as follows:

"4, - A member shall, within six months .after the date of the adoption
of this Resolution, make arrangements satiéfactory'to the Fund for
the use ‘of the member's currency in the operations and. transactions
of the Fund in accordance with its policies, provided that the
Executive Directors may extend the period within which such arrange-
ments shall be made.". '



principlé in the new Article V, Section 7(6).Y  1n the period before
the amended Articles become effective, tlie Fund's liquidity, and its
ability to assist members in more immediate balance of payments diffi-
culties, will be enhanced if members whose external positions are
improviﬁg are encouraged to accelerate their repurchases.

Advance repurchases of 0il ‘Facility drawings will not increase the
Fund's holdings of usable currencies because the Fund will be required -
to repay the 'lenders. Such repurchases will, however, improve the
Fund's llquldlty in a broad ‘sense by reducing the -amount of llquld loan
clalms on the Fund. - :

-5. Replenlshment in gold or SDRS

Over a perlod of approx1mate1y 12 months, the General Account w1ll
receive in usable currencies the equivalent (at SDR 35 per ounce) wof- the
‘gold sold 1in eight auctions and also the equivalent of one quarter of "
the total amount of gold to be réstituted to meémbers in proportion to:
their quotas as of August 31, 1975. This will add to the Fund's: holdlngs
of usable currencies an amount of SDR 437 million, assuming no members
opt for restitution after the amended Articles become -effective.. If
restltutlon were made at a faster ‘rate éither over two years. instead -of
four or in one single. operatlon later this-yedr, the holdings- of. usable
,currenc1es ‘would be- augmented by elther an add1t10na1 SDR - 219 mllllon
“or SDR 656 mlllzon o o _ - _ . ey

The SDR holdlngs ‘of the General Account at’ present ‘are about
SDR' 535 mllllon and it seems unllkely that on" average they will' increase
much over the period to August 31; 1976. SDRs are transferred- by parti-
cipants to the General Account in repurchases and ‘the payment of charges
"and are used to pay remuneration and interest; in addition, there are
transfers to participants with a need to recomnstitute their holdings
against the payment of currency. While a.modest proportion of the.
. present SDR holdlngs mlght be used to replenish -currencies, .a major part
of these holdlngs should be preserved so as to facilitate reconstitution
and the payment of charges it SDRs.  'If the present. balance were to .
increase, there would ‘be the possibilities of some use of SDRs in réplen-
ishment of needed currencies or of the direct use.of SDRs in purchases.
The net increase in SDR holdings does not- represent an addition to the
Fund's llqu1d1ty, except qualltatlvely, as an' increase in: the Fund s

1/ This reads as follows.

“(b) A member that has made a purchase under Sectlon 3 of

"thls Article will be expected normally, as its balance of ‘payments
and reserve p081t10n imptroves, to repurchase the Fund's holdlngs of
its currency that result from the’ ‘purchase and.are subject .to -
"charges under Section 8(b) of this Article. A member-shall’ repur—‘
‘chase’ these holdings if, in accordance with policies on repurchase
'that the Fund shall adopt and after consultation with the.member,
,the Fund represents to the member that it should repurchase because
of an 1mprovement in its balance- of payments and reserve. p081t10n,
_(Draft Artlcle v, Sectlon T®)) ; ~ fe



SDR holdings can occur only dnstead of an increase of the Fund's hold-
ings of usable currenc1es, unless the Fund s 1ncome exceeds its
expenses_l

6. Borroﬁing

. a. As dindicated above, the staff would favor the activation of
the General Arrangements to .Borrow (GAB) if a purchase were made by a
participant. If Italy.and the. United Klngdom are not 1ncluded in the
list of those .countries whose balance of payments and reserve p031t10ns
would justify their 1end1ng to the Fund, the total amount avallable
would be about SDR 4,558 million. This might be supplemented by about
SDR 300 million if Switzerland, which is associated with the GAB, were
to lend to a GAB participant. The fact that “the GAB- might be activated
for.a particular purchase would not preclude borrow1ng from other
members te finance. that purohase, presumably on the same terms as the
GAB. ~-Some members, particularly those w1th substantlal surpluses whose
reserves are large in relation. to their quotas, might be willlng to make
contemporaneous-loans to the, Fund .

b.. As regards other borrow1ng,,the present low levels of the
Fund's holdings of -usable currencies suggest that thls ‘would be. de51r—
able in order to supplement the flnanc1ng of demands on the Funa s
resources from holdings of usable currency. Against this, 1t may be”
felt that the current high level of purchases, though llkely to contlnue
to the end of the year, is likely to be reduced thereafter as the’
recovery in economic activity proceeds. . An important factor.also is
“that the Sixth Quota Increase can be expected to become effectlve in the
course of 1977.- This will provide the: Fund with substantial addltlonal
resources at that time. For these. reasons, and if the list of usable
currencies is significantly extended, borrow1ng other than for flnanc1ng
purchases by GAB participants may not be necessary. In view of the
uncertainties about the supply of and demands on the Fund's llQUldlty,
it would in any case be useful if certain credit lines could be made
available, If additional credit llnes were felt to be, approprlate, they
preferably should not be tied to a specific use of Fund fac111t1es, llke
the GAB and the 0il Facility borrowing. The credlt lines should be’
available for financing purchases under .any of the Fund 8 fac111t1es
It would also .be for consideration whether the Fund's arrangements to.
borrow should -be for a -minimum period (say, two, years) so that the Fund
would not add to its 1mmedlately liquid liabilities. If a minimum
perlod would entail an interest rate higher than the present ‘rate of -
remuneratlon, some adJustment in charges might be necessary.

1/ If the increase in SDR holdlngs occurs as a result of repurchases
in SDRs;..this means- that the -total of .usable currencies is that much
less than if ;currencies had been used.to make.the repurchases. If the
increase: results from payments of charges in SDRS, currency holdlngs
will fall because interest is mainly paid in currency (see Section 1,
paragraph 3, above). In recent years, the Fund's SDR holdlngs have

-tended to.stabilize, with the inflow belng matched by the outflow; the
latter is predominantly the acquisition of SDRs for. reconstltutlon
against the payment of currencies to the Fund. To the extent these
currencies are currently usable, the Fund's 11q01d1ty is not affected.



+*~.In developing a policy on the use of credit lines ipn the present.
period additional. to: the GAB, an. approach, -suggested in previous, disr.
cussions of the Fund's liquidity, that might usefully be taken would be
to link arrangements to borrow.to quota increases.- The Fund would [,
. ‘establish credit lines with those members in surplus. that had the 1egal
authority to lend to the Fund in amounts equal.ito their quota inereases
under the Sixth Review. Balances resulting from the use of any such
credit lines might then be repaid at the time the quota increase becomes
effective and the .Fund's liquidity.improved. " If this -approach were. .:
adopted .and all the 41 members whose-currencies: the staff would propose
to use im-purchases at present agreed to extend. credit--lines, the amount
. would total: SDR ‘6.9 billion;. if GAB part1c1pants are excluded, the ,

amount weuld total SDR 2. 9 billion. .

Summary‘and conclusxons

1.+ ‘The present economic outlook suggests that .the relatively heavy -
demand for the -use-of the Fund's resources is likely to.continue to the
“end of this year. -This is borne out by the forecasts of the Area Depart-
ments, which :indicate purchases by nonindustrial countries from the end
of June ‘through December .31, :1976 in the range.of -SDR .1.7~-2.3 billion.:
Purchases by 1ndustr1al countries could -more than aouble those amounts.
2. fIf there are. suestantlal purchases by one or.more members wlth
large quotas, it will ‘be desirable and perhaps necessary to .finance them
by borrowing. As mentioned, the staff would favor.the activation. of the
GAB to -finance.purchases by GAB participants. However,. members that -are
not participants in the GAB should also consider making arrangements to
provide resources for the- f1nanc1ng of purchases, particularly if. their
reserve levels are high. : o : _ :

3. Although these estimates can only be tentative and are subject to a
margin of error, gross purchases by nonindustrial countries might be
expected to develop as follows: about SDR 2 billion until the end of
1976, of which SDR 1 billion would be under the currency budget which
runs to the end of August and SDR 1 billion in the last four months of
the year, and perhaps a further SDR 1 billion in the first half of 1977.

4. The present currency budget should be adequate to cover purchases
of SDR 1 billion by nonindustrial countries through to the end of

August 1976. This would leave a further SDR 1 billiom of such purchases
to be financed in the remainder of 1976 and another SDR 1 billion in the
first half of 1977. Assuming the continuation of the present distribu~
tion of surpluses and deficits and exchange market conditions, purchases
of SDR 2 billion might be financed as follows:

a. Approximately SDR 1 billion from the inflow of currencies from
repurchases {(about SDR 600 million) and from replenishment by gold sales
and restitution {over SDR 400 million).

b. To finance the balance of SDR 1 billion, some further use
might be made of currencies included in the existing currency budget,
but this is becoming increasingly difficult because of the relatively
low holdings of several currencies in relation to quota. This tends to
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cotncentrate’ sales on relatively few currencies and to. involve signifi-
cant proportions of the members' foreign exchange holdings. . The posi-
‘tion-would be comnsiderably eased if all members in relatively- strong
balance of payments and reserve positions would make their currencies
isable in ‘accordance with the Resolution on ‘Quota Increases. .This would
make aVallable an addltlonal amount up to SDR 1 billion.- :

5. Although ‘the possibllity exists to continue up to mid- 19?7 to -
findnce purchasés ‘other than those by industrial countries from the
Fund's existing holdings of currencies; it is essential to extend the

list of usable currencies in accordance with the Resolution on Quota -
Increases. ' The forecasts of net drawings over a period of 12 wonths may
be short of the mark. Moreover, it may be seriously questioned whether
it is advisable to contemplate reducing the total of the Fund's holdings
of presently usable currencies, including U.S. dollars, substantially
below the levels envisaged in the currency budget agreed on June 11,
1976, To avoid this, -it would be very useful if certain credit - lines
could be available as a cover against unforeseen demands on the Fund's
liquidity, in any event td bridge the time until the amendments and the
quota increase become effective. Unlike the GAB and 0il Facility -
borrow1ng, the -use of such credit lines should not-be tied to spec1f1c
uses. It 1is also for consideration whether the Fund should-borrow for
some minimum period, say, up to the date the quota increase becomes
effective, rather than add to the Fund's immediate liabilities. If the

~interest 'rate to be paid on such borrowing were to exceed the . rate of
remuneration, ‘it may be necessary to raise charges. It would be helpful
if members in strong balance of payments and reserve positions were
prepared to make arrangemefits to lend. the amounts they will be paying to
the Fund for quota increases; with the repayment of any use of such
borrowing possibly linked to their quota payments.



Table 1. Fund Liquidity - Relevant Data: 1967-76 (End—yéar Positions)

(In billions of SDRs)

) . ’ ' End ~June

1967 1948 1969 1970 1571 1972 1973 1974 . 1975 1976

A. Quotas 20.99 21,20 21.35 28.43 28,81 29.17 29.19 29,19 29,21 29.21
B. Use of Fumnd creditéj 2.48 3.69 - 4.01 . 3.23 1.34 1.08 1.03 . 3.7 7.44 11.25
a, Compensatory Financing Facillt} 0.26 0.25 0,22 0.13 0.13 - .. 0.38 G.46. 0.54 0.72 1.48

b. 0il Facility . e —_— - —-— _— . = - 1.72 4,76 6.90

C. Reserve positions in the Fund 5.75 6.49 6.73 7.70 6.35 6.32 6.17 8.84 - 12.62 _16.3§
a. Reserve tranche positions 4,97 5.19 5.76 6,96 6.35 6.32 6.17 7.12 - 7.86 9,48

b. Loan claims 0.78 1.30 .97 0.74 —— - - l.?? - 4,76 6.90

D. Usable currenciesgl 8.67 8.85 5.15 13,7¢ 9.10 5.34 9.96 13.10 ¢ 9,06 6.70
a. U.S, dollars 3.87 3.87 2.69 4,75 - - 5.03 5.16 4,81 3.91

- b. U.K, pounds . 1.83 1.83 - 2,10 2.10 - —— 2.16 - -

" E. SDR holdings B -- - 6.29 0.4 0.63 0.51 0.46 . - 0.55  0.55
F. Gold holdingsgf 3.76 3.36 3.37 4,93 5.30 5.37 5.37 5.37 5.37 5.35
G. Available borrowing facilities 5,33 4,81 5.17 5.42 6.06 5.77 5.58 6.87 6.93 5.46
a. GAB 5.33 4.81 5.17 5.4 6.06 5.77 5.58 5.54 5.52 5.46

‘b. 0il Facility - —_— L - _— - _— i - 1.33 1.41 —

»

- 1/ Represents use of Fund's resources other than in the gold tranche

. 2/ Usable currencies are defined as those included in the currency tudget at the time, including holdings of up to ?5 per cent of quota of
currencies suggested for use below the line.
1 3/ Includes gold investment up to February 1972,

-— T’E..
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Table la. Use of Fund Credit (End-1973 - End~June 1976)

(In millions of SDRs)

Date (end Credit 0il Compensatory Total use
of month) tranches Facility Financing Other—/ of credit
1973
December ' 554 . - 460 14 1,028
1974
January 545 - 446 14 1,005
February 567 —— - 529 14 1,110
March 547 — 553 5 1,105
April ‘526 o 553 5 1,084
May 724 - - 553 5 1,282
June 762 — 552 5 1,319
July 744 - 551 5 1,300
August 883 ' — 542 5 1,430
September 1,379 527 542 5 2,453
October 1,375 845 542 5 2,767
November 1,457 1,104 542 5 3,108
December 1,484 1,716 535 5 3,740
1975
January 1,482 1,921 511 5 3,919
February 1,518 2,037 - 511 5 4,071
March 1,835 2,485 529 3 4,852
April 1,842 2,499 528 3 4,872
May 1,862 2,544 522 7 4,935
June 1,852 2,676 519 7 5,054
July 1,897 2,749 569 7 5,222
August 1,872 3,115 567 15 ~5,569
September 1,870 4,105 565 15 6,555
October 1,885 4,252 560 15 6,712
November 1,937 4,490 610 13 7,050
December 1,949 4,759 718 13 7,439
1976 .
January 2,053 5,860 716 13 3,642
February 2,053 6,065 720 13 8,851
March 2,096 6,301 925 13 9,335
April 2,120 6,465 1,208 13 . 9,806
May ' 2,848 6,902 1,294 13 11,057
June 2,857 6,902 - 1,482 13 11,254

1/ Buffer Stock and, since August 1975, Extended Fund Facility.



Table 2. Fund Liquidity Ratios: 1%67-76

(In per cent)

End=June
1967 1968 196¢ 1970 1971 1972 1973 1974 1975 1976
1. Use of Fund credit )
as a per cent of quotas 11.8 17.4 18.8 11.4 4.7 3.7 3.5 12.8 25.5 38.5(102.3)
a. Compensatory Financing Facility 1.2 1.2 1.1 0.5 0.5 1.3 1.6 1.8 2.5 5.1 (13.5)
b. 0il Facility -— - - — - — - 5.9 16.3 23.6 (62.7)
!
[
2. Usable currencies “
as a per cent of ) !
a. Reserve tranche positions 174.4 170.5 89.4 196.8 143,3 84 .5 161.4 184,0C 115.3 70.7
b. Total reserve pos;tions;! 150.8 136.4 76.5 177.% 143.3 84.5 161.4 148.2 71.8 40,9

Hote: Ratios in brackets relate to quotas of all members using Fund credit.
1/ Including loan claims,
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Table 3.

Projected Fund Holdings of Currencies of Members

Included in the Currency Budget for June-August 1976

(In millions of SDRs)

Fund's currency
holdingsl/
as of June 11, 1976

Proposed use
in currency budget
June-August 1976

Projected
currency holdings:
End-August 1976

Quota  Amount % of quota  Purchases  Repurchases  Amount % of quota
(1) (2) (3) (4) (3) (6) (7)
Austria 270 42 16 27 9 24 9
Bahrain’ 10 —— © 3 - - - 3
Belgium 650 61 9 38 24 47 7
- Brazil 440 299 68 19 6 286 65
Canada 1,100 708 64 120 16 604 55
Ecuador 33 18 54 3 1 16 48
France 1,500 738 49 60 32 710 47
Germany 1,600 54 3 - 63 117 7
Ireland 121 67 55 17 2 52 43
Japan 1,200 159 13 141 40 58 5
Kuwait 65 8 13 - 2 10 15
Luxembourg 20 15 75 3 - 12 60
Malta 16 5 33 -3 — 2 13
Netherlands 700 219 31 58 19 180 26
Norway 240 125 52 19 5 111 46
Qatar 20 4 18 1 1 4 18
Sweden - 325 186 57 . 31 5 160 49
United Arab Emirates 15 1 6 - 2 3 20
Venezuela 330 42 13 33 1 20 6
8,655 2,751 32 573 238 2,416 28
United States 6,700 3,863 58 586 112 3,389 30
15,355 6,614 43 1,159 350 5,805 38

1/ As of May 31, 1976, adjusted for actual and advised Fund transactions through June 11, 1976,

on which date the Executive Directors considered the existing currency budget.

- 5T -
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Table 4. Possible Sales of Currencies Not
Presently Used in Fund Transactionsl/

{(In willions of SDRs)

Gold and ' Fund's holdings
foreign of currencies3/

exchange Per cent

holdingsgj Quota Amount of quota
Colombia 546 157 118 73.0
Fiji 86 ' 13 10 75.0
Gabon®/ 130 , 15 11 75.0
Guatemala 377 36 27 75.0
Iran 6,433 192 124 64.6
Irag 1,958 109 82 75.0
Jordan 387 23 17 . 75.0
Libyan Arab Republic 1,992 24 i8 74.8
Malaysia 1,396 186 132 71.1
Mauritius 167 22 17 75.0
Nigeria 4,934 135 101 75.0
Paraguay 106 19 14 74.9
Saudi Arabia 18,058 134 79 58.9
Singapore 2,647 37 28 74.7
Syrian Arab Republic 958 50 43 85.7
Thailand 1,603 134 100 75.0
Trinidad & Tobago 706 63 47 75.0
Tunisia 281 48 36 75.0
Yemen Arab Republic 420 10 7 75.0
43,125 1,407 1,011 71.9

1/ These members are those mentioned in the memorandum of June 4, 1976
accompanying the present currency budget as sufficiently strong for their
currencies to be sold. 1India, Spain, and El Salvador were also mentioned
as being sufficiently strong. Their currencies are held in excess of
quota.

2/ Latest available date; in most cases, May 1976.

3/ As of May 31, 1976.

4/ Subscription not yet paid in full; nevertheless, holdings are
shown as 75 per cent of quota. '



10 . The Managing Director pate.  July 2, 1976
trom : Brnest Sture ;//’

sunteer . Adequacy of Globsl Reserves

I would like to associate myself with the views expressed on the
above subject by Mr. Whittome in his memorandum to you of June 28. A
discussion of conditionality in the tranches and our whole tranche policy
will, in due course, have to be held by the Executive Directors. I believe
that a substantial increase in the Fund's quotas, for the reasons mentioned
by Mr. Whittome, would ease our task and strengthen our ability to retain
a type of conditionality in the use of Fund resources which would substan-
tially contribute toward our effectiveness in helping the international
adjustment process and in maintaining a trade and payments system in the
vorld reasonably free of restrictions and discrimingtion. It would also,
in my view, help retain the image of the Fund serving the rich and the poor,
the developed and the developing, equally well, and this is especially impor-
tant with the present tendency to sharpen the polarization among our members
propagated with apparent success by the UNCTAD Secretariat and others.

cc: The Deputy Managing Director

. Whittome

Mr. Gold

Mr. Polak

Mr. Del Canto

Mr. Gunter

Mr. Habermeier

Mr. Touré

Mr. Tun Thin

Mr. Green



YI v
lfITERNrTIO

NAL MONETARY FUND
]
v L‘M
L)

’ZQ,VAM ( ‘(‘:""’(' i
)

E. Brehn%:\%\( 6‘ 7



B. Developments in Intermational Liquidity

Reserve Changes in 1975

The value of the official resefves’of fund members and Switzerland,
expressed in SDRs, was néarly SDR'1§5 billion at the endj?f 1975,
a rise of some SDR 14 billion during that year (Table 1);~/The rate of
_increase, about 8 per cent,_was'iess‘than one half that of the
previous year. - The pace of gréwth‘picked up again in the first quarter'of
1976; preliminafy figures for that period shéw an. increase of SDR 8.4
billion, which represents an annual rate of 17 per.cﬂnt; The growth ratre
for reserves,'however,-tends to be very uneven from quarter to quarter,
as the figures can be strongly affected by seasonai factors and random
influences. The latter, including excgange warket disturbances in March,
appear to have been largely responsible for the recent acceleration,

The rapid accumulation of officilal weserves in 1974 and 1975 by the
Fund members classified as major oil exporters obscures the
experience that has been more typical of the vast majority of countries
in recent years (Table 2). After the three-year period of globél
expansion, unprecedented in size, that ended in 1972, the reserves of the non-

0il countries as a group have since shown little further growth. The compound

rate of increase for the period 1973-75 was less than 2 per cent ennually, a

1/ The term "reserves" used in this chapter refers to countries’ official
holdings of gold, SDRs, and foreign exchange and their reserve positions in
the Fund. A country's reserve position in the Fund is the excess, if positive,
of its quota over the Fund's (adjusted) holdings of its currency. Gold is
valued at SDR 35 per ounce; foreign exchange balances are valued in SDRs by
converting them at parity or central rates for end~1973 and earlier dates
(except for floating currencies, for which market rates were used) and at
SPR transactions values based on market rates thereafter., (See intrvoductory
pages of Internaticonal Financial Statisticg for further explanation.)
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figure much the same as that recorded for the decade preceding 1970,
For the yea? 1975 alone, growth for the non-oil group amounted to 2,7 -
per cent.

Foreign.exchange formed the largest component of the overall reserve increassa
in 1975, as it has in all‘recent years (Table 3 ). More noteworthy, there~
fore, is the role blayed by reserve positions in the Fund, which in the
last two years-have more than~doub1éd, f§om an aggregate of SDR 6.2 billion
at the end of 1973 to SDR 12.6 billion in December 1975, .The increment
during 1975 was SDR 3.8 billion; the p?ce showed no sign of .slackening in
the first quarter of 1976, when another SDR 1.8 billion was added to the
total, Fund;related reserves--SDRs and reserve positions in the Fund--
came to exéeed 10 per cent of members' total reserve holdings for the
first time during 1975, and by March 1976 the proportion was approaéhing
12 éer cent,

The rise in the foreign exchange component, in fact, was due almost
as much to the appreciation in the value of the U.S. dollar in terms of
the SDR as it was to balance of payments transactions; that appreciation
~amounted to 4.5 per cent from the end of 1974 to the end of 1975. Since
the stock of foreign exchange holdings reached SDR 138 billion at the end
of 1975, with at least four fifths of those holdings denominated in U.S.
dollars, the increase in the SDR value of the dollar (net of the loss
in value of some other currencies in which reserves are held) is estimated -
to have accounted for some SDR 4.2 billion of the total increase of SDR 10.6

billion in foreign exchange during 1975 (Table 4). A further appreciation of over
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1 per cent occurred in the first quarter of 1976, contributing perhaps
SDR 1 billion to the reserve increase for that quarter.l/

The.combinéd reserves of the industrial countries, which had
remained rather stable in the preceding two years, rose by SDR 6
billion in 1975, equivalent to an annual rate of 6 per cent. This
aevelopment was accentuated in the first quarter of 1976, when the in-
crease came to-SDR 5.5 billion. Although the magnitude of the increage

was similar in the two periods, the experience of individual countries

was widely different. In 1975, Austria, France, Sweden, and Switzerland

showed gains ranging upward from SDR 1 billion, the highest being that of France

with SDR 3.5 billion. Large declines were limited.to two countries, the
figures being SDR 1.6 billion for Italy and SDR 1 billion for the United
Kingdom. Among the other industrial countries: gains of SDR 0,5 billion
or less predominated over a few negligiﬁle losses.

The only industrial.country to show a significant decline in the fifst
quarter of 1976 was France, for which the previous.year’s laxrge incfease
was partly offset by the loss of SDR 1.1 billion. In contrast, notable
increments accrued to Germany and Japan (SDR 3.5 billion and SDR 1.3

billion, respectively), while more moderate gains were once again the most

1/ The value of the stocks of official foreign exchange holdings changes
in terms of SDRs not only because of transactions in these assets but also
because of changes in the SDR value of the currencies in which they are
originally expressed. As from end-July 1974, non-dollar foreign exchange
is converted to U.S. dollar equivalents at end~of-month market rates or,
in the absence of market rate quotations, at other prevailing official
rates. The totals in U.S. dollars are then converted into SDR equivalents
at U.S. dollar/SDR transactions value. (See introductory pages of
International Financial Statistics for further explanation.)
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common experience among other industrial countries. The currencies

of all of the countries in this group are floating, and a main cause of the

reserve changes, both in 1975 and the first éuarter of 1976, was inter-

vention from time to time in the exchange markets. Several countries

also engaged in foreign borrowing to augmeﬁt théir reserves or to'prevent
tﬁem from declining moxre sharply. |

Among the developments affecting the iegs deveioped primary produping
countries, reference has already been made to the large increase in reserve
holdings for the majér oil exporting countries as a group. That increment,
was cut, however; from SDR 26.8 billion‘in 1974 to SDR 10.4 gillion in
1975, as a sizable reduction in expeorts coincided with an'expansian in
those countries’ impoytso Indeed, the reserves of at least six countries
in the group showed a decline, while the only increases that exceeded
SDR 0.5 billion among the remaining countries were those for Iran (SDR C°6
billioﬁ), Saudi Arabia (SDR 8.3 billion) ané Venezuela (SDR 2.2 billion).

The reserves of the less developed primary pro&ucing countries §ther
than the major oil exporters decreased by SDR 0.4 billion., Although the

decline amounted to less than 2 per cent of these countries' total reserves,

it was the first actual attrition in any year since the 1961~62 period.
After that time, the group's holdings a2s a proportion of the worldwide
total went up to a peak of 16 per cent at the end of 1873; developments

in the following two years brought this ratio down again to 13 per cent.

Ly



The more developed primary producing countries experienced a decline
in‘official reserves in both 1974 and 1975. From a high point of nearly
SDR 20’billion at the end of 1973, the aggregate reserves for this group
were down'to SDR 15.3 billion two years later. This unfavorable tendency
was widely shared throughout the group; the only major exceptions were
Ireland and Maléa, each of whose holdings showed an increase of more than
50 per cent during the 1974-75 period.

The country distribution of reserve increases and decreases is one
factor that has a bearing on the composition of net reserve changes,
because various countries' preferences for one or another type of resexrves
can be quite different (Table 5). These preferences ag to form of‘holdings
in turn determine the effect that any appreciation (or depreciation) of
currencies in which foreign exchange holdings are denominated relative
to the SDR.as the unit of account will have on given countries. Finally,
the availability of alternative means for finanéing payments deficits,
apart from any preference for one form or another that deficit countries
may have, has an impact on the particular type of reserve that figures in
a change in the aggregate of all reserves.

The major oil exporting countries, to which reserve increases through
transactions during 1975 mostly accrued, tend to place a large part of
their surplus foreign exchange earnings in the Euro-dollar market. The
addition by these countries to their Euro~dollar holdings that has been -
identified was nearly SDR 7 billion in 1975. Some of the countries in
this group, including some that experienced a decline in their overall

reserves, reduced their holdings of sterling claims on the United Kingdom.



ﬂ6—

The group's reserve position in the Tund increasedAby SDR 2.5 billion,
refiecting in large part Fund borrvowings under the oil facility.

The indﬁstrial and morsa develapéd primary producing cougtrieé hold
large amounts of dollar-denominated foreign exchange. These countries
experienced an appreciation in the SDR value of such holdings in 1975,
which in fact was the major source of iqcrease in reserves for this
group. Net transactions were confined virtually to an increase of
reserve positions in the Fﬁnd, which came about f;om.the Fund's usé of

their currencies, both from its holdings and from borrowings.

A
A
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Table 1 . Official Reserves, End of Years 1955-75
and End of March 1976 1/

(In billions of SDRs)

Reserve
Positions Foreign
Gold SDRs in Fund Exchange 1/ Total 1/
1955 35.0 - 1.9 18.1 55.0
1956 35.7 - 2,3 . 19.2 57.1
1957 36.9 - 2,3 18.4 57.7
1958 37.6 e 2.6 18.5 : 58.7
1959 37.6 = 3.3 17.5 58.3
1960 37.7 - 3.6 ’ 19.9 61,2
1961 38.6 - 4,2 - 20,5 . 63.3
1962 38.9 e 3.8 21.3 64,0
1963 39.8 e 3.9 24,1 67.9
1964 © 40,5 - 4.2 25.6 70.3
1965 41,5 - 5.4 25.4 72.3.
1966 40.7 - 6.4 26,1 73.2
1967 39.4 - 5.7 29,3 74 .4
1968 38.7 -= 6.5 32.5 77.8
1969 38.9 - 6.7 33.0 78.7
1970 37.0 3.1 7.7 45.4 93,2
1971 35.9 5.9 6.4 75.1 123.2
1972 35.6 8.7 6.3 95.9 146 .5
1973 35.6 8.8 6.2 102.0 152.6
1974 35.6 8.9 8.8 127.0 180.3
1975 35.5 8.8 12,6 137.6 1945
March 1976  35.3 8.8 14,5 144.,3 202.9

Source: International Financial Statistics.
1/ Official reserves of Fund members and Switzerland. The figures for
1973 include official French claims on the European Monetary Cooperation
Fund,
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. Teble.2, Dintribution of Reserves, Eod of Years 1950, 1960, 2nd 1970—?5 ‘and End of Herch 1976~ 11

(Ta b11lfonn of SDRn)

I . ’ : - Harch
. . ‘ 1950 1360 1870 1971 1972 1973 1924 L1975 1976
Jcrisl countrics ’
faited States 24.3 19.4 14.5 12.1 12.1 11.9 134 13.6 14.2
ynited Yingdew 4,8 5.1 2.8 8,1 5.2 5.4 5.7 4.7 5,1
Subtotsl 29.% 24,35 17.3 20,3 17.3 17.3° 18.3 18.2 . 19.4
Belgium 0.8 1.5 2.8 3.2 3.6 4,2 4.4 5.0 - 4.5
Frence 0.8 2.3 5.0 7.6 9.2 7.4 7.2 10.8 9.6
Cermany, Federal Republic of ¢ 0.2 1.0 1.6 17.2 21.% 27.5 26.5 26.5 30.0
Italy 0.7 3.3 5.4 6.3 5.6 5.3 5.7 4.1 4.2
Hetherlands 0.5 1.9 3.2 3.5 4.4 5.4 5.7 6.1 6.3
Switzerland 3/ 1.6 2.3+ 5.1 6.4 7.0- 7.1 7.4 8.9 8.6
Other industrial Europe™ 0.5 1.8 3.8 2.9 6.0 6.9 6.6 9.1 2.5
Subtotal, continental industrial Europe 5.2 20.1 39.0. 49,1 57.6 63.8 63.3 70.4 72.9
Canadn 1.8 2.0 T4 5.3 5.6 4.8 4.8 4.5 5.0
Japan 0.6 1.9 4.8 - 14,1 16,9 30.2 11.0 10.8 12,3
Total, industrisl countries 36.5 48,5 65.8 . 88.8 97.5 96.0 97.% 104.1 1039.6
Primary producing countries ‘
Hore developed countries 4/
Other Puropean countries— . 1.6 2.3 - 5.8 8.0 1.7 13.4 12.3 11.1 11.3
_Australie, New Zealaad, South Africa ‘ 2,1 1.3 3.0 4.2 1.6 6.5 5.0 4,2 4.6
Subtotal, more developed primary ) . .
producing countries ‘ 3.7 9.6 8.5 12.1 19.4 19.9 17.2 15.3 15.9
Lzss developed countries 5} )
Kajor otl exporting countries— 1.3 2.4 5.2 8.0 10,3 —  12.4 39.2 45,6 49.9
Other Weatern Hemisphere 6/ . . 2.4 2.2 4,2 [254 7.3 9.7 9.1 7.6 7.9
Other Middle East 7/ . i . 1.1 0.7 1.6 2.0 2.6 1.6 4.0 4.5 4.6
Other Asta 8/ ' . . 3.7 2.7 5.8 6.3 7.6 8.8 10.5 | 11.2 12.7
Other Africa 3/ 8.6 - 0.9 1.9 1.6 1.9 2.2 2.4 2.2 2.3
Subtotal; Icss developed countriea-g, 9.8 9.0 18.9 22.3 29.7 36.6 65.1 5.2 7.4
Total : . - 50.3 6.2 93,2 -123.2 1465 1526 180.3 1965 . 202.9

Source: International Financial Statistics. .

1/ A minor difference between these data and those published in IFS is noted in Table 1,
footnote 1. Totals may not add because of rounding ard because some totals include unpublished
data for component areas. : : .

2/ The value of the official French reserve stock, at end-1975 and end~March 1976, as shown
in thls table, differs from that published in off1c131 French statistics because, since January
1975, France has adopted a system of valuing gold based on market prices. =

§j Austria, Demmark, Luxembourg, Norway, and Sweden.

4/ Finland, Greece, Iceland, Ireland, Malta, Portugal, Spain, Turkey, Yugoslavia, and,
beginning in 1972, Romania's reserve position in the Fund and holdings of SDRs.

5/ Algeria, Ecuador, Indonesia, Iran, Iraq, Kuwait, the Libyan Arab Republic, Nigeria, Saud
Arabia, Trinidad and Tobago, Venezuela, and, beginning in 1960, Gabon, in 1965, Bahrain, in
1966, Qatar, in 1970, Oman, and in 1973, the United Arab Emirates.

6/ Argentipa, Bolivia, Brazil, Central America, Chile, Colombia, the Dominican Republic,
Guyana, Haiti, Jamaica, Mexico, Panama, Paraguay, Peru, Surinam, Uruguay, and beginning in 1966
Barbados, and in 1968, Bahamas and the Netherlands Antilles.

7/ Cyprus, Egypt, Israel, Jordan, Lebanon, the Syrian Arab Republic, znd beginning in 1965,
the People's Democratic Republic of Yemen, and in 1973, the Yemen Arab Republic.

8/ Afghanistan, Burma, the Republic of China, Fiji, India, Korea, Lao People’'s Democratic
Republlc Malaysia, Nepal, Pakistan, the Philippines, Singapore, South Viet-Nam, Sri Lanka,
Thailand, Western Samoa, and, beginning in 1973, Bangladesh.

9/ Afrlcan Fund members other than Algeria, Gabon, the Libyan Arab Republxc, Nigeria, and
South Africa, '

10/ 1Includes residual.

T PRI T S Ty

R i s s o S A T O R L i S e A s S R Senigce I A AT S RS R e R




B - 9 - ’ .
. Table 3. Composition of Reserve Change, 1969—75l/.

- (In billions of SDRs)

1969 1970 1971 1972 1973 1974 1975

Net annual transactions in reserves .
Gold : .
Monetary gold » ‘ :
" Gold transactions (acquisitions ~) by IMF, . '
BIS, and European Fund o o 0.1+ 2.2 ~-1.0 0.5 — — —

Countries' gold reserves 0.2- -1.9 -1,1 -0.3 -  ~0.1 ~0.1
‘8pecial drawing rights S o
Allocation of- SDRs . - 3,4 3.0 3.0 —— — —
‘IMF holdings of SDRs (increase =) -—-  =0.3., =0.2 =0.1 0.1 0.1 =0.1
Countries' SDR holdings - 3.1 2.8 2.8 0.1 0.1 -0.1
Reserve position in the Fund -
Use of IMF credit 2/ . 0.3 -0.8 =~1.9 -0.3 -0.1 2.7 3.7
IMF gold transactions (inflow +)= =~ . 1.6 0.4 0.1 - o -
IMF transactions in SDRs (inflow -) - 0.3 0.2 0.1 <0.1 -0.1 -0.1
IMF surplus (increase -} ' -0.1 . -1.0 - —— —— — ——
Reserve positions in the Fund 0.2 1.0 «1.3 -~ -0.2 2.7 3.8
0fficial foreign exchange holdiogs . -
0fficial claims on the United States™ -1.5 7.8  27.4 10.0 4.7 8.2 2.5
Other official claims : 2.1 4.6 6.6 8.7 10.1 17.5 3.9
Official sterling claims on United Kingdom 0.7 0.5 1.7 0.7 0.3 2.7 -1.2
Official deutsche mark claims on the .

Federal Republic of Germany 0.1 0.8 =0.4 0.1 -0.6 0.2 0.2

Official French franc claims on France . -0.1 0.2 0.2 0.3 0.2 =0.2 0.3
_Other official claims on other countries 4/ 4/ . .

denominated in the claimant's own currency ...~ ...~ 0.1 -0.1 6.7 ~0.4 1.4
Foreign exchange claims arising from swap )

credits and related assistance ~0.1 ~2.2 ~0.7 -— 0.4 1.2 -0.
Identified holdings of Euro~dollars™ 1.1 5.5 0.8 6.6 5.1 11.3 4.8
Identified official holdings of other 4/ 4/

Euro-currencies cers™ we=0,7 2.0 1.7 0.2 1.9
Identified official claims on IBRD and IDA 0.1 0.1 —— - 0.1 - 0.4
Residual 6/ : 0.3 <-0.3 4,2 -=0.9 2.2 2.5 =3.5

Total official foreign exchange holdings 0.6 12.4 34,0 18.7 4.8 @ 25.7 6.4

Effect of valuation changes on stock of :
reserves 7/ ~-0.1 — wly b --  -8.6 -0.7 4.2

Total reserve change ) 0.9 14.6 30.0 21.2 6.1 27,7 14.2

Sources: International Financial Statistics and Fund staff information and estimates.

1/ A minor difference between these data and those published in IFS is noted in Table 1,
footnote 1. Table 5 provides comparsble stock data concerning official holdings of foreign
exchange. Note, however, that in some years changes in outstanding stocks do not coincide with
the estimated transactions value recorded here because of changes in the relationship between
the currency of denomination and the SDR. Footnote 1 to Table 5 notes these cases.

2/ Variations in IMF gold investments and gold deposits are excluded because they do not give
rise to net creditor positions in the Fund. '

3/ Covers only claims of countries, including those denominsted in the claimant's own currency.

&4/ The underlying stock data were not available prior to 1970; therefore, the value of trans-
actions in these assets is included with the residuals until 1971, '

5/ See Table 5 for more details concerning these Fund staff estimates.

6/ Table 5, footnote 5, provides details, , :

1/ For explanation, see and Annual Report, 1972, page 25, footnote 2.




Table G, Wuopontliloen 0F Hesorwe cohangy Ly dden, 1977

{In billions of SDRs)

Indugtrial and More Developed Less Developed Primary
Primary Producing Countries Producing Countries
Major oil
United Other. exporting Other
‘States countries countrisgs countries— Total
Net transactlons in reserves
Gold —— —— — —— -0.1
SDR holdings 0.1 - — ~0,1 -0.1
"Reserve positions in Fund 3/ 0.4 1.0 2.5 -0.1 3.8
Official foreign exchange holdings— — 0.1 7.0 -0.8 6.4
O0fficial claims on United States 4/ - 3.9 -0.2 1.2 2.5
Official sterling claims on United Kingdom - -0.6 ~1.8 1,2 ~-1.2
Identified official holdings of Euro-doliars - 0.8 6.7 -2 .8
Residual holdings of foreign exchange 5/ - ' -4, 0 2.3 1.9 0.3
Effect of valuation changes on stock of reserves 6/ -— 2.7 0.9 0.6 4.2
Total reserve change . 0.5 3.8 10.4 -0.4 14,2

Sources: International Financial Statistics and Fund staff information and estimates.
1/ Table 3 provides more detailed information on the composition of changes in official reserves of all countries,

includﬂng comparable data for earlier years.

2/ The transactions values of the components of foreign exchange shown for this group were derived as residuals and
therefore include any omissions, errors, and asymmetries included in the transactions values estimated for the other
groups.

3/ Area details are based on data provided by those holders of these claims that report' this information to the Fund.

4/ Covers only claims of countries, including those denominated in the claimant's own currency.

5/ More details of this residual. are provided in Table 3.

6/ For explanation, see .
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Table 5. Official Holdings of Foreign Exchange,
by Type of Claim, End of Years 1969-75 1/

(In_billions of SDRs)

1969 . 1970 1971 1972 1573 1974 1975
Official claims on United Statesz/ 16.0 23.8 46.6 56.7 55.4 62.6 68.3
. 0fficial sterling claims on United Kingdom 5.2 5.7 7.3. " 8.1 6.5 8.3 6.4
Official deutsche mark claims on FR of Germany . 0.5 1.3 1.0 1.1 0.6 0.8 0.9
Official French franc claims on France - 0.4 - 0.6 0.8 1.0 1.2 1.0 1.3
Other official claims on countries denominated 3/
in the claimant's own currency ’ eee— 0.8 0.9 0.7 1.4 1.2 2.5
Official foreign exchange claims arising from ’ .
swap cradits and related assistance 2.8 0.7 —_— - 0.4 1.6 1.3~
Identified official holdings of Euro-currencies
" Euro-dollars : .
Industrial countries _ 2.2 5.1 3.4 5.6 7.3 6.3 6.2
Primary producing countries . v ’ ’
More developed countries ' 0.6 1.5 1.6 3.1 3.2 2.9 3.7
Less developed countries ] 2.1 3.7 5.3 9.1 0.2 24.6 30.7
Western Hemisphere . ' Q.6 1.0 1.5 3.5 4.0 5.0 5.7
Middle East 0.4 0.6 1.1 1.9 2.3 14.0 19.9
 Asia 0.6 1.1 1.0 2.0 2.7 3.0 3.3
Africa . 0.6 1.1 1.6 1.7 1.3 2.6 1.9
" Memorandum item: Major oil exporting :
- countries 0.8 1.6 2.8 3.9 4.1 17.5 .24.2
Total identified Euro-dollars 4.93/ 10.4 10.3 17.8 20.8 33.7 40.6
Other Euro-currencies <o 0.3 1.0 3.0 4.7 5.3 6.5
Total identified holdings of Euro~currencies 4.9 10.7 11.3 20.8 25.5 39.0 47.1
Identified claims on IBRD and IDA o 0.6 0.7 0.6 0.6 0.6 0.7 1.1
Residual 5/ 2.6 1.1 6.6 6.9 10.4 11.8 8.7
Total official holdings of foreign exchange 33.0  45.4 75.1 95.9 102.0 127.0 137.6

Sources:

International Financial Statistics and Fund staff information and estimates.

1/ Includes the estimated change in the level of holdings owing to the Franch franc devalua-
tion in 1969, the general realignment of currencies ia 1971, the U.S. dollar devaluation in

1973, and the widespread floating of currencies since 1974.

2/ Covers only claims of countries, including those denominated in the claimant's
3/ These data were not available prier to 1970; therefore, the figure for 1969 is

with the residual.

4/ Comprises the double deposit arrangement for US$2 billion between the Dautsche

and the Bank of Italy.

5/ Part of this residual occurs because some member countries do not classify all

exchange claims that they report to the Fund.

It also includes asymmetries arising

ownl currency..
included

Bundesbank

the foreign
because ’

data on U.S. and U.K. -currency lisbilities are more comprehensive than data on official foreign

exchange as shown in International Financial Statistics.
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Factors Affecting the Adeguacy of Reserves

This subsection contains the review of the‘adequaéy of global reserves that
the Exécﬁtive Directors are required to make under Section 10 of tﬁe By-Laws of
the International Monetary Fund. It deals not only with the topic of reserve
adequacy in the‘narrow sense, namely, with the sufficiency of the existing
global volume of reserve assefs in matching the global need for reserves, but
also with some of its broader aspects. These include the effects on reserve ade~
quacy of the distribution of reserves among countries, the asset composition of
a given regerve volume, the availability gf public and private liquid resources
other than reserves, and the adaptability of the supply of reserve assets to the

N
existing demand.

The diversity of exchange market behavior, discussed in Section A of this
chapter, that characterizes present international monetary arrangements and is
also envisaged under ﬁhe regime of the amended Article IV of the Fund Agreement
is reflected in a corresponding diversity among countries in the use of inter-
national liquidity and the role of reserve holdings. As a result, it is now more
difficult to apply the concept of adecuacy of global reserves than in the 1960's,
when it was first formulated.

Quantitative assessment of changes iﬁ the degree of reserve ease was in part
based on the behavior over time of the ratio of reserves to imports. Even then,
in the Bretton Woods system, important differences existed in the attitudes of
countries toward the desired speed of balance of payments adjustment, and, indeed,
toward the magnitude of payments imbalances they would allow to occur, as well'as
in their access to international borrowing facilities and their willingness to '

use them. These divergencies resulted in different reserve needs relative to
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imports and, therefore, in differences in the normal ratios of resefves to im-
ports. Nevertheless, common adherence to the par value system ana the inabiiity
or disinclination of many countries to have'fecourse to international caﬁital
markets for finahcing external deficits determined a relatively narrow range for
the presumptive ratio of reserve needs to imports. In these circumstances, it was
plausible to assume that future reserve needs wguld bear a similar relation to
estimated future imports as past actﬁal reserves did to past imports, except where
deviations of past ratios of resefves to imports from the normal range poiﬁted to

instances of excessive reserve holdings or to shortfalls.

~
\

At present, a greater divergence among countries can be expected in the
relation between reserve needs and imports, partly because use of reserves for the
financing of péyments disequilibria plays a different role in“the balance of pay-
ments policy of different countries and partly because certain other functions of
reserve holdings have become important for some countries, though not for others.

The majority of Fund members continue to peg their currencies to one of a
number of major currencies, to the SDR, or to a similar composite. Their reserve
needs in relation to expected external imbalances have probably not changed
drqstically froﬁ those experienced under the par value system, except that some
reduction in need may be implied by two developments: the first is the greater
readiness to alter the peg in response to exchange mérket or balance of payments
developments in comparison with attitudes prevalent under the par value regime;
the second is the rapid growth in recent years of international borrowing facili-
ties and the willingness of countries to make‘use of them.

The currencies of a number of countries (at the latest count about 30 coun-

tries with 73 per cent of the world reserves at the end of 1975), including those
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of the largest Fund members, are floating, however, and their need to hold re-
serves for the purpose of financing future balance of payments deficits is likely
to be smaller than if used to be when these countries still adhered to the par
value system. M?mbers participating in the European narrow margins arrangements
(accounting foé 22 per cent of world reserves at the end of 1975) are classified
as having floating currencies; nevertheless, their reserve needs arising from
transactions within thevgroup of participants are comparable to the needs of coun-
tries with pegged rates, and the reduction in their reserve need as a result of
fioating is confined to that part of the need which formerly arose from their
transactions with countries outside the narrow margins arrangements.

Three functions of international reserves beyond that of financing future
deficits -deserve to be mentioned. First, even when imbalances are intended to be
1argely financed by compensatory external borrowing and repayment, reserves are
still needed in oxder to establish and maintain international creditworthiness.
Second, countries with f£loating currencies may wish to hold larger recerves than
they presently require for the conduct of ‘foreign exchange market intervention
because of the possibility that a change in the international monetary system may
make it necessary or desirable for them to have command over larger liquid re-
sources. Third, countries that have recently experienced large balance of pay-
ments surplusés may hold part of their foreign exchange reserves as a temporary
investment of these surpluses pénding more permanent placement.

The relations between countries' reserve needs and their imports may thus be
neither similar nor constant over time. All the same, the level of imports, taken

as representative of external transactions, is a useful indicator of the scale of
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,reseﬁve needs, especially dur;ng a périod of rapidly ;ising.véldes of iﬁter—
 nati6n$l trénsactions,v Subject to the qpalifiéations contained in’the preceding
observations, the evélution of reserve>neeés may , theréfore, be asséssed in the
light of developmépts in the ratios of reserves to im?ofts. For all major‘cpuntry
groups except oil exporting countries, these ratios were on average much lower

in 1974 and 19?5’than they had been in the preceding yeafé (Yéble 6); This de-~
"¢line can be ascribed ﬁo the éharp rise fr&m 1973 to 1974 in the value of world
imports (measured in SDRs) by 47 per cent, followed by a much smaller increase

of 4 per cent from 1974 to 1973, while the yearly average level of world reserves
jncreased during thesé periods by about 10 per cent and 13 per céﬁt, respectively.,
As a result; the average rétio of_resaryes to imports for the world as a whole
fell from 33 per cent in 1973 to.26 per cent and 28 per cent, fespectively, in

1974 and 1975.

The increase in 1974 and 1975 in the reserve holdings of oil éxporting coun-
tries relative to the level of their external transactions has no doubt increaseé
the reserve ease experienced by thei; in many of these countries, in fact, eco-~
nomic policy was such as to induce rapid balance of payments‘aéﬁustment e&er since
the first appearance of large current account surpluses and rising reserves in
1974. For many oil exporting countries this adjustment has progressed to the point
where reserves are no longer rising. In any event, at leaét part of their reserve
holdings must be regarded as a temporary investment, and permanent placement of
these funds will in due course result in a decline in the ratio of reserves to im;
ports.

The iridustrial countries as a group reached a substantially lower ratio of

reserves to imports in 1974 and 1975 than they had during the entire postwar pefiod.



Takle 6. Ratios of Reserves to Imports, 1966-75-

.j_fls;.

- (In_per cént)

1/

© U Primary Producing Countries

: Industrial.. . More . = 0il Other less

World =~ ‘eduntries developed = éxporters developed
1966 37 40 31 b4 27
1967 36 38 28 46 28
1968 33 34 30 45 28
1969 30 30 30 43 28
1970 29 28 28 44 29
1971 34 34 34 53 28
1972 38 37 48 64 32
1973 33 30 46 59 34
1974 26 21 29 80 25
1975 28 22 25 88 24

1/ Reserves are centered quarterly averages for the years shown.
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This is largely the result of a reduction in the ratio for a number of large
countries with independently f£loating currencies; particularly the United States.
The non-oil primary producing countries attained ratios that were substantially
lower than those of the early 1970's and lower, too, than the rétios experienééd
during the latter‘part of the 1960's.

The uniformity among the groups of non-oil countries in the ratios of re-
serves to imports reached in 1975 is quite remarkable. The industrial countries'
ratio of 22 per cent, which, although slightiy below the 24-25 per cent ratio of
the non-oil primary producing countries, may represent somewhat greater reserve
ease, since this group contains a larger proportion of countries‘with floating

5
rates.

.As was discﬁssed in previous Annual Reports, the distribution of reserves
among countries affeéts the degree of global reserve ease afforded by a given
volume of reserves. In this connection, it is'relevant that almost nine tenths
of the global increasé in reserves of about SDR 42 billion from end-1973 to end-
1975 was accounted for by the group of major oil exporting countries; with the
other countries sharing a negligible increase amounting to an average annual
growth in their reserves of less than 1% per cent. The distribﬁtion of reserves
among industrial countries and among countries within the group of non-oil pri-
mary producers ‘has not changed radically, however, during the last two years.
While there are large differences in holdingé in countries' reserves relative to
the level of external transactions, these differences have not increased during

the year under review.

e g A e e 2 By AP S A
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Quantitative assessment of the adequacy of the existing volume of reserves
is made difficult by the uncertainty surrounding the proper valuation of gold
holdings. On the one héﬁd, the difference between the market ﬁrice of géld and
the price at which it is carried in the accounts of most central banks (and shown

in the tables of this chapter) points to a greater degree of reserve ease attained

at present relative to that of past years than may be indicated by a comparison
of‘preseﬁt and past ratios of reserves to imports} On the other hand, gold hold-
ings may in present circumstances Be a less liquid asset than other cbmponénts of
reserves, since they cannot be readily used at their present market value, so that
their effect on the degree of reserve ease\should be subject to a suitable dis—-
count. It is not clear on balance, then, what adjustment should be made in preéent
circumstances for the fact that reserves are held partly in the form of gold.

A factor continuing to exercise a positive influence on the degree of reserve
ease is the adaptability of the‘supply of reserves to the demand. Widespread use
has been made during recent years of the possibilities of influencing reserves

through borrowing or through intervention in the exchange market.

B I .

In sum, it is very difficult to assess shifts in the adequacy of global
reserves over the past several years in view of the substantial changes that
have occurred in exchange rate arrangements, in countries' readiness to borrow
in private capital markets, and in the availability of public and private fuunds
for international borrowing. Also important in this regard is the special

character of the sharp buildup that has taken place in reserves of the oil
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exporting countries, Indeed, because of these developments, the concepts of

global "reserve need" and "adequacy of reserves" have suffered in precision and

significance.

Neverthéless, certaip specific aspects of the situation relating to inter-
national reserve; merit attention; fhesé>may be noted briefly.

First, examination of thé relevant data suggests that there was no marked
change in the degree éf reserve ease from 1974 to 1975. This conclusion derives
mainly from the fact that the relationship between reserves and imports did not
show substantial change for non-oil member countries as a group. In most of
these countries, reserves were relatively flat at s time of little or no increase
in the volume of imports because of the internationél recession. This situation,
however, is mnow Ehangimg; with economic recovery in the mgjor industrial countries
having gotten under way in the course of 1875, world trade activity is once again
in an expansionary phase. .

Within the broa& category of non~oil member countries, assessment of reserve
adequacy is perhaps least difficult for the primary producing group. Countries
in this group have for the most part not resorted to fioating, and the greater

use they are making of the exchange rate as a policy instrument affords them

relatively limited relief from balance of payments pressures. Furthermore, borrow-

ing on international credit markets to protect reserves is not a feasible policy
for many of these countries, and even those that have used it in the past may
not be able to continue using it to the same extent in the future.

For the non-oil primary producing group of countries, therefore, the re-

duction in ratios of reserves to imports that has occurred in the past few years

Y m i g x b s e gy o tpemn
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would seem to reflect some genuine decrease in reserve adequacy. In this
connection, indication of need to conserve official reserves may be found in

the recent tendency among these countries toward greater use of import controls
and other restraints on current transactioms. It may also be significantvtﬁat

in the past year the non-oil primary primary producing countries as a group choée
to finance their overall balance of payments deficit almost entirely through the
use of conditional liquidity, and only to a ver§ limited extent through the
dfawing down of owned reserves.

Last year's Annual Report stated that, "In.the present situation of consid-
erable uncertainty as to the future development of many of the factors affecting
reserve adequacy, the contribution that the Fund could most suitably mak; to its
continued maintenance probably lies in the provision of conditional liquidity."
At that time, as the Report observed, the potential volume of conditional liquidity
had already been subséantially increased during 1974 and 1975. Since then, while
the o0il facility has lapsed, the compénsatory financing facility has been wodified
so as to provide greater access by members encountexing balance of payﬁents
' difficulties caused by temporary export shortfalls, and there has been a tempo—
rary liberalization of the access by members to the Fund's resources through
enlargement of the size of each credit tranche by 45 per cent. In the period
ahead, there will be a continuing need to assess the adequacy of conditional lig~
uidity provided through the Fund and to keep under review the question of the

appropriate relationship between this type of liquidity and official reserves.
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Developments in Exchange Rate Arrangements

The prOposed amendments to ‘the Articles of Agreement, approved
by the Board of - Governors in April 1976 ,~~and now awaiting acceptance by

memhers——permit countries considerable freedom in their choice of exchange

arrangements. Under the proposed Article IV exchange.arrangements~may

include (i) the maintenance by a member of a value for its currency in

' terms of the special drawing right or another denominator, other than gold,

~  selected by the member, or (ii) cooperative arrangements by Wthh members

rme

1to the particular variant of pegging or floating heing used. This classi-~

'<maintain the valne of their currencies in relation to the valne of the
"currency or currencies of other members, or (iii) other exchange arrange«

' ments of the members choice.” In place.of formal obligations on exchange

practices, the proposed article emphasizes ‘the general obligation of

members to follow exchange rate policies compatible with agreed objectives

of economic and financial stability and the effective. working of the adgustnf
ment:process.p‘h - | » | |

The formal,recognition of‘greatervfreedom.in choice of exchange
arrangements reflects an increasing diversity in memhers exchange practices
since the adoption of‘floatino by most maJor countries in early 1973
(See Appendix I, Table I).. Last*year 8 Annual Report classified the

exchange rate practices of members irto five ma;or categories, ‘according

+

_fication, however, has become- less useful as the variety of specific '

exchange practices has«increased In princ ple,.a‘distinction is possible

between those countries which prefer to let»their exchange rate serve as

" the instrument to equilibrate the balance of payments, by letting it find



. arrangements which permit greater flexibility in. determining rates. For

41ts own level, subject perhaps to émoéthing<intérvention;,and those which
prefer to rely primarily on the instruments of domestic policy for balance

‘of payments adjustment and would not resort to'changes in exchange‘rates

exéeﬁt to correct majof disequilibria. \Nq_such clear distincfion.is ﬁossible
iﬁ practice, however, since many members hﬁvé'a policy towards their exchange
rate intermediate betweén.these two'poiar cases. Furthermore, the>1abei'
épplied_to a country's exchange arrangement can be a'misieading guide to

the actual policy being followed. Currencies that are-officiaily floating

are .often managed (sometimes at the cost of large changes in reserves) to

-_échieve a result that may‘be little different from formal pegging. Conversely,

with countries which maintain a fbrmal peg, frequent adjustments 6f the peg,

or relatively wide margins within 'which a currency is allowed to fluctuate

‘around its peg, may be used to obviate policy changes or reserve movements

that might. otherwise have been necessary to maintain the pegged value.
The past year has witnessed a tendency towards greater diversity

in exchange rate practices among members, and also some movement towards

example, a number of countries pegging their currency to that of a single
major country, in particular to sterling, experienced difficulty in matching
their domestic policies and exchange rate movements to those required by

the movements in the peg currency. Among such peggers there was a tendency

" to alleviate the difficulties of coofdinating'their policies with fhose of

the country to whose currency they were pegge& by switching to a peg on the
SDR or on a tradé-weighted basket of currencies. In addition, several

pegging countries widened the permitted margins of variability for their

 currency in relation to its peg value. Among countries which pursue mutual
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”«1ntervention arrangements, tensions developed and resulted,-in'March 1976,
“in ﬁhe termination of tﬁe'special arrangement between the Benelux currencies

" and the departure of the Frénch Franc from the European common margins

arrangement (the "snake").

' The decision on the part of the majo: industrial countries to

- permit their currencies to float has been reinforced over the past year by

the difficulties of identifying an appropriate pattefn of exchange rates

for the medium~term and by the fact that this pattern is clearly changing

through time. Indeed, as the levels of economic activity and rates of

: inflétion (both realized and expected) have continued to differ among

countries whose currencies are floating, frequent exchange rate variations

have been a major form of balancerfipayments adjustment. Even those

' countries which have attempted through heavy reserve use to manage the

development of the exchange rate for their currencies have at times had
to allow their rate to change quite substantially.

Experience in the past year has underlined the difficulty of

sustaining a particular pattern of exchange rates in the face of strong:

speculative pressure for change. The existence of formal exchange rate

relationships, or the informal pursuit of a target value through rate

managemént, can certainly strengthen a tendency towards stabilizing

-capital flows when the rate being maintained is jﬁdged by the market to

be broadly appropriate, and when there is belief in the determination and
‘ability of the authorities.to achieve their objective. However, experience
has also demonstrated the difficulties of maintaining target exchange rates

when the underlying economic and financial policiéé of the countries

concerned are not sufficiently harmonized. In such circumstances, the
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gb;ervanpe Qf‘margigs, or target'rateé, méy serve to focus the attention‘: ,
- of mérket participants on»the problemé of maintaining a given rate.structure,
- -and ;hus‘add‘;p pressure in the exchange market.

- At thé same time as c;untries have tended_to.emphasize arr;ﬁgemeﬁts'
?@i?th?F?it more flexi?ilitxvin rates in response Eo-changes.in underlying
economic circumstances, there has been a growing recogﬁitioﬁ that wide
ﬁlu;?uations.in exchange rate relationships are undesirable and that éfforts

must be made at the domesic policy level to help limit such fluctuations.-

A central theme of the Rambouilllet Summit of November 1975 was the need

¥

',fqr counprigs to follow ﬁolicies that promote the kind of domestic economic.
cgﬁdi;idnsvwhich.contribute to world monetary staﬁiiity. The pr0pos§d new
Artigie IV on exchange arrangements similarly emphasizes‘the obligations
of member countries to:"promqte stability by fostering underlying economic
and financial conditions and a monétary systeﬁ that does not tend to produce
errafic diéruptions." |
| : iﬁ order to limit potentially disruptive effects on trade of»exchanéé
fate va%iability, several heavily interdependent European countries have
. continued their arrangement to limit mutual rate movements wiﬁhin a narrow
band whicﬁ itself floats against other currencies;lj When the exchange rate

‘bétween~the currencies of two "snake" members reaches the permitted margin
of fluctuation around its parity (2 1/4 per cent), eécﬁ country agrees to
lintérvene in the currency of the other to prevent further movemeﬁt; inter-
vention may also take place in dollars. In practice, developments in the

"% ™" exchange markets for currencies of the larger members of the snake have

R L L Lo PN o -

——

"1/ The participants in the European narrow margins arrangement as at
[May 31, 1976] were Belgium (Luxembourg, Denmark, the Federal Republic of
I _ Germany, the Netherlands, Norway and Germany. France, Ireland, Italy and
-. the United Kingdom had previously participated in the arrangement, but had
. withdrawn. : ;



' have Jheavily influenced movements of the snake currencies taken -as a group.

e R = = . e o e

The same intervention operation will have a greater effect on the exchange
rate of a.smaller than of a larger country, so that mutual intervention
at the. margins of the snake will therefore tend to reduce pressure on the

smaller countries currencies rather than on the larger countries currencies

- and .the snake will tend to float according to pressures put on the larger

R cguntries. This conclusion is.not substantially altered by the growing

imgortance of intervention in dollars by snake countries.,

o

.~-~/~ e - O

- Exchange “Rate Developments'-‘

[
{

-~ A s
vﬂ--,_.ﬁ....

By mid-1976 the major industrial countries had been operating under .

a more flexible exchange rate regime ‘for a period of over three years. The

initial disturbances caused by the collapse of the previous central rate
regime and by . the immediate balance of payments consequences of the oil
price'increase had been absorbed. It begins to be possible, therefore, to
- have more perspective on the characteristics of the present flexible exchange
- rate regime, and in particular to judge how this regime has developed over
. time. | |
Although a maﬁority of member countries continue to peg theirﬁ
-currencieS'in some fashion, the countries allowing their currencies to
_float cominate world trade and financial transactions. ‘The following
analysis will therefore focus on developments in the exchange rates for the
currencies of these major industrial countries. Chart 1 shows changes in

~ . the dollar value of the six major currencies from 1973 through the first

-geveral months of 1976, -~~~
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’“~; Al£hougﬁ all countries have at times intervened in tﬂeir fdreign
'exchangé market,:thetdegrees of intervention have differed greatly amoﬁg
. countries deéending on the importance they attach to ﬁaintaining a .par-
vtiéular aﬁérége:value for their rate and to the avoidance of. daily and
" weekly Afluctuations. The snake countries, taken as a group, the United
_States and Canada<have‘intervened relatively little. Fraﬁce, Italy, Japan
and the United Kingdom on the other hand, have engaged in relatively more
intervention in an attempt to puféue exchange rate objectives in the face
Aof garket pressqre which has sometimes been sustained.
The soufces of strain invfofeign exchange markets over the past —
year have arisen to a large extent frém'differences, partly cyclical in
, naﬁuréi in the stance of monetary and fiscal policy among counﬁries.
Theée policies have been determined by a continuing effort on the part of"
industrial countries to reflate their economies without provoking renéwéd
inflationary pressure.
S 3¢¢ause of the importance of exchange fate developments fﬁr the
;gfficient working of the adjustmgnt process, the behavior of governments
with respect to exchange policies remains a matter for consultation and
surveillance in the Fund. Although the proposed new Article IV 1is not
yet-formaliy in effect, it is néteworthy that itvcontains genefal obligations
relatiﬁg to thé overall>economic policies members afe expected to pursue,
éndhgives tﬁe Fund duties to oversee the coﬁpliance of each member,
regardless of the particular exchange arrangeﬁent it follows, with these
~ obligations. ”Inbparticular, thg Fund is to exercise firm surveillance‘over
- thé exéhange rate policies~of menbers, and to ado§£ specific principles for

. the guidance of'all members with respect to those policies. These principles

b,

~>,:ﬁ$ve yet to be worked out, and in the meantime, the Fund's surveillance is



based for members with fixed exchange rates, en the Central Rate
decision of December 1971 and for members with floating rates, on the
"Guidelines fcr the Management of Floating Exchange Rates" adopted by
Executlve Board decision in June 1974. These guidelines focus on three
‘wtypes of exchange rate developments that may be cause for official concern
" and actionf%“‘wm' '.t e
- (1) Erratic short run movements (i.e. aay*tévday and week-to-week)
| (2)‘ Unduly rapiqﬂehanges brought about by market preesuxes over
' ~;§eriod3'of several monthe.or quartefs. |
- =7 7(3) Movements tﬁet cause exchange rates to deviate substantially‘
1 %Mfrom'a level considered conducive to medium term eqﬁilibrium in the balance
“;of payments. -
“-in ba51ng surveillance on these guidelines, the Fund is expected also to
have regard for the effect of intervention on members' reserve positions
g and for the interest issuing countries have in intervention conducted in
their currencies by other countries; .Furthermore, the gﬁidelines reassert
that all coﬁgtries, whether or net they are flqeting, should avoid intro+

ducing restrictions on current account transactions for balance of payments

pﬁrposes.

Dgy-to—bay-andiWeekftofHeek Fluctuations

.A“ten&encyvtowards smaller dayeto—day<aed weekatOeweekAexchenge
~ rate fluctuations has characterized the pattern of floating over the past
<+ year, by eomparison with the previous two years. ‘. |
The largest daily and weekiy fluctuatiqns'tendedvto occur during
periods when longer run pressures were also influencing exchange developments;

o In Jﬁiy 1975, for exeﬁple, when the snake was experiencing a depreciation




- againetvthe dollar, daily changes in the dollarvvalue of the deutschemark
were as‘great as 1.3jper cent, with weekly declines of aﬁvﬁd 2.5‘per cent.
Both of :these maximﬁm‘changés were, however, lese than those observed
-during ccﬁéatablé periods of overall exchange rate adjustment in mid-1973:
and mid—1974.
-  In addition, the pattern of daily changes over the past year hae
differed‘somewhat from that of previous periods of écbstantial exchange
A.rate movement. Daily fluctuations have usually cccurred in the same
direction as the longer run movement, and therefore could be considered
to reflect less disorderly market conditionsythan a rapid adjustment to
z‘changes in the market's appraisal of basic economic conditions. By
“contrast, during the strong appreciation of the snake currencies against
the U.S. dollar in late 1974 and early 1975, the direction of daily exchange
rate movements was more erratic, and therefore more suggestive of disorderly
market conditions. An exception to‘this‘pattern is to be found in the
experience of those currenciee, particularly the lira acd the pound sterling;l
© for which the exchenge rate was maintained relatively stable for a substantial
pericd‘of time, despite unfavoreble domestic price developments. For these
currencies, when-rarket develcpmeﬁts eventually forced an adjustment in the
exchengé rete, early in 1976, the size of caily movements in the rate was
quite eubstantial, (though in the case of the Italian lira deﬁeloPﬁents also
owed something to political uncertainties.) .

en analysis of daily and weekly changes in the dollar value of
currencies concentrates attention on a single (albeit important) exchange
rate for each currency, and thus does not reflect the impact of fluctuations
in other currency relationships. To derive a more general measure of

exchange rate variability, it is necessary to compile an exchange rate
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measure which expresseé the value of a curténcy in terms of a suitabiy
weightéd average of é variety of currencies. Averagé weekly changes in
.such "effective" exchange,rdtes for seven major,industriai’countries are
shown in Téble 1.11

' The table indicates that weék—to—week éhanges have been-fairly.
large over the entire floating period for most cﬁrrenciés,~but that there
has been some tendepcy for their size to diminish ové: thevthree year
périod taken as a whole. It can also be seen thaf average fluctuations
ha§evtended to be larger‘for countries that ha%e sufféred chronic balance
- of payments problems, and which have'therefore,had to accept substanfial
realignments in their'éxchange rate over time. In a number of cases
where weekly movemenﬁs are indicated to be large, this refiects simply a
process of,readjus;ment of the rate concerned to a new and more apprOpriaté
level. | - . ' o fj |

" In principle, the uncertainfy‘introduCéd into the procesé of inter-
national paymenﬁs by daily and weekly volatility of spot exchange rates should
give rise to a sufficientiy large forward market to finance those trade and
'fiﬁancial transactions that would otherwise be inhibited by this unée;tainty.
Although evidence on the efficiency with which forwardvmarke£s are éperating
is notoriously_difficult to obéain, s&me-indicatibn'of the cost of forward
cover cén be gained from an inspection of the spread between buﬁing and
selling rates that banks quéteAfor forward currency. Over thd paét year,
the size of forward bid-ask spreads has~decreésed somewhat, although there
have'tended to be sharp widenings of the spread during periods of rel#tively

_greater exchange rate uncertainty. In March 1976, for example, the spread

1/ The weights used in calculating the effective exchange rates used in
Table 1 are from the Fund's multilateral exchange rate model, as described
below. TFor short term movements in exchange rates, alternative weighting
schemes show a very similar pattern. ‘
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' Table 1. A
V , Y- .
Average Weekly Changes in Selected Effective Exchange Rates .
N . 1973-Firat Quarter 1976 :
. - (In per cent) : B
| 1973 - 1974 . 1975 - 1976
-Country ~~ Third  Fourth First Second Third Fourth  First = Second Third - Fourth First
o _Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter” Quarter
Canada S 0.23 0.24 - 0.42 0,23 - [0.33  0.23 0.30 0.32  -0.29 0.26 - 0.31
. France 0,93 0.58  -0.93  0.67  0.66  0.53 . 0.39  0.46  0.60  0.29 0.46
: Gémany, . : . ‘
Fed. Rep. of 1.32 - 0.47 0.71 1.10 ~ 0.46 0.67  0.56 0.34 0.51 - 0.35 - 0.70°
ftaly . 0.82  0.48 0,72 0.67  0.22  0.35 _ 0.22  0.16°  0.19  0.11 . = 2,31
Japan 0,55 . 0.46 1,02 0,52  0.75 . 0.37 . 0.47 - 0.39  0.37 0.2l 0.35 . .
United Kingdom ~ 0.82  0.57 . 1,06  0.38  0.34 - 0.43 ~ 0,31 ' 0.5 0,61 ' 0.24 -  0.67 -

United States ~ 0.69 . 0,55 1,03 0.44 0,50 . 0,34 0.55 0.22  0.59 - 0.26  0.26




”,’.smaller magnitude.

B T

'1,on both the forward frane and lira with respect to sterling doubled. In,
rp'comparison with earlier periods of disturbance in foreign exchange markets

“ffi(for example, late 1973) recent increases in :forward spreads have been of -

1

e

| :«vShort-tern Swings -

i+g»'miﬁlthough the exchange value of currencies of major industrial

kIcOUntries continned to exhibit noticeable swings lasting over a period of
 a few months or even quarters, the magnitude of these swings tended to'be
"somewhat less over the<past year than in the previous two years of floating.

- Furthermore, the oscillatory character of movements in the dollar/snaLe rate,

which had been a feature of earlier experience with exchange rate flex1bility,

'became less pronounced. Although the reasons for these exchange rate movements

have differed from one period to another, some basic kinds of behavior

“‘-.{ can be identified as the proximate causes for their initiation and

- duration. '

Changes’in interest rate differentials'between-countries and

'expected returns from exchange rate movements are commonly held to be

important influences on capital flows. These factors respond both to

underlying economic conditions and to changes in official policies taken _

. in response to such conditions. 'If there are a sufficient number of trans-
‘actors willing to invest funds on the basis of their expectations, the.
’ effect of changes in policy aud interest rate differentials on capital

- flows and exchange rates should reflect expectations as to the duration :

end magnitude of the policy change concerned. Whether the policy is
expected to be a short-run response to ecyelical developments or a more

permanent reorientation should determine the extent of exchange rate move-

ment needed to preserve equilibrium in the foreign exchange market.
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Exchange - rates are also affectedvoy a far less‘concrete group
of factors, including the degree of political stability, longer term
balance of payments prospects, and each individual country s cyclical
outlook "The effect of pressures from such sources is likely to be quite
strong in comparison to the effect of. interest rate developments as:
discussed ‘above.

As already p01nted out, changes in the market rate for 1ndiv1dual

_currencies against the U. S dollar are not necessarily the best gu1de to

the_overall exchange value of the currencies concerned. Since‘for most
purposes of analysis interest focuses on the’ implications eof exchange rate
movements for a country's overall competitive,position; the following
discussion of movements in individual currencies will bevconductedvin

terms of -the effective exchange value of each currency. The indices

resulting from two methods of assigning weights to various currencies for

- the purpose of deriving effectivelexchange rates'are shown in Chart 2.

The first (in blue) is from the Fund staffls multilaterallexchange rate
model which embodies assumptions that.attempt to.tahe into.account.in.the'
calculation ofva country's effective‘exchange.rate the commodity composition
of its trade, and the relative importance of'other‘countries_asltrading

partners and as competitors in,third markets. The second (in black) reflects

. a weighting scheme based on the relative importance of 27 countries'in the

bilateral trade of each of the countries for which the index is computed.
VThe.past year saw a considerable increase in the effective

exchange value of the 0. S dollar with movements in the effective rate

being broadly similar under both weighting systems.' Since, as noted above,

changes. in interest rate differentials.are_generally assumedvto be an
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important determinant of exchange rate changes, Chart 3 illustrates the
relationship between interes£ rate differentials and’exchange rates for
the United States and the Federai Republic of Germany. (The German exchange
‘rate and interest rate are here taken as broadly representative of condi-
tions in the money and exchangé markets in the snake countries taken as
a group). During 1975 and 1976, the cbrrelation betﬁeen interest differen-
tials and exchange rates tended to be tighter than in previous periods,
when factors other than interest rate change (in particular, reactions
to the oil price increase) tended to have gfeater relative importance.
Exchange rate movements from peak to trough and vice-versa have generally
‘Béen greater than the comparable interest movements.

The strengthening of the U.S. dollar in the middle part of 1975
tan be attributed largely to a change in interest differentials favoring
the dollar, Uncertainties-connecﬁed with the financial situation of the
City of New York checked the rise in the dollar in.October, and subsequently
a narrowing.of interest differentials kept its effective exchange rate
within a narrow band unﬁil early in 1976. Then, the exchange crises
which led to substantial declines iﬁ the rates for the lira and pound
sterling; and which forced the French franc to leave the European snake,
caused some further upward movement in the rate for the U.S. dollar.
By the end of April 1976, the effective exchange rate for the doll#r
stood some 7-9 per cent above a year earlier (depending on;theviﬁdex of
" measurement employed).

In the early pért of the yeaf under revieﬁ, the strength in the
“effective eﬁchange rate for the dollar was mirrored by a weakness in the

effective exchange rate for the deutschemark. The same basic causes can

be adduced to explain the changes that occurred, since the exchange rates



Tavh. B ded Bl M B L etk e Lo Atad £ oAt BEsrabock baca Fpiaw iy fauy
[LIUR STy FWTY [SY RN TOR VA Y )

Sitlodr LfE QM toneY MARUE T e 01TED ST

e e
I

e AN GE _TAw uAdy 197b - MAfcy 1976 |
> T ; T i R TR R T , :;E: it
T LT
i ! 1 L L R ililiasaisE Pamantiitty
IR E M w j w_ .mww&wf._,_ .*.w ﬁ.)mv:_ 1
N M s ol
sfHin ; 31 kYl flts Pl HE HE it He ]
;AR i it At filimiitint
NG I Y Atk “ AN THHHIEHUHI RIS iRl
e I L R IE i it R Ul
= il R AT
31 Lk AL il Ll g
m,w//!. "A i 1 M m k mf m “wr
M*V{ mm" M .M I .» | 1_
* N 1y -+ H m mw ! W: M
X h il i -
A < 9 H L L X hw; .ﬁ..
W ] ' 1 . Yars
i L | R
2| il M
N * _ | I
R IR i it
'z i il
AV ] | L 1 (43 KRN3R
S| \m it
w ] KHI j |
w ' i ! |
_— ; “
Q |
: !
*

W
e Ml! H ¢ $-
! ;
S
< |
m
w2 i
F VN .
:ow m
e I
i |
17l eah |
o _ M B
1 H ]
m _m |
. i |

(3]

pom—

A XFANL

3LVY 29NVHI X3 S/ NYW p2y

(PCET 793 35960 )




- 13 - -

for fhe currencies of Germany's other mainvtrading partnérs wvere moﬁing
iﬁ a relatively narrow range. In 1976,_hoﬁever; the shar§ falls in the
exchange value of the lira and sterling and, to é 1esse;,extent,'the
Fren;h.ffang, céused»a étrong upward movement in the effective exchange
rate for the deﬁtschema;k. This upwafd movement was considerably stronger
than that for the dollar, lesé,becauSe of a change inAthe dollar/DM rate
than because the three_Eufopean currencies just mentionedlﬁave_a greater
;elative importance for the competitive position of Germany. Thus, after
falling .by about -6 per cent from June to September 1975, the DM remained
" relatively stable,ﬁntil'year—end, and thén appreciated ﬁy about 7 per cent
in.thevfirst'fourvmonths of 1976.- |

. ‘For the smaller members of the European snake arrangement (not
Shownlin Chart-Z),.effective éxghange rates moved narrowly over the year.
-This is because their efféctivé'exchange rates are influénced to. a
relatively greater extént by movements in the rates of their partmer
currencies in the snake. However, they too shared in the appreciation
. resulting from the decline of the lira and pound sterling, and the departure
‘of tﬁe French franc from the snake.

The effective value of the pound sterling declined gradually

during the early and middle part of 1975--maintaining a fairly constant

rate against other European cﬁrfencieé, while these cuirenéies as a group
were ‘depreciating relative to the North American currenéies and the

Japanese yén. When this depreciation ceased, around October 1975, the
pound's effective value'fluctqafed in a fairly'na;;ow rangeluntil‘early
March 1976, when a sharb decline began, amountingvto about 10 per cent

over the following th¥eevmonths. This decline occurred despite heavy inter-

vention to moderate movements in the rate.
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Tﬂe Italiaﬁ lira, iﬁ 1975; followed a middle courserbetﬁeén thé
)ﬁ.s.’dolla: and the major European currencies, and hence spstainedévon
Balanéa,vno net déﬁreciatioﬁ in its effective ex;hangevrate; rThis-stability
was‘achi§§ed despite a rélatively high domestic inflation rate,rand‘
;probably owed much to'a‘betterfthan-expecﬁed current account performance.
'Iﬁ early 1976, however; market séntiment turned sharply against the iifa,
largely due to political umcertainties, and;the:é was a sharp fall in the
lifafs effective value.’ The decline ﬁas as much as 15 per gént'in'ianuary,.

and ‘had reached 25 per cent by the end of April. ...

Movements in the effective rate for the French franc du;ing 1975

and lS?é'wefe dictated by French policy in relation to the franc*s
memberéhip3of the Européan‘snéke. In the first half of 1975, when ‘the

frane was moving towards & return to the snake, there was quite a strong

~ appreciation, amounting to'about 9 per cent. Following its return, it
deglined.scmewhat‘over the following threé months, aloﬁg,with the other
European Cufrencies,~and then stabilized until March 1976;‘when-specu1ative
pressure‘féréed its departure again. By end-April 19%6, tﬁe franc was |

. abéut 2 per cent below its level twﬁ monﬁhs earlier and was SQmeVS per cent\ 

‘below its high point the previous June. ...

‘The'Japanese yen‘fluctuatedrwithin éfratﬁer narrow~range for the
' entirejperiod under review. Having‘a market value Sroa&ly stabilized .
in terms of the U.S.'dollar, it shared ﬁo some extent in the effective
appreciation of the dollar in the~middle‘pér£‘of 1975, and in response to
this the Japanese authorities permitted the.exchéqge rate to adjust
downmar&s~by aboutv3 per cent in»mid—September;A'Thefeafte: the effective

rate remained fairly stable in the rest of the period. ...
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The Canadian dollar showed a weakening trend against the U.S.:

‘ dollar in.the early part. of 19?5, but thereafter strengthened continuously,
despite.agweak current account, under pressure of strong capital inflows.

) Since~the U.S dollar dominates the overall effective rate. for the, Canadian
dollar,.a similar trend is discernible in movements of the effective rate..

‘-FBy'the~end-April 1976, this rate was some 7 per cent. higher than its low

point “of August 1975. ...

e

Exchange Trends and Competitiveness

In the longer rum, conditions determining 1ong-term capital flows

~;and the underlying competitiveness of an economy are likely to be the

principal factors affecting the trend of exchange rate movements. The

";lextent to which a country attracts - long-run capital flows will depend on

such factors as location, relative factor costs, and the general orientation

U of monetary and fiscal policies. ' The underlying competitiveness of an

economy may be altered by exogenous elements such as shifts in demand |
following taste changes or the development of substitute commodities and
the availability of factors of production. For periods in which countries
are experiencing inflation at sharply different rates, however, one of the
strongest and most systematic influences on exchange rates is likely ‘to
~ come from developments in relati?e*costs of production;

| ~flhe usefulness'ofhchanges in relative costs‘of production in

‘g'explainingmexchange rate'changesldepends‘on the nature of the disturbances
that_tenditovaffect economies.v Iffdisturhances are'of a‘structnral nature,
suchsanfapnroach will not be adenuate to explain resulting eschange rate
movements. If, however, disturbances“tend,to be of a mometary nature and

~ affect the balance of payments:through'the general level of prices, then
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movements in relative costs and prices will be a better indication of
"chgngeeiinﬂthe‘equilibrium«excﬁange rate. Of course,ethevusefulpessi

-of such an.approech may also be hampered during short pefio&s when -

ﬁeréistent»daﬁital flows, whether from speculation or'government inter-
vention, dominate other factors in determination of the exchange rate,

"Chart 4 shows the relationship between the changes in relative

rates of inflation and the effective exchange rates for seven major

currencies.;! The base period for the chart is the first half of 1973

“though this cannot of course be taken to mean that the pattern of exchange

rates was'ﬁecessarily in eqﬁilibrium at that time. Rates of inflation

' as measured by GNP deflators are shown to have differed markedly among.

the seven industrial countries over the past year. While national

inflation rates in France, Canada, and -Japan have tended to stabilize

relative to the average‘foe their main trading partners, the rates

fo¥ Italy and :he4united Kingdom were eonsiderebly higher than‘the.average,

and those for Germany.aﬁd the United States well below the average.
‘AWhile éuarter toAquarter changes in relative prices are only

loosely'assbciated with contemporaneous cﬁanges in exchange ratee,'there is

a considerably closer relationship over the three year period taken as

a whole. The expected negative-correlation between relative price movements

. and changes in exchange rates’ appears to be strongest for countries with

inflation rates that diverge most sharply from the average ‘rate. For

example, both the U.K. and Italy experienced a sharp depreciation of their

~

-1/ An important consideration in the design of Chart 4 is the price
index to be used to compare price levels between countries. If an index
too heavily weighted with traded goods is used, differentials in production
costs may be underestimated because, in the absence of transport costs and
trade restrictions, the prices of traded goods tend not to differ between
countries. From this point of view,; the GNP deflator, by relating to as

-general a range of goods and services as possible and being highly comparable

across countries, 1s the best index to use.
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. effective eighange rates that offset their relatively rapid price

inereases. ‘

- For the other countries, it can be observed that both prices and
exchange rTates. tended to adjust when :a country s relative competitiveness~
deteriorated or improved significantly welative to the average. In .
Germany, for example, the pesit}ve Gafréletion betwaen. relative price
movements and effective exchange rate changes euring mosr of I§75'can Ee
geen as a reection to the deterioration-of<Germenyfs relative competitiVeeess
during 1974, when exchaege rate'adjestmente more than offset the improve- :
ment in relative priee perfereance. Similar patterns of adjustment are
-observed for France’anvaapan when‘their competitive positions became quite
far out of line with the morm in-early 1975‘aﬁd:ear1y 1974, reepectively.

. Canada, having experienced priee mbvements very similar to the

“norm, has also had a very stable:efﬁeetire exchange rate. The U.S. is

the only country thet reglsters a significanr improveﬁent in competitive-
ness over the floating perlod as a result of favorable relatlve price

developments without an offsetting exchange rate . appreciatlon.

s o - —— — B e R \d

The year under reviéw‘has witnessed a further adepiefibﬁmedmrﬁe

part of the world econamy to a monetary system in which countries have

' greater freedom of choice in exchange arrangements. There has been, in

the proposed new Article IV a recognition of the fact that responsible

- policies on the part of individual countries are necessary to ensure a

s;able international monetary system;,and the principles to “be adopted by
the Fund for the guidance of members' exchange rate policies should provide

8 framework of collaboration and surveiliance,thet will help this objective'

“to 'be met.



L ' - 18 = .

N -

At the same time, the floating system among major countries
has been operating, on the whole, more effectively than before. Daily

53:%ﬁd'wéekly fluctuations in effective rates have tended to decline for

-
S,

ost countries, and so also has the amplitude of short-term swings in

:zTpxchange rates. Partly, these encouraging developments reflect the fact

—t

that disturbances in the global pattern of payments have been less severe
gﬁithan during the early period of floating rates; in part, however, they
z.’may also represent an improvement in the ability of market mechanisms aﬁd
:E:ofﬁiéial policies to cope with the realities of a more flexibie exchange
crsrate system. In a longer-term perspective, the trend of most major countries'
:ifeffective exchange rates, while not precisely reflecfing,relative price
movements, has been in the appropriate direction to offseﬁ inflation
r-differentials, over the floafing period taken as a whole.
Further progress, however, needs to be made before the objective
c:0f ‘a gtable monetary system without erratic fluctuations is aéhievéd.
While high and differential rates of inflation continue,and while relatively
high rates of underutilization of resources persist, there will continue to
Vbe uncertainty concerning the development of official policieé and their
implicat;ons for the balance of payments. As hés been apparent during the
past year, these uncertainties can at times generéte adjustments in exchange

rates that are larger than the concomitant changes in internmational competitive-

ness.
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The Managing Dlrecﬁor . ) A : . © June 28, 1976

L. A: Whittome -+ . - E

Adequacy of Global Reserves

- The new draft is, an - 1mprovement in that 1t glves a. much peeded greater

"empha81s to con&ltlonal llquldlty, but it’ stlll causes me concern. . We need to.

be aware that its theme runs” counter to the present trend of thlnklng in many .

A “industrial countries and its arguments -are those w1dely disputed in the mld—"

1960s and at .that time compromlsed out but never resolved.

What really disturbs me is that arguments for more liquldlty are always
¢tertain to be supported by most developlng and debtor countries but if they are

to.be put into practice they hgve to find favor with the creditor countries,
.many of whom have more conservative views. I doubt whether this draft will per-

suade the creditor countries that an 1ncrease in international llquldlty is now
required., : .

Let me try and argue ihe conservative case,- The poiht of departure would

_ be a convictionithat international liquidity was excessive in-the period 1971

through 1973 and contributed in no, small measure to the widespread inflationary
surge of 197k, The first lesson to be drswn would be that é&xcess 1nternat10nal
liguidity should not agaln be tolerated

mhe second poznt would’ be that the strong growth in 1nternat10nal liguidity

iln the eariy 1970s was not foreseen. Indeed, it had been preceded by a brief

period when for-a variety of reasons (1nclud1ng direct U.S. pressure) the world
had agreed upon the creation of 8DRs., In the event the world almost drowned in
liguidity largely resulting. from a growth inrreserve currency holdings in a perlod

" of benign (or otherwise) neglec ‘of the U.S. balance of payments. ‘A similar

tendency may now be occurring as again the U.8, balance of payments 13 not sub- -
Jeet to an external constralnt..-_

From the point of view of & conservative 1nduétfial country {and I am

certainly not onlyi&ﬂ&lngcﬂ‘Germany but. perhaps even of a majority of the .
- Group~of-Ten countries) ‘changes in international llquldlty in todsy's world re-

fleet the sum of the monetary and exchange rate policies of a few major countries.
The present draft, 1ndeed, seeins to half recognize this point when it states (on

page 20) thatifor countries with good international credit standlng the level of

reserves is now demand-determined. I suspect that thls ig a fair statement and,
if so, it highlights the prev1ous p01nt that incereases in ligquidity due to in-
creases in holdinge of reserve countries are unpredlctable but can occur very
rapidly. Indeed, if the level of reserves of creditworthy countries is ‘demand-
determined, then the point. at issue is the distribution of reserves, and, if as
the paper does, one excludes for one reason or another, both the oil exporiters



""

Lo

;and many ofiﬂnrlndustrlal countrles, then the argument that 1s left is one that ‘
if .the. author had the courage.of his. conv1ctlons, would seém to lead h1m to advocate
'fthe 1ssue of. SDRs ‘to non—01l LDCs,_ln other words, the llnk : - L

S Moreover, in- argulng that present llquldlty was fully adequate the con—- -
1fservat1ves would surely draw attentlon to the follow1ng p01nts T

;, (a) The present undervaluatlon of gold, Whlch mlght serlously affect
; o .the’ f1gures of total llquldlty (brlefly ment1oned on - paFe 3 of the draft but
L 1"never nlched up later) e e

LS

, ifﬁfi\ (b) It 1s wrong to speah 01 the reserve accumulatlon by the 011 countrles
~as the puttlns of reserves - into a . 51nk:ﬂ' A substantlal part ‘of these reserves
'“1s placed in Luro—currencv markets and though reserves, cannot. be earned through

':th1s market they cean, most certalnlv be borroved

Lo e _A,( ) The 11m1t°d use stlll be1np made of condltlonal credlt from the

i ,Filnd-_ - . . - . . . . ;
A (d) r"he present rev1val in act1v1ty whlch has already led to a cons1der—

“ L able strengthenlng of ray materlal prlces and: a. shift of the terms of trade- in

:1U}favor .of the develop1ng countries. Part’ of the'’ reuultlng beneflt should be usged’
~j§to bu1ld up reserve holdlngs._/ If, ‘as the draft. argues. {page ll), countrles

-.‘ such as "the United Klngdom ‘France, Italv, and Japan feel a shortage of re= .
.;.}{serves,' then thls is positively“to be welcomed.  “Only an external constraint S

~ " can persuade. such countries (or: anvway ‘the .first three of the four) to adopt. ap—*‘

fproprlate pollcles that will reduce thelr 1nflatlon rates ~and help create con— '

;1d1t10ns for sustalned growth,,," o o <

o (e) Flnally, a conservatlve vould surely araue t at Wlth an upturn under
5:fﬂ_-‘5way (and obviously not: belngrlnpeded bv reserve s+r1ngency) the empha51s must be ;.j
.- on combatlng inflation for it is a revival of 1nflat10n that will threaten the
\f-.vcontlnuance of growth. Indeed in. a perlod when the main 1ndustr1al countries are
Iresolved to moderate their rates of growth and 1ntend “toward this end, to tlghten
' '_monetary p01101es 1t would be absurd to 1ncrease uacondltlonal lvouldlty.; -

, Moreover, some of the arguments now used to suppozt a plea for uncondltlonal
fftogether with’ (or in lleu of’ 9) condltlonal/stﬂfﬂglﬁg as ‘curious. For 1nstance,

it is -alleged on page 15 that countrles need. to have a- reasonably strong grOSS.
';freserve position to feel w1lllnﬂ and able.to make proper: iise of conditional -

liquidity through the Fund. . I have never noticed. such an attitude. Then I would

not agree (page l2) "that 1n recent Yyears the Fund: has concentrated on condltlonal .

~facilities. In all .truth, there was prec1ous little condltlonallty in the oil .
.Vfac1llty (Argentlna, Paklstan Turkey to mentlon but three, one. could vell add

- l/ On an assoc1ated point,. we- have on other occas1ons, RPN the speech to
' jUNCTAD downplayed the debt problems of the LDCs in general.,' :




Italy and. the Unlted Klngdom) and really none at. all in the compensatory f1nanc1ng
fac111ty unless the fact that Pund lendlng 1s to be repaid isitobe the. deflnltlon
" of. condltlonallty. ; ‘ : :

I confess that I would flnd severa1 of the arguménts put in the mouth
of a conservatlve country to be very. persua31ve. As of now I do not. believe that
theére is much strength in the argumen* for an increase in wunconditiondl 11qu1&1ty

" . and I suspeect that- it would be’ 1mp0351b1e to come to- such .a conclusion unless

one could document the argument a lot more persu951vely ‘On the other hand I

U would part combarv with ‘the true conservatlve in that T can see arguments in

fovor of an increase in’ nondltlonal llquldlty and T would personally llke to see
the paper exp11c1uly come to such a conclu31on. . .

, It is alarmlng that for a number of countrles the potentlal polltlcal
cost of anproachlng the Fund 1s ‘not compensated by the amounts that can be drawn. -
because of the small size of quotas.: IP quotas were very substantlally hlgher,
' e greater .use would be made of them, -and, as a result, the political risks would .
perhaps be ‘reduced by a kind of "demonstrauﬁon effect.” Moreovéer, the adjustment
' process could at present be helped by an 1ncrease in condltlonal 11qu1d1ty. _‘

. } 0ver and beyond these arguments are those. assoc1atcd with the perhaps tem—~

" porary demise of the Safety Net. It has.always seemed to me that this project
would affect the Iund most adversely. There may now be an cpportunlty ‘to- obtain
agreement that conditional llqu1d1ty should be concentrated in' the Fund, through

a further iarge increase. in Fund quotas. In this way, & divisiveness could be avoided
taunts- that the Fund is beconlng ‘an ald-orlented agency would be more easily

. answered, and yet the LDCs Would beneflt to the same degree as the dev loped

_ countries. . - - 4 o - :

"ec: Thé Deputy Managlng Dlrector .

’ Mr. Gold . . . . s - o .
Mr. Polak . - ' . »
Mr. Del Canto R S ‘ :
Mr. Gunter
Mr:- Habermeier -

- Mr. Sture
Mr. Touré
© . VMr. Tun Thin
' Mr. Green



June 15, 1976

The Adequacy of Global Reserves

A discussion paper

The purpose of this ﬁéper is to analyze reserve growth over the past ten
years; to assess the present distribution and adequacy of world reserves, and
to consider what Fund policies should be on the p;ovisidn éf conditional and
unconditional liquidity over the medium term. At the outset, it must be re-
cognized that developments in recent years have profoundly affected both the
need countries feel to hold reserves, and the mechanisms by which liquidity
needs can be met through credit operations. The significance of these devel-
opments is briefly touched én laterj here it may simply_be noted that they
make assess?ng reserve needs and availability even more-difficﬁlt than it was
before.

Although any analysis of reserve adequacy must rest on a global assess-
ment of reserve needs and availability, in present circumstances it is un-—
usually difficult to aggregate the positions of individual éountries into a
single measure of reserve ease or stringency. This paper therefore begins
by considering in turn recent developments for the three main country groups:
industrialized, oil exporting, and non-oil primary producing countries. The
assessment of global reserve adequacy is dealt with in the subsequent section;
and the extent to which conditional and unconditional liquidity can be viewed
as alternatives in meeting countries' overall iiquidity needs ié then consider-
ed. The concluding section presents some quantitatiﬁe implications of the

preceding analysis.



1. Reserve growth 1966-1976

The last few years of fixed rates witnessed an explosive growth in world
reserves, a growth which considerably exceeded the expansion of world trade,
and almost certainly resulted in a situation of excessive global reserve ease,
in which most countries shared. Since the advent of generalized‘floating in
early 1973, reserves have grown more slowly, and reservés to imports ratios
have fallen back to, and then below, the levels that obtained prior to the

1/

first allocation of SDRs.~—

The industrial countries experienced extremely rapid reserve growth
between the end of 1969 and the breakdown of the central rate system in
March 1973 (see Table l); After having remained more or less unchanged in
the three years up to epd—l969, their reserves more than doubled in dollar
terms (in SDR terms, the increase was about 80 per cent) in the next 3 1/4
years. As a result, their reserves to imports ratio, which had declined
from 40 per cent to 28 per cent between 1966 and 1970, rose back to over
36 per cent in 1972.

Since that time, there has been relatively little movement in the com-
bined reserves of the industrial countries, with as much of the changes that
have occurred being attributable to valuation adjustmentsgj as to accumula-
tions or losses of reserves. With the very rapid growth in the value of world
trade in 1973 andAi9?4, the reserves to imports ratio of the industrial coun-

tires fell sharply to 21.4 per cent in 1974. During 1975, indus~

1/ The reserve to import ratio is defined as average reserves held during
the year over the value of imports in the same year. (For a brief discussion
of the usefulness of reserves to import ratios as an indicator of reserve ade-
quacy, see page 7 below.) _ :

2/ Due to fluctuations in the U.S. dollar value of the component of reserves
consisting of gold and SDR-denominated assets, and fluctuations in the SDR
value of the dollar component.



Table 1

International Reserves 1966-75
(5 quarter average)

Industrial Countries” - Oil:ExPortiﬁg Countries Other Developed Countries Less Developed Countries
Reserves . Reserves/ Reserves - Reserves/ Reserves ‘ Reserves/ Reserves Reserves/
(billions) Imports (billions) Imports (billions) Imports (billions) ' Imports
‘ Ratio ' Ratio ‘ ‘ Ratio Ratio
SDR Us$ . SDR USs$ : - . SDR- Us$ ' SDR Us$
1966 | 53.6 (40.1) - 3.1 (43.7) 6.0 | (30.6) 8.7 (26.6)

. 1967 54.0 (38.2) 3.5 . (45.9) 5.9 (27.8) 9.5' : (28.1)
1968 - 544 (34.0) 3.8 (44.6) 6.6 (30.4) 10.2 (28.0)
1969 55,3 (30.1) 4,2 (43.4) 7.4 (30.&) 11.2 "(28.0)
1970 59.4 (28.1). 4:8 . (44.1) 8.1 (27i9) 13.3 (29.2)
1971 77.7 79.2 (33.6) ' - 6.6 6.8 . (53.4) 10.4 | 10.6 f f(33.5) 14.3 14.5 (28.3)
l§72 94.5 102.6 (36.5) I 9.1 9.8 . (63.5) 15.7 17.0 (48.1) . 16.6 18.0 - (32.0)
1973:1 99.2 115.0 (32.6) 10.4 12.1 ' " (61.0) 18.9 22.0 . (49.4) Zd.6 24.0 (34.9)
1973 98.9. 116.9 | (30.3) 11.0 13.0 (59.1) 19.4 23.0 - (46.2) 22.0 26.0 (33.6)
1974 96.5 116.4 (21.4) 25.2 30.4 . (80;3) 18.6 22.4 k(29.2) 25,8 31.2 (25.1)

1975 100.8 121.7 (22.4) 44.6 53.8 (88.3) 16.4 19,8 (24.9) 25,5 30.8 - (24.0)




trial countries' imports stagnated, so that there was little change in their
reserves to imports ratio in that year.

A general problem in measuring the reserve holdings of industrial coun-
tries lies in the valuation that should be attached to their substantial hold-
ings of gold. If tﬁe true value of gold holdings is to be considered at or
close to the market p?ige, then the industrial countries' reserve ratios are \
much stronger than they would appear from Table 1. However; there is a real
question for the larger gold holders whether substantial sums can be realized
in tﬁe short-term by transactions in gold, or through credit operations based
on gold collateral. Thus, while the value of gold.as an‘investment and longer-

)
term reserve has clearly increased compared with a few vears ago, its value @Jwydﬁu&

5

as short—term liquidity may well have been diminished, at least for the larger ‘")
countries. These developments with respect to gold have further complicated ‘
calculations of reserve adequacy, and some industrial countries may have dif-

ficulty themselves in appraising their degree of reserve ease.

Oil-exporting countries had steady growth in their reserves during the

late 1960s, but with concurrent expansion in their iﬁpdrts, their ratio of
reserves to.imports held steady at 40-50 per cent. Théir reserves grew

more rapidly in the 1970s, and most dramatically in 1974, whenAthey more than
tripled. Although the oil-exporting ﬁountries imports grew rapidly in both
1974 and 19?5; reserves grew faster, and in 1975 averaged almost 90 per cent
of annual imports. This ovérall figure of course concealsAa divérsity of
experience within the group, as some oil-exporting countries did not share
proportionately in reserve expansion. For others a part of their reserves
increase is more appropriately classified as longer term investment rather

than short-term liquidity.



Primary Producing Countries (other than oil-exporters) experienced a

steady growth in their reserves in the period 1966-70, which was sufficient
to keep their combined reserves to importé ratio steady at slightly under 30

: ‘ ;
per cent. With the boom in.industrial countries which began in 1971 and
reached its peak in 1973, most primary préduct prices rose rapidly and permitted
-these countries to add substantially to their reserves. Reserves of the "other
developed countries" reached a peak in 1973, though their rés;rves to imports
ratio was highest in 1972, when it was nearly 50 per cent. The reserves of the
developing primary producing countries also grew, thoughvsomewhat less rapidly,
and pushed their reserves to imports ratié to about 33 per cent in 1973.

"In 1974 and 1975, the téfms of trade turned firmly against the nonindus-
trial, non—-oil exporting countries, and their weak balance of payments posi~
tion necessitated some drawing down of their combined reserves. In 1974,
this reduction was entirely accounted fér by a fall in the reserves of thé more
developed éroup, withAreserves of the less developed countries continuing t?
rise slightly. In 1975, however, both groups experienced a reduction in their
reserveé, particularly whén valued in U.S. dollars.

This reduction in nominal reserves translates into an even more significant
fall in reserves to imparts ratios. The combined reserves to imports ratio
of non-oil mon~-industrial countries fell from about 39 per cent in 1973 to 27

per cent in 1974, énd to 24 per cent in 1975,

2. Assessing Current Reserve Adequacy

Although reserves to import ratios for all groups of countries except oil
exporters are now at historically low levels, it is hard to interpret the im-
plications of this for current reserve adequacy. This is not just because

the distribution of reserves 1S unequal; it is in the nature of reserves held



to finance fluctuations in payments and receipts that their distributioq should
normally be out of equilibrium. So long as a mechanism exists which permits
reserve transfers between countries to take place freely as part of a‘smoothly
functioning adjustment mechanism, excess reserves held by ome group of couﬁ—
tries will sooner or later flow back to the rest of the world as balance of
payments positions change. At the present time,,howeve;, some large reserve
holders——in particular thé 0il countries——hold substantial sums which are not
1ikely to be.run down in the foreseeable future, through balance of payments
deficits. Furthermore, because a large proportion of these funds have been
used, through the euro-currency market and other channels, to help finance
payments’ disequilibria,any decline in the holdings of oil countries may not
result in a transfer of reserves to other countries, but simply . in a reduction
in the volume of credit extended through financial markets.

Beyond the countries with chronic structural surpluses, there are a num—
ber of industrial countries which are floating fairly freely, and, apart from
minor smoothing intervention, are neither gaining nor losing reserves from
the rest of the world. Although a freely floating country may feel that its
-holdings of liquidity are in excess of its needs, such excess cannot make a
contribution to global liquidity ease unless the country concerned is pre- -
pared to run it down through exchange market intervention.

It follows from the foregoing that the group of countries for which it.is
analytically useful to talk of a global, or aggregate degree of reserve ease
is something less than the total Fund membership. There would probably be 1lit-
tle doubt that the major oil countries should‘be omitted from the analysis, at
least for the next few years. Coming to the industrial countries, the re-
maining members of the snake, taken as a group, appeér to float with relative~
-1y little intervention against the rest of the world; and the U.S5. and Canada
may also be regarded for these purposes as fairly free floaters. It may

therefore be more appropriate to exclude these countries from any calculation



of global reserve ease. It must, of course, be recognized that there is no
clear dividing line between those industrial countries whose exchange rate
arrangements place them outside the "world" supﬁly and demand for reserves,
and those which, in principle, will be competing with other countries for
access to a limited (though not necessarily strictly limited) quantity of
gross reserves, Table 2 supplies several alternative "world" definitions
for which a measurement of reserve trends may be helpful.

An assessment of reserve adequacy is perhaps clearest for the non-oil

primary producing countries. These countries, which although they represent only
30 per cent of Fund quotas, constitute nearly 80 per cent of Fund members,
have for the most part not resorted to.floating, although they are making
greater use of the exchange rate as a policy instrument than they used to.
Furthermore, exchange rate flexibility offers them only limited pfospects'of

.. .additional relief from balance of.payments pressures. Exchange rate changes
often have less impact on the international prices of the goods in which

they trade, and the relevant demand and supply elasticities are typically lower in
‘Q\v\/ W e
v
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the short run.{ Borrowing in private-capital markets to protect reserves is
%Vﬁ not a policy that is open to many of them, and even those that have used it in
the past may not be able to continue to use it to the same extent in the future.

.Not being, for the most part,-large-gold holders, these countries have,

moreover, not benefited much from any contribution to reserve ease made by

=

the higher price at which gold transactions may be undertaken. For the
primary-producing group of countries,  therefore, the reduction in reserves
to import ratios that has occurred in the past two years probably reflects

v é éy “A~ltnty]

a genuine increase increase in reserve stringency. 2¢



Table 2

International Reserves
. (5 quarter average)

World World excl. 0il Exporting World excl. 0il Exporting Coun~- World excl. 0il Exporting
i " Countries ' tries, Snake, Canada, & USA Countries and all Industrial
’ ‘ . Countries
Reserves Reserves/ Reserves - - Reserves/ Reserves Reserves/ Reserves Reserves/
Imports \ c Imports ) Imports Imports
SDR Uss . SDR - 'US$ ‘ SDR Us$ . SDR Us$

1966 k 71.5 i (36.9) 68.4 . V (36.7) 36.2 - . (34.3) 14.8 ‘ (28.1)

1967 73.0 ‘ (35.9) 69.4 (35.5) 37.2 ' {(33.1) 15.4 i (28.5) -
1968 75.0 (33.1) 712 32.7) 37.8 (31.2) 16.7 (28.9)
1969 78.2 © (30.3) 74.0 , (29.8) 38,9 (28.3) 18.7 (28.9)
1970 - 85.5 . (28.8) 80.7 (28.3) 43.6 (27.4) 21.4 (28.7)
1971 109.0 111.1 (33;5) 102.3 104.3 (32.7) 59.0 60.2 (34.4) 24,7 25.1 (30.3)

e ) ,

1972 135.8 147.5 (38.0) 126.8 137.6 (36.9) 78.1 84.8 (41.8) 32.2 35.0 (38.2)
1973:1 141.0 156.7 (38.2) 131.5 146.1 (37.2) 80.3 89.1 (41.7) 34.7 38.6 (40.2)
1973 151.2 178.9 , (33.4) 140.3 165.9 (32.3) 83.9 99,2 (34.4) 41.4 49.0 (38.6)
1974 166.1 200.4 (25.6) 140.9 170.0 (22.8) . 82.8 99.8 « (23.0) 44,4 53.6 (26.7)

1975 '187.2 226.2 (27.8) 142.6 172.3 (24.1) 83.0 100.3 (25.2) 41.9 . 50.6 (24.4)
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Changes in reserve adequacy may be inferred, not only from changes
in the level of reserves relative to somé index of reserve need, but also
from the evidence of countries' actual policy actions. Increased reliance on
the use of restrictions may be taken as prima facje evidence of a need to
conserve reserves. In this connection, the draft Annual Repqrt on Exchange
Restrictions for 1975 states that there has been a clearly-discernible trend
toward the greater use of import controls and other restraints on current
transactions by countries which as a group account for a significant.share of
world trade. -The Report notes that the adoption of more restrictive import
policies has occurred in both developed and developing countries but that it
has been mainly in some developing countries that new or intensified restric-
tions have been applied as a major instrument of balance of‘payments management .>
It may also be significant that in the past year primary producing countries
have chosen to finance their substantial collective deficit almost entirely
through the use of conditional liquidity, and only to a very limited extent
through the drawing down of owned reserves. Recent purchases under the

compensatory financing and oil facilities have not envisaged, for the most part,

very significant declines in gross reserves. i
| Although the indications now are that the reserves of primary producing
countries are below an adequate level, it is a very difficult matter to say

what should be considered an appropriate level for this group of countries.
Neither theoretical reasoning nor actual experience suggest that reserve

needs grow precisely in step with the-level of trade, and certainly not in

a period where important changes have taken place in the working of the adjust~

ment mechanism. However, the level of imports is a useful shorthand index

of the scale factor affecting the need for reserves, and no comparably simple

1/ 27th Annual Report on Exchange Restrictions, SM/76/71, Revision 1 (5/10/76).



indicator is likely to give an obviously superior result. And since primary
producing ;ountries have for the most part retained their preference for fixed
rates and have only limited access to international capital markets, their need
for owned reserves should not have been greatly affected by recent developments
in the mechanism for financing and adjustment of payments deficits. It may not
be unduly misleading, therefore, to base a first assessment éf'reserve needs

on an extrapolation of reserves to ‘imports ratios in the recent past. In this
connection, a central assumption, wﬁich is necessarily subjeétive, is the
selection of a period in which reserve levels are judged to be as compressed

as they can be without leading to adverse consequences.

~

Over the later‘19605,‘as already noted, the average level of the reserves
to imports rétio for the primary prod;cing countries was some 30 per cent,
(though it may be noted that this was a period when a number of official
sources concluded that global reserve ease had become iess than adequate-—see,
for example, IMF Annual Report 1969). 1In 1972 and 1973, reserves to imports
ratios were considerably higher than this and could be considered comfortable.
During 1974 and 1975, however, the ratio fell back to an averagé,of about 25
.per cent. This reduction from earlier levels might be considered reasonable,
taking into account a gteater willingness to change currency pegs {as compareé
with the later 1860s) and greater use by some countries of international
capital markets. But the evidence from these countries' policies in 1974 and
1975 would not in any way suggest that a ratio of the order of 25 per cent
contained any significant leeway for further reduction.

If it were accepted that a reserves to imports ratio of 25 per cent

represented a prudent minimum for primary producing countries, this would

have the following consequences. First, a small addition to reserves would be



desirable immediately, to restore the 25 per cent ratio. Secondly, reserves
would henceforth -have to grow roughly in step witb imports.

The fact that one group of countries has a need for additional reserves
does not, of course, mean that the world as a whole is suffering from reserve
inadequacy. 1In order for a reserve sﬁortage in one group of countries to
make a case for a gemeral SDR allocation, it needs to be demorstrated that
there does not exist a pool of excess,liquidity elsewhere in the world economy
that can readily be transferred to liquidity-short countries when the latter earn
a surplus in their overall balance of payments. It has been argued above that

t

the oil-countries constitute a reserve "'sink," and that there is no real pros-

pect of a transfer in their holdings of liquidity to other countries in the
near future. B

Coming to the industrial countries, the situation of individual countries
within the group is more diverse. Countries which are floating with relatively
little intervention—;the U.S., Canada, and the "snake" currencies (taken as a
group though mnot necessarily individually)--have reserves that are more than
adequate to finance prospective imbalances in payments with the rest of the
world. But so long as these countries retain a policy of undertaking only
émoothing intervention, any reserves they feel are excess to theilr needs
cannot be tapped by the rest of the world.

The United States, as a reserve currency country, is something of a special
case in this regard, since countries can accumulate reserves from it by acquiring

. .

U.S8. liabilities. But recourse to such a technidque for reserve expansion would
mean that other countries would have to earn or borrow resexrves through rupning

a surplus in their overall balance of payments. Neither of these options is

wholly satisfactory. Earning reserves through a strengthening of the current
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account would require the primary producing countries to set their exchange

ng rates at a level that permitted a transfer of real resources., This would not

%w\{“m

k}Vtg\lonly seriously hamper their development plans, but might also run the risk of
\ z?ts\ﬁ

\M\\ encouraging competitive exchange rate policies. Borrowing to bolster reserves
e ' -
‘&ky is not possible for many primary producing countries, and anyway would add

“&{t\&& further to their already serious debt burden (since the cost.of borrowing would
i i . .

}}xwyﬁvwﬁalmost certainly be higher than the return on reserve assets). Furthermore,

) increasing the role of reserve currencies (and possibly proliferating the

gghﬁﬁk ?;umber of currencies used for this purpose) would worsen the composition of

reserves, and complicate the long~term task of improving control over the

M liquid ity.

If it is accepted that such excess reserves as are held by oil
producing countries and those industrial countries that are floating relatively
freely are effectively unavailable to the rest of the world, this leaves only
the group of industrial countries that have evidenced a willingness to
intervene om a substantial scale. For these coﬁntries (which include the U.K.,
France, Italy, and Japan), the advent of generalized floating has probably
reduced the need to hold reserves to finance short-term fluctuations in their
balance of payments positions.lj At the same time, most of them have shown
increased willingness to use borrowing in international capital markets to
finance exchange market intervention without drawing down (or without drawing
down very much) their reserves. So long as they are willing to take adverse
balance of payments developments on the exchange rate, or else have easy
access to capital markets, there would not be grounds for concluding that
present reserve levels have any undesirably constraining effect on poliéy.

Indeed the ability to borrow readily has probably in some instances allowed

countries to postpone adjustment measures unduly.

1/ Though even this statement cannot be made unequivocally, see DM/74/85.

Av
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For the four countries mentioned above, howeﬁer, there is now more
evidence of reserve shortage than reserve ease. _Each of them, with the
exception of Japan, has had to accept exchange rate movements that were not
planned or desired as part.of an overall adjustment strategy. Although the

need for reserves cannot be derived from a desire to offset any short-term

speculative capital movements that may occur, it seems unlikely that these
countries have much scope for further compression in their reserve holdings.
The primary prodﬁcing countriés, and the industrial countries which have
adopted a.managed floating policy together account for 55 per cent of the
total membership in the Special Drawing Account. For these countries,
there is considerable doubt that reserves to import ratios could be further
compressed withouf_adverse con;equences. Indeed, even at present reserve-
levels, some adverse consequences are already(apparent. The remainder of
the Fund's membership generally has either high reserves, or relies on
floating to reduce the need to hold reserves. It may be the case that some
of the smaller participants in the European Narrow margins agreement (who
need reserves for settlement of intra-snake transactions) feel that their
present reserve levels are low; but, in principle, it shouid be possible for
them to earn or borrow additional réserves from their snake partners who find
themselves in a more comfortable position.

3. Conditional and Unconditional Liquidity

The need to make additional liquidity available has been recog-
nized for some time. In January 1974, the Rome communique of the Com-
mittee of 20 noted that '"The International Monetary Fund . . . and oth-

er international organizations are concerned to find orderly means by
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which the changes in current account positions may be financed, and they

(the Comﬁittee) urged that these organizations should cooperate in finding an

early solution to these questions."l/ Later in(l974, the Annual Report for that

year observed that..."it is...a widel& held view that the [reserve] situation
has 5een changing in the direction of reserve stringency."g/

J .Although these official assessments of reserve adequacy would
probably have been different if reserve levels had 5eeﬁ higher, in none of them
was the conclusion drawn that there should be a deliberate expansion of uncon-
ditional liquidity. The reason for this is to be found most clearly in the
1975 Annual Report, wﬁich stated, "In the present situation of considerable
uncertainty as to the future development of many of the factors affecting
reserve adequacy, the contribution that the Fund could most suitably make to
its continued maintenance probably lies in the provision of conditional

né/

liquidity. This philosophy has underlain many of the developments in the
Fund's financial activities in recent years, including the oil facility, the
extended Fund facility, the revision of the compensatory financing facility,

and the expansion of regular drawing rights, both under the Jamaica decision

to temporarily expand tranche sizes, and under the quota review. However,

i-z‘gf t yle

{3

%? ;ﬂknﬁ pfl liquidity, and in particular to try and achieve an appropriate balance,

‘k\ the Fund has a clear responsibility to review the overall development of sources

ﬁﬂ“ ,ﬂ¢ g iven all the circumstances, between conditional and unconditional liquidity.

AN
W“\L m\\ Hb

&m‘ i} 7he provision of conditional liquidity has been addressed previously by the

\5 // ~The question of the appropriate balance between reserve creation and

padt

Y

{
&w(%‘ 1/ Paragraph 2.

*famg b 2/ Page 46.
N )H? 3/ Though it should be noted that the use of borrowing facilities in the
BﬁY Fund, insofar as it creates creditor positions, contributes to an expansion

v “$l of unconditional liquidity also.
|
kYﬁ\/



Fund, most nétably in the several discussions leading up to the establishment
and activation of the Special Drawing Rights facility. The probleﬁ of
substitutability between conditional and unconditional liquidity was put in
the following way in the 1965 Annual Report.lJ ﬂ

"Ideally, countries' needs for additional liquidity could be met by
appropriate increases in conditiomal liquidity. 1In practice, however, countries
do not appear to treat conditional and unconditional liquidity as interchangeablel
For various reasoﬁs, countries which ﬁave adequate real resources like to have
the major portion of their external liquidity at their free disposal. ZEven if
conditional liquidity were expanded on a substantial scale, some countries might
attempt-—in preference to relying on these facilitiés——to increase their own
reserves by adopting balance of payﬁents policies which, from a broad inferna—
tional point of view, would have to be regarded as undesirable."

A similar argument was put in a staff memorandum in 1967:

"...Countries which, out of dislike of accepting international advice
-in policy matters, or for [other] reasons, have a strong preference for reserves
over conditional liquidity, would take steps to maintain or increase their |
individual reserves despite the scarcity in world réserves, and to avoid
recourse to conditional facilities, despite their increased availability.
The willingﬁess of sﬁch. countries to make sacrifices to acquire or retain

reserves is likely to produce the same kind of undesirable consequences that

are characteristic of an insufficiency of international liquidity in general.

1/ Page 15.
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Thus such countries when in payments deficit may adopt unduly restrictive-
trade and financial policies. And when ;n payments surplus, in their anxiety
to build up a stock of reéerves sufficient to ensure them against having to
accept the views of the international community when they do encounter
payments difficulties, they may respond l.ess expansively than they ought to
their surplus positions and thus to contribute less than théy'ought to the
process of intermational adjustment.ﬁ i/

Although the knowledge that conditional liquidity was readily
available could, in principle, exercise an influence on countries' economic
policy decisions similar to the actual possession of owned reserves; the
similarity of the two types of liquidity is in practice less close. This is
partly because access to certain types of borrowing depends on the ci;Eumstances
which have given rise to the balance of payments need. The availability of
borrowiﬂg rights which are either linked to specific types of balance of payments
need—--as iﬁ the case of the oil facility, compensatory fimancing facility and

extended Fund facility-—or else limited in time-~as in the case of the oil

‘facility, and the widening of credit tranches——cannot be expected to have the

same influence on members' policy formation as access to resources‘that is
permanent and unrestricted as to type of balance of payments need.

Condit;onal liquidity that is permanently available, and not linked
to a particular type of balance of payments need has a wider usefulness; but
since countries cannot know in advance how easily they will be able to accept
the conditions attached to borrowing, there will be circumstances in which

unconditional liquidity is more likely to result in desirable economic policies

than an equivalent amount of access to borrowing facilities. It should also

1/ SM/67/34 "Conditional and Unconditional Liquidity", page 4.
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be noted that the function of liquidity is not simply to finance deficits after
they have arisen, but to enable countries to pursue appropriate poiicies,.from
a global point of.view, even at times when the balance of payments is not

an immediate constraint.

An additional argument for not overlooking the role of unconditional
liquidity has also)become important in recent years. It is the fact that
countries increasingly wish to hold a reserve of owned 1iquid-aséets against
the expansion of their short-term international indebtedness. Partly this
reflects natural prudence and a desire to be covered against a period when
repayment or roll-over of existing debt might prove difficult; partly such a
policy has become necessary to preserve credit&orthiness in private markets.

As the Annual Report for 1974 noted: "adequate reserves are often a prere-~
quisite to intermational borrowing.“;/ Whateﬁer the reason, the conseqguence is
that countries need to have a reasonably strong gross reserves position to feel
willing and able to make proper use of conditional liquidity through the Fund,
and of borrowing opportunities in international cépital markets. This has be-
come even more important at the present time when, as a result of past borrowing,
many countries have a much higher outstanding level of short-term debt than

was traditional in the past. Thus the existence of an adequate supply of
unconditional liquidity may be part and parcel of an appropriate expansion in

the use of conditional borrowing facilities. As such, it could contribute to an
improvement in the working of the adjustment process, since an increased willing-
ness to use conditional liquidity would help ensure that countries in deficit

o

followed policies that were appropriate from an international standpoint.

1/ Page 40.

>



- 16 -

V/ The foregoing suggests that, even if conditional liquidity and private
market borrowing were to be available om a sufficient scale to cover
prospective needs, there would still be a case for a balanced expansion
of unconditional liquidity. But there is in practice considerable doubt
whether the present availability of conditional liquidity is adequate
to cover the increase in the potential need for it. Drawing rights in

the Fund under ordinary tranche policies will expand by ‘about one third

0 when the new quotas go into effect sometime in 1977--but this is to
HSM 9,

‘ (:'{'i“{‘
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be compared with a doubling in the SDR value of world trade between the
\%% implementation of the last quota increase in 1970, and 1975. Of course
a further source of balance of payments finance has acquired additional
importance in recent years--namely,the capacity of countries to tap
private markets to cover deficits and bolster reserves. This source of
liquidity, however, suffers from an inherent uncertainty of access, since
it tends to dry up when a country faces serious difficulties, and in any
event depends partly on credit conditions in the major capital markets.
Furthermore, as noted above, experiénce suggests that access to such
liquidity depends centrally on the existence of a strong.owned reserve
position by potential borrowers.

A further consideration arguing in present circumstances for provision
of additional liquidity from unconditional rather than conditional sources
is that unconditional liquidity is non~repayable--a factor of some importance
for countries whose debt-service capacity is°®already stretched. In the
long~run, it is to be expected that reserves used to finance deficits will
be reconstituted when the balance of payments improves. But there is

considerably greater flexibility in the reconstitution of a stock of owned

reserves than there is in the repayment of borrowing according to some

fixed schedule.
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In the last analysis, the proper balance between conditional liqudity

s
et
h€&§F\‘ depend to some extent on prevailing conditions in' the world economy. If

and owned reserves remains difficult to determine. Furthermore, it will

\&U & the primary risk is perceived to be unduly expansionary p011c1es, there is
(&
b bt {+ a strong case for guarding against this danger by financ1ng prospective
e )
ﬁg\ \ hﬂ disequilibria with resources which are conditional on the pursuit of adequate

w‘f“’& wl o

stabilization measures by deficit countries. If, on the other hand, the

\K& ensure the adoption of appropriate policies.

\VQ\ In present circumstances, there may well be a case for the balanced
expansion of bofh conditional and unconditional liquidity. Drawing rights

\vﬂi under tranche policies have, as noted above, grown more slowly than world trade,

\§$Ek and even allowing for greater flexibility in exchange arrangements, must now
be considerably smaller in relation to potential payments imbalancesg than they
were a few years ago. At the same timé, fhere is probably also a need for
expansion in unconditional liquidity, to provide a sufficient "cushion"”
of reserves to give countries the necessary confidence to use the conditional
liquidity that is or may become available.

4, Liquidity Needs - Quantitative Aspects

J In considering the question of combining a certain amount of unconditional
liquidity with the long term expansion of conditional liquidity, it needs to be
asked at what pace reserve needs are likely to grow. Table 3 shows that the

world trade has expanded at a rate of somewhat over 6 per cent in real terms
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over the period 1957-74, and nearly 8 per cent ofer the last decade.
For the purpose of the following calculation the medium-term trend
rate of growth of the value of world trade has been taken at 8 per
cent; this figure may be considered as perhaps including a very small
allowance for the trend rate of price increase of traded goods.

Table 3. Rate of Growth of World Imports

(Per Cent Per Annum)

Import Total
Unit Value U.S.
Import (in terms of Dollar

Volume U.S. dollars) Value

1957-74 6.2 4.4 10.9
1960-70 6.2 0.9 7.2
1965-74 7.9 8.8 17.4

Those countries, representing 55 per cent of Fund quotas, identified
above as having a prospective shortage of reserves, held gross reserves of
approximately SDR 85 billion, on average, during 1975. From this, it follows
billion a year to maintain a constant reserves to imports ratio. The increase
in reserves resulting from gold restitution, and the expansion of reserve
positions in the Fund is not likely to have much effect on this calculation,
since it would in practice dolno more than raise current reserves to import
ratios to 25 per cent. For this reason, it seems permissible to disregard it

in the context of medium-term reserve needs.
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The size of SDR allocation needed to provide "liquidity-short" countries
with the reserves they need would depend on the extent to which SDRs allocated
to countries with comfortable reserves were allowed to leak out into world

supplies. If countries with ample liquidity act as reserve "sinks", then

tlocations of sonf SDX 12 ﬁillion per year would be needed 8o that countries

-

facing reserve shortages would receive directly the reserves they require
to keep reserves to import ratios constant.

If SDR allocations were to be restricted to only 7 billion, however,
liQuidity short countries would receive directly less than their calculated
ﬁeed; and would still have to earn or borrow reserves from the rest of the
world. Thus countries with excess reserves and with floating currencies
would have to adopt policies which enabled their surplus liquidity to
"spill out" to liquidity-short countries. |

As far as the effects of SDR allocations to countries which do not feel
a need for additional reserves is concerned, there is no reason for it to have
much direct inflationary impact. For the most part, the countries which
presently hold comfortable reserves have not.yielded, nor are they now yielding,
to the temptation to pursue excessively expansionary policies. And the
inflationary implications of reserve increases due to SDR allocations, are
somewhat different from those of increases resulting from payments
surpluses.

Also, it may be noted that not all high reserve countries meed partici-
pate in SDR allocations. Many 01l exporting countries are not participants

1 . ] ] .
in the SDR scheme;—/ and so long as they remain outside it, would not receive

1/ Kuwait, Libyan Arab Republic, -Qatar, Saudi Arabia, United Arab Emirates.
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reserve increments from this source. And countries which are participants
in the Special Drawing Account can opt out of SbR allocation, though this
would not be desirable if it also meant that these countries were unwilling
to see their acceptance obligations increased. In any event, opting out
would be limited to participants commanding not more than 15 per cent of
votes, since opting out by a greater proportion of the voting power would
automatically defeat a proposal to allocate.

bw&ﬂﬁ The foregoing analysis has not considered the possibility of

v

‘AQV reserve growth through an expansion in reserve currency holdings. This

source of reserve growth has in fact lcontributed very little to

!
aggregate world reserves in recent years, if the large-increase in holdings

t~t

of the oil countries is left out of account. In principle, however, an
expansion of reserve currency holdings could occur quite easily, since
countries with good credit standing can borrow in intermational capital
markets for the purpose of adding to their owned reserves. If such
transactions are performedvthrough the euro—-currency market, or in the
capital market of a country with a floating exchange rate, there need be

b ( no corresponding offset in a reduction in the reserves of other countries.
e
To this extent, reserve~holding, at least among the countries with good
L
‘i&k’r"“ . . N v . . .
international credit standing, is demand-determined. This fact, however,
ez S

implies that for some  countries, an increase in reserves as a result of an

@

SDR allocation would be offset at least in part by a reduced accumulation

of reserve currencies, and would therefore not result in an equivalent
! :

3 net increase in global reserves.
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Such a tendency to substitute SDR's for reserve currencies would
help to improve the composition 6f world liquidity, since the.concentration
of liquidity growth in reserve currencies has certain well-known disad-
vantages (see page 9 above). Furthermore, éDRs would be available on
equal terms to all members of the Fund, whereas borrowing to bolster
reserves is an option that is in practice closed to a large number of

the Fund's members.
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TO : Mr. Whittébme pATE: June 28, 1976

FROM : A (. Woodwarw .
r/(k—ai;éz‘;

SUBJECT : Adequacy of Global Reserves

1
" 440 r-(/

I very much agree with your draft memorandum to the Managing Director.
It seems to me that the only cases that can be made for an allocation of SDRs
at the present time are (1) that unless an allocation were made soon the claim }
that the SDR would become a major reserve asset would begin to have a hollow
ring and (2) that an SDR allocation biased in favor of the underdeveloped
countries is needed because of their particular reserve stringency. The
second case is not explicitly argued in the draft paper, and to make an SDR
allocation because of the need to validate our claim that the SDR should be
a principal reserve asset is likely to be highly dangerous in the present world
conditions. Since the advent of generalized floating in March 1973, foreign
exchange holdings have increased by 35 per cent or at an annual rate of about
SDR 13 billion. To justify an annual allocation of SDRs of between SDR T bil-
lion and SDR 12 billion must rest on the assumption that this rate of increase
wo-1d in some way replace the increase in foreign exchange reserves. Clearly,
this case cannot be made.

Some minor points with regard to your draft memorandum and the draft
paper are as follows:

In the first full paragraph on page 2 you should add that "international
liquidity in today's world reflects the sum of the monetary and exchange rate
policies of the major countries."

On page 3 it seems to me that point c. is inconsistent with the view
that reserves are adequate and I should be inclined to drop this point.

In the paper it seems to me that in the third line of the first paragraph
on page 12 the word should be "conditional" and not "unconditional."

My only question with regard to your memorandum is whether it is too mild
in tone. It seems to me that the case against an SDR allocation at the present
time is so very strong that I wonder whether it is necessary to hide behind a
so-called conservative creditor. This is a point, however, of tactics which
I readily leave to others.

cc: Mr. Mohammed
Mr. Brehmer
Mr. Vittas



’M-th_tf?m

TC ¢, Mr. Whittgfles” - - pete;  June 28, 1976
) ,%7‘ﬁ L IZ
FROM - Ekhard Brehmer / fj
/
SURJECT : Adequacy of Global Reserves

T find that your cr1t1c1sm of the second draft paper on the adequacy of
global reserves is very well argued and it does. not overlook any important .
point that could be made against the creation of additional liquidity. What

" I find alarming is that the new draft paper by RES hardly takes into account

~any of the major points that could be made by the more conservative countries.
in Europe as had been set out ih Mr. Ungerer's memo of June 8. This shows
that (pending management approvel) RES.is.determined.to.issue the: paper as .-
it is even though it remains unconvincing. - I think it would then be prudent
if we could make sure that the paper is not issued as one prepared in "con-
sultation with the European Department" or by 'the staff! In that case the
conservative .European countries, could easily associate the European Department
with the expansionist views taKen in the paper and that-would certainly not
make our work in. these countrles easier.

On p.2. of your draft memo you could broaden your crltlclsm by rep]aCLng 3
the last two sentences of the first (1ncomwletc) paragraph by a text along the
following llnes "Moreover, it is wrong to speak of the reserve accunulation
by the. 011 countrles as the putting of reserves into a "sink" (p.9) and to
view any "excess" reserves of the countrles floatlng relatively freely _
as reserves that cannot be "tapped" by the rest of the world (pp. 5 and’ 9)

A substantial part of these reserves is placed in Euro-currency markets and
though reserves are not earned through this market they can most certainly be
borrowed. In addition, by permitting their currency to rise to a more appreciated
level than in the case of intervention the "snake" countries (plus the United
States and Canada) permit other countries, incIuding the non-oil LDCs a greater
scope for adjustment and to the extent the latter take advantage of this .scope
this should help reduce these countries' reserve stringency. Taking these argu-
ments into account and also the facts that gold holdings (concentrated parti-.
cularly in the hands of the more developed countries) are undervalued and the
reserves of countries with good international credit standing are demand-
determined (p.20), then the paper fails to prove convincingly that the reserve
inadequacy in the non-oil IDCs is not confronted with excess reserves elsevhere
in the world economy. . Thus with the failure to prove that a. global reserve need
exists, an important precondltlon for advocating a general SDR allocation is not
fulfilled."

At the end of the second full paragraph of p.2. of your draft memo one could
add a sentence along the following lines: " "In this connection. the paper should
have examined the question as to whether the provision of nonrepayable liquidity
would be more appropriate in light.of the difficult adjustment problems facing.
the non-oil ILDCs than provision of conditional liguidity including liquidity pro-
vided through channels that are tailor.made to the special adjustment problems
of the IDCs (e.g., the Extended Fund Facility)."
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The catalogue of the "curious" arguments used to support the provision

. of unconditional together with {or instead of) conditional liquidity could

be extended on p.h'of-your draft memo. .For exsdmple, one could: add there-
that the logic of the first sentence of the second paragraph on p.l16 is not
.clear, namely that unconditional llquld ty should be provided in present cir-
cumstances because it is unrepayable~—a factor of 1mportance for countries
~with an already high debt service burden.

Is there any reason hot to repeat in your memo to the Managing Director
the point you made in your memo of June 8 to Mr. Polak, namely that it mlght‘
not be tactlcally prudent to glve any quantlflcatlon in a paper on reserve
adequacy? I consider this to be an important point at least as long as there
is no agreement on the need for a new allocation of SDRs. e

—t - .

On p.3., last paragraph, line 4 the words "the resumption of" could be .
omitted.

The paper by RES has 1ncluded in the group of countries floating relatively
. freely only the "snake" countries, the United States, and Canada. I think it
would be more appropriate to expand the number of countries in this group by
those which follow the snake relatlvely closely {e.g., Austria, Switzerland,

and others). I . T

ce: Mr. Mohammed
Mr Woodward
Mr. Vittas .



: Office Memorandum

£

TO : Mr. Whitt‘%/’ pATe: June 28, 1976

FROM : H, Vittas %

SUBJECT : pdequacy of Global Reserves

My main criticism of your draft memorandum is that while you seem to
challenge the view that global liquidity is now inadequate you then go on to
contradict yourself by expressing yourself in favor of a large increase in
quotas. I take it that any increase in quotas beyond the one recently agreed
is out of the question for the next several years. If that is the case then
we should mske our mind whether we consider that the present level of world
liquidity=and its prospective growth until a further increase in quotag, can be
contemplated--is adequate or not. On this I would agree with you that paper
falls far short of demonstrating that global reserves are insufficient. There
is hardly any evidence that countries are forced to pursue unduly restrictive
policies because of a reserve constraint.

cc: Mr. Mohammed
Mr. Woodward
Mr. Karlstroem
Mr. Brehmer
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June 8, 1976

Some Comments on "The Adequacy of Global Reserves"”

The paper brings back to mindvthe debates on the adeguacy of reserves of
the.mid—1960s, prior to the establishment of the Special Drawing Account.
Many of the issues discussed at that time are raised and the answers remain
controversial as before. Some of the issues are: Can the need for reserves
be related to imports? How to combine conditional and unconditional
liquidity? Are reserves to be held or spent? At what stage does availability
of financing through reserve creation impede or support adjustment? What are
the effects of global liquidity injections on inflation? There are new issues,
to be sure, such as the evaluation of the situation of the oil countries for
the assessment of reserve needs, the importance of private markets for
balance of payments financing and the onset of generalized floating. The

0ld questions persist, however, and require more careful treatment.

Among the arguments of fhe past, we will undoubtedly be reminded that
we had rejected the idea of reserve needs of individual countries or groups
of countries in favor of a global approach. The paper points out that the
' existence of floating rates and the oil price increase’have caused varying
changes in reserves needs of different groups of countries which have to be
taken into account. It argues the oil coﬁntries, at least as a group, the United
‘ States, and the freely floating countries are not in need of additional reserves
while their excess reserves are not avallable to the rest of the world. Neither

assumption is unassailable. A substantial part of the oll surpluses are held .
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in Euro-currency markets and>while reserves are not earned through this
market, they can certainly be borrowed. As for the "floating" industrial

countries, while they do not supply reserves by intervention, the lack there-

of keeps their exchange ratesat a more appreciated level than otherwise and

allows other countries greater scépe for adjustment. These points are
implicitly recognized at the top of page 19 when arguing for SDR issues lower
than the calculated need of liquidity short countries. Also it is less than
obvious that the United States would insist on having balanced external
accounts, By maintaining, within certain limits, an attitude of benign
néglect, the United Stétes can contribute substantially to the creation of
additional liquidity. This might be a less desirable type of liquidity,
nevertheless, . it is additional iiquidity.

While the draft paper notes in passing (top of page 5) that reserves
do not have to finance turnover dbut imbglances, it proceeds thereafter to
relate reserves ?o imports which implies that overall imbalances develop
in step with the expansion of imports and that there are no possibilities
of offsetting capital movements. But even if one accepts imports as a

proxy, there remains the question if the increase in world trade in

recent years can be taken as a basis. Average national growth rates may

well be lower than iﬁ the past. The impact of the oil price increase

oﬁ trade was, in its Qagnitude, s once-for-all development which cannot

be exfected to be repeated. In addition, aﬁy simple projection of past

trade trends accepts as unavoidable the lack of longer-term structural changes
in response to the increased cost of energy. After the emergence

of the oil-related difficulties, it was thought that oil
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defiéits should be.financed only temporarily so as to allow for the |
‘necessary structural changes which would reflect the redistribution of the
power of disposiﬁion over real resources. At issue is whether reserve
creation is supposed to accommodate the oil imﬁalances or help to correct themn.
A lbok at the 1list of countries included in the 55 per cent figure réveals that
abou£ half of them (the industrialized and the more developed primary producing
countries) are countries where a more flexible response to new realities could
be expected. The reference in the.paper to "appropriate and desirable policies”
would; however, seem to endorse a continuation of the polieies of nonadjustment.
"Appropriate policies" could, of course, be interpreted as allowing for anti-
recessionary policies; however, in past discussions, fhere was agreement that
reserve creation should not be used for cyclical purposes. Besides, any actual
reserve creation in the years to come might coincide with a world-wide boom.
There remains a group of countries-ﬁhere any further adjustment to higher
energy-related prices might simply mean the sacrifice of growth’or even worse.
These countries éccount for about one fourth of participants in the Special
Drawing Account. For their reserve needs, import developments may indeed be
the most reliable indicator, and their policy might be strongly infiuenced by
ﬁhe import/reserve ratio, not least because they héve only limited access to
international markets for borrowing. However, what these countries need is
not so much liquidity for bridging temporary imbalances but a permanent
transfer of real resources. -Although the péper seems to implicitly acknowledge
this (see sentence at the end of page 9), it stops short of advocating an
allocation of SDRs to LDCs only. It rather suggests the creation of SDﬁs in
amounts tuned to the needs of this limited group of couﬁtries. In the process, all
other countries would be equally provided with liquidity which could slow down
desirable and necessary adjustment in a number of countries, and create a sizablé

potential for inflation.




The paper m&kes é case for uncondltlenal rather than condltlonal llquldltv.

While there was always the notlon that not all 11qu1d1ty needs ‘could be met by .

the provision of conditional liquidity, there is also the strong feeling o
that both should go hand in hand and that conditional liquidity has an
important role to play. Some of the problems, mentioned above, namely

the need to ensure in the longer run a restructuring of economies in

’

' line with the higher price for energy~related goods as well as general

adjustment needs could be better handled by the availability of con~
ditional liqudidity. Some of the needs of the LDCs could be accommiodated

by the - special facililities of the Fund, tailored to the requirements -

. of LDCs, in particular, the Extended Facility. From this point of view

the need to allocate SDRs would be substantlally smaller.
" Besides, it appears 2 bit curious for a staff paper to be émﬁhasiziﬁgt

the disadvantages of conditional liquidity at a time when a major- -

_increase in quotas is on its way. Also, the various doubts about the

kind of econditionality used for Fund drawings (see pp. 13, 15, and 16)
seem to call rather for a re-examination of the presently applied polic&
on conditionality than for rejection of conditicnality in general.

One of the éfguments_eriuﬁcqnditidﬁal'liquiditj ﬁsed iﬁ the ?apef

* 'is that access to private markets is only possible for a country in

serious difficulties if it has é goa&_:eservéAhase. iObVlously, if a .

- -country is in serious difficulties, the country will use any additional

- reserves, In other words, it appears that the paper uses the argument

that reserves are there to be held in cases where additional reserves

RLLET A
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. the experience of worldwide inflation in recent years, one
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are rather needed to be spent.. More generally, it is not the amount

of reserves of a country which inspires confidence but the speed with

--Which.theyfare likely: to bhe spent,:in a word , policy;»‘On thefothef hand, it

.is a fact that for many countries it is easiér to get access to private
markets and other sources of‘financing if they are willing to obtain
liquidity with conditions attached (e.g., by stand-by arrangements)..

There is one important aspect'of reserve creation which is hardly
dealt with in. the paper, namely, the relationship éetween the creation
of international liquidity and inflation; there is only a short refe~

rence to the direct inflationary impact of reserve creation on page 19,

Given the general apprehension about inflation in many countries and

would expect a more thorough discussion of this problem in the paper.
After all, Article XXIV (new Art, XVIII) réfers to the a?oidancé of
"gtagnation and deflation as well as excess demand and inflation."
It is well-known that the creation of SDRs does not have a direct

inflationary impact in the recipient country as long as its counterpart
_in national currency is neutralized. ,Méﬁy‘countrieé; are, however,
concerned about the indirect impact of reserve creation and how they
will be affe@ﬁed by'induCéd expénéionaf?wéélicieé‘iﬁ otﬁer éounﬁries
against which they cannot defend themselves completely, even under a
regime of floatigg rates. In a number of potential deficit countriés,
reserve ease may remove existing'cﬁnstraints with regard to public

expenditure or income policy, leading to an increase in imports of

consumer and investment goods. The countries which are able to meet

;-g-ri}w—uﬁ
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this demand will soon find themselves in a dilemma. Either they let their

exchange rate move upward which may hurt export industries or they absorb

" trade surpluses by accumulation of reserves which may upset their internal

oy

stability.

To prbvide a proper balancé,-if:wuuid help‘to show awareness of fhé need
for control of liquidity, even in a paper addressed to the creation of
liéuidity. It does not appear sufficient either to play down the probability
of liquidity creation through an expansion in reserve currency holdings or
to simﬁly-state (on page 20) that this source of liquidiﬁy has not been

cohsidered.l

1/ It is interesting 'to note that the Bundesbank in its Annual Report for- )
1975 (page 62, German edition) refers to this problem in saying: "A better
control of international liquidity remains...in the long run a task, though
difficult to solve. /Thls task/ was also explicitly mentioned in the
communique of the monetary conference of Jamalca 1n January 1976 as one of the

‘aims to be pursued



@‘ Office Memorandum

10 . Mr. L. A. Wh¥¥ome pATE: June 24, 1976
FROM : H. Ungerer ‘/W

suslecT : The Adequacy of Global Reserves

I read Mr. Polak's new draft and compared the new text with the
old one, paragraph by paragraph. My impression is that the expansionary
bias of the old draft remained unchanged. There is still hardly any dis-
cussion of the relation between liquidity creation and inflation. Import
developments continue to be used as a proxy for reserve need without much
qualification. The question, to what extent the quantity and the type of
additional liquidity affects the working of the adjustment process does not
get much more attention than in the old draft, except for the changes referred
to under 1 below. The section on quantitative aspects still contains the
figures of SDR 7 and SDR 12 billion (see pp. 18 and 19).

Apart from minor editorial changes, there are two major
changes:

1. The section on conditional and unconditional liquidity is restructured
and contains at its end (in two new paragraphs on p. 17) a more balanced
assessment of the question of unconditional versus conditional liquidity.

24 At the very end of the paper, on pp. 20 and 21, new ideas are introduced.
As a consequence, the question of a further increase of reserve currency holdings
is discussed with a less laconic attitude. One interesting idea, of course
intended to strengthen the case for a SDR issue, is that an allocation of SDRs
could "be offset at least in part by a reduced accumulation of reserve
currencies, and would therefore not result in an equivalent net increase in
global reserves'. This would "help to improve the composition of world
liquidity....." (on pp. 20/21).

All paragraphs marked with (are virtually unchanged. All changes of

some significance are indicated in the margins (see pp. 5, 6, T, 10, 12, 1L, 15,
16, 17, 20, and 21).

cc: Mr. Mohammed
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June 22, 1976

MEMORANDUM

To: Mr. Schwartz

F/,)
From: William B. Da1e43

Subject: The Adequacy of Global Reserves

I want to make two comments on the revised paper, the
first minor and technical and the second of substance.

1. I meant to raise this question on the first draft,
but neglected it. I do not understand why table 1
and 2 specify "(5 quarter averages)'". This does
not seem obviously consistent with footnote 1 on
page 2. I should think some technical explanation
is called for.

2. I think Section 3 ("Conditional and Unconditional
Liquidity") will have to make up its mind. I greatly
sympathize with the author, because drawing the argu-
ments is far from easy. But it does not seem to me
to come down anywhere, and has a tendency to meander
in the process. Perhaps I am wrong, but I have the
feeling this section would benefit from an examination
of some numerical relationships, such as the ratio of
quotas to reserves and/or of quotas .to 1mports over
the Fund's history.

cc: The Managing Director
Mr. Gold
Mr. Polak

Mr. Del Canto

Mr. Gunter’ ;14&L¢

Mr. Habermeier =

Mr. Sturc :

Mr. Tun Thin : | y’zft,w( » “(, U it J‘;jl (/(::,
Mr. Whittome ’

Mr. Green /(/13’4) _ ar, f’f lgf*;m / //ém{’f

gé';«i A ?;> :)
ﬁ”‘”z&/



TO : Mr. Schwartz : _ DATE-June 18, 1976
rrom . Ermest Sturc th
supgcct . | comments on The Adequacy of Global Reserves

Page 5: Second sentence of first full paragraph

If the country runs down its reserves, it would be appreciating its
rate beyond what market forces would justify. It would consequently no longer
be a free floater.

Page 6: First complete paragraph, third sentence

This sentence does not seem to accord with the experience of a number
of developing countries with crawling pegs and our own recommendations to them
to pursue a flexible exchange rate in the short run. More generally, the -longer-
run effect of exchange rate changes in developing countries is substantial.

Pége 7: Second full paragraph

The deficit in the balance of payments of primary producing countries
was largely financed by loans from international banks, and to a much smaller
extent through the use of Fund conditional facilities.

In fact, at other points in the paper, there are statements—-which are
not correct--that developing countries have limited access to international banks
(p.8), that borrowing to bolster reserves is not possible for them (pp.10,16), etc.

Page 8:

The discussion of Section 3 is in our view somewhat biased in favor of
unconditional liquidity... While.I accept.the argument of page-8, and-the need-
for larger unconditional liquidity, I would not like to argue its case at the
expense of increased conditiomnal liquidity. I doubt, for example, whether it is
wise to play down the usefulness of conditional liquidity as is donme at the bottom
of page 1l4. I find it difficult in any case to understand the point here. 1Is it
meant that because of conditions attached to conditional borrowing (designed .
though they are to promote desirable policies), countries may be unwilling to
resort to such borrowing, and that in the absence of any other finance, they may
adopt undesirable measures such as restrictions?

Page 9:

Not all oil countries can be said to constitute,a reserve "“"sink."
This description will apply to Saudi Arabia, Kuwait and UAE only.

Page 17 ff:

I would be strongly against giving figures about SDR creation.

cc: Managing Director
Deputy Managing Director

Messrs+ Gold, Polak, Del Canto, Gunter, Habermeier,
Toure, Tun Thin, Whittomea/Green



INTERNATIONAL MONETARY FUND
WASHINGTON. D. C. 20431

CABLE ADDRESS
INTERFUND

MEMORANDUM ' June 15, 1976

To: The Managing Director n
e
From: Charles F. Schwartz’-&,cz4 ]

Subject: The Adequacy of Global Resetrves

Mr. Polak has asked me to send you the attached further
version of this paper. Most, though not all, of the changes have
been seen by him.

Mr. Whittome, while not having as yet . commented in detail
on the paper, has suggested as a preliminary thought that it might
not be tactically prudent to mention specific figures on a possible
SDR allocation. This matter could be considered in the context of
a discussion on the paper as a whole.

N
Attachment

cc: Deputy Managing Director
Mr. Gold
Mr. Polak ’
Mr. Del Canto
Mr. Gunter
Mr. Habermeier
Mr. Sturc
Mr. Touré
Mr. Tun THin ‘ ¢ -l
Mr. Whittome/ (3 ’

Mr. Green
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¥r. Polak - . . 5 B ‘ Jvne 8

L. A. Whittome

Adequacy of Global Reserves |

The attached eommcntary h&ﬂ been nwengwed oy Mr. Ungerer. -
Dellheranelf it reflects the thlmhlng and likely responao of the nmore.
_conservabive countries in Europe. ¥hile we may have to be resigned to
being Taneled a8 expansionists there mlshi be sonme advanta to )
strengthening our argumentatxon t0 take sccount of some of the objections
that will inev1uablg be reised.  We have not yvet atitempted to reech o
Departmentsl position on the subject, but one preliminary thought is

that it might not be tactlcully prudent to menulon any nuwbers in a wwnefA“

of this ‘sort.

ttachnent

R eield {r Green

T

.Mr.‘Uﬁgérertf
Mr. Brehmer

-
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June 8, 1976

Some Comments on '"The Adequacy of Global Reserves'

. The paper brings back to mind‘thé debates on the adequacy of reserves of
the mid~1960s, prior to the establishment of the Special_Drawing Account. .
Mény of the issues discussed at that time are raised and the answers remain
controversial as before. Some of the issues are: Can the need for reserves
be related to imports? How to combine conditional and unconditional
liquidity? Are reserves to be held or spent?; At what stage does availability
ofoinancing through reserve creation impede or support adjugtment? What are
tﬁe effects of global liéuidity injections on inflaéion? There are new issues,
to be sure, such as the evaluation of the situation of the oil countries for
thé assessment of reserve needs, the ﬁmportance of private markets for
balance of payments financing and the onset of generalized floating. The‘

0ld guestions persist, howvever, and require more'careful treatment.

Among the arguments of the past, we will undoubtedly be reminded that

we had rejected the idea of reserve needs of individual countries or groups

of countries in favor of a global approach. The paper points out that the

" éxistence of floating rates and the oil price increase have caused varying

changes in reserves needs of different groups of cpunfries-which have to be

taken into account. It argues the oil countries, at least as a group, the United
States, and the freely floating countries are.noﬁlin need of additional reserves
while their excess reserves are not available to the rest of the world. Neither

assumption is unassailable. A substantial part of the oil surpluses are held .

P P L e ee o T e .. . oy,



- well be lower than in the past. The impact of the o0il price increase

in Furo-currency markets and while reserves are not earned £hrough this
market, they can certainly be borrowed. As for the "floating" industrial

countries, while they do not supply reserves by intervention, the lack there-

of keeps their exchange ratesliat a more appreciated level than otherwise and

allows other countries greatef scope for adjustment. These points are
implicitly recognized at the top of page 19 when arguing for SDR issues lower
than the calculated need of liquidity short countries. 'Also it is less than
obvious that the United States would.insist on having balanced external
accounts. By maintaining, within certain limits, an attitude of benign
neglect, the United Stetes can contribute substantially to the creation of

additional liquidity. This might be a less desirable type of liquidity,

_nevertheless,.it is additional liquidity.

While the draft paper notes in passing (top of page 5) that reserves

do not have to finance turnover but imbalances, it proceeds thereafter to.

.relate reserves to imports which implies that overall imbalances. develop

in step with the expansion of imports and that there are no possibilities

of offsetting capital movements. But even if one accepts imports as a {Ar
. ‘ ‘

pProxy, there remains the question if the increase in world trade in

recent years can be taken as a basis. .Average national growth rates may }

‘ : -

oﬁ trade was, in its magnitude,_a once-for-all development which cannot

be exﬁected to be repeated. rIn.addition, aﬁy simple projection of paet

trade trends accepts as unavoidable tﬁe'leck of»loﬁger—term stfucturai chenges
in response to fhe increased cost of ehergy; After the emergence .

of the oil-related difficulties, it was thought that oil
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deficits should be. financed only temporarily so as to allow for the

necessary structural changes which would reflect the redistribution of the
power'of-disposition over real resources. At issue is whether reserve-
creation is supposed to accommodate the oil imbalanéés'or help fo correct them.
A lbok at the list of countries included in the 55 per cent figure réveals'that
abou£ half of them (the industrialized and the more developed primary producing
countries) are countries where a more flexible response to new realities could
be expected. The reference in the éaper to "appropriate and desirable policies"
wbuld; however, seem to endorse a continuation of the poliecies of nonadjustment.
"Appropriate policies" could, of course, be interpreted as allowing for anti-
recessionary policies; however, in past discussions, there was agreement that
reserve creation should not be used for cyclical purposes. Besides, any actual
reserve creation in the years to come might coincide with a world-wide boom.
There remains a group of countries-ﬁhere'any further adjustment to higher -
energy-related prices might simply mean the sacrifice of growth'or even worse.

These countries account for about one fourth of participants in the Special

Drawing Account. For their reserve needs, import developments may indeed be

the most reliable indicator, and their policy might be strongly influenced by

ﬁhe import/reserve ratio, not'least because they héve only limited access to
international markets for borrowing. However, what these countries need is

not so much liquidity for bridging temporary imbalances but a permanent

transfer of real resources. -Although the paper seeﬁs to implicitly acknowledge
this (see sentence at the end of page 9); it stops short of advocating an
allocation of SDRs to LDCs only. It réther suggests the'cfeation'of'SDﬁé in
amounts tuned ta-the needs of this limited group of countries. In the process, all
other countries would be equally provided with liquidity which could slow down
desirable anatnecessary adjuétmenf in é nuﬁber“of countries, and cfeate.a éizaﬁle

potential for inflationm.
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hrfThéhpaper‘makégfgﬂéééé for unconditienal fafﬁef'fhén“condifiéhéi'iiéﬁidity.

. While there was always the .notion that not all liquidity needs could. be met by

. the provision of conditional liquidity, there is also the étrongifeeling

that both should go hand in ﬁand and that conditional liquidity hag an
important role to play. Some of‘tﬁe problems, mentioned above, namely .
the need to enéure in the longer rﬁn;a restructufiﬁg of.ecénoﬁiegnin

line with the higher price for energy-related gbbdé'aS‘wéll as general
adjustment needs could be betfef‘handled by the availability of con-

ditional liquidity. Some of the needs of the LDCs could be accommodated

by the special facililities of the Fund, tailored to the requirements

. of LDCs, in particular, the Extended Facility. From this point of view =~

the need to allocate SDRs would be substantially smaller.
'ufiBeSides;“if appears a bit curious for a staff paper to be‘émphasizing

the disadvantages of conditional liquidity.at a time when a major

_ increase in quotas is on its way. Also, the various doubts about the

kind of conditionality used for Fund drawings (see pp. 13, 15, and 16)
seem to call rather for a re-examination of the presently applied poligy
on conditionality than for rejectidn of conditionality in general.

One 6f“£he'érgumenfs fof unéondiﬁioﬂalwliqui&ity.ﬁsedriﬁ the pépefr

is that access to private markets is only possible for a-country in

3

serious'difficulfﬁes if it has a.good reserve basé;;.vaippsly,uif a

- country is in serious difficultées;'thethﬁntry“ﬁillfuse:any'addiﬁidpél'““”

reserves. - In  other words, it appears that the paper uses the argument

that reserves are there to be held in-cases-where additional reserves - - -

TR




. the experience of worldwide inflation in recent years, one
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_in national currency is neutralized. . Many countries, are, however,

_ 5 — -

are rather needed to be spent.  More generally, it is not the amount

of reserves of a country which inspires confidence but the speed with

thwhich.the&'are likely-tb be spent, in a Wora, poliéy: On thevothér hand;iit

‘ds a fact that for many countries it is easier to get access to private
markets and other sources of-financing if they are williqg to obtain
liquidity with conditions attached (e.g., by stand-by arrangements)..

There is ome important aspect'of reserve creation which is hardly
dealt with in. the papér, namely; the relatibnship éetween the creation
of international liquidity and inflation; there is dnly a short refe-
rence to the direct inflationary impact of reserve creation on page 19.
Given the general -apprehension about -inflation in many countries and - -
would expect a more thorough discussion of this proble@ in the paper.
After all, Article XXIV (new Art. XVIIi) refers to tﬁe.afoidancé of
“stagnatlon and deflation as well as excess demand and inflati;n."

It 1s well-known that the creation of SDRs does not have a direct
inflationary impact in the recipient country as long as its counterpart
concerned about the indirect impact of reserve creation and how they
will be affeéﬁéd.by induéed eibénsionary pbiicies.in othér‘éouﬁfriesx
‘against which they cannot defend themselves completely, even under a
regiﬁe of flbatiﬁg rates. In a numBerrof ﬁoﬁéntiai deficitAcountries,
reserve ease may remove éxisting”conStrainfs with regard to"publié'
expenditure.or;income policy, leadingAto an increase in imports of

consumer and investment goods. The countries which are able to meet



-6 -

this demand will soon find themselves in a dilemma. Either they let their

exchange rate move upward which may hurt export industries or they absorb

“trade surpluses by accumulation of reserves which may upset their internal

stability.

To providé a proper.baiance,:it ﬁould hélp-to éhoﬁ awareness 6f.the need‘
for control of liquidity, even in a paper addressed to the creation of
liéuidity. It does not appear sufficient either to play down the probability
of liquidity creation through an expansion in reserve'currenéy holdings or
to simply state (on page 20) that this source of liquidity has not been

cohsidered.-l

1/ It is interesting to note that the Bundesbank in its Annual Report for
1975 (page 62, German edition) refers to this problem in saying: "A better
control of international liquidity remains...in the long run a task, though
difficult to solve. /This task/ was also explicitly mentioned in the
communique of the monetary conference of Jamaica in January 1976 as one of the
aims to be pursued.” '



;@‘ Office Memorandum
o . Mr. Whit/ . oate. June 7, 1976
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SUBJECT : Memorandum on Adequacy of Reserves

Please find attached a new draft of my memorandum, It attempts to
give a more coherent reasoning based on the same arguments as in my first draft.
This new draft incorporates a number of suggestions by Mr. Mohammed with regard
to the structure of the paper, and the way some arguments are presented. I did
not take into account, however, those of his observations which seemed to reflect
a difference of opinion. I attach, for comparison, the copy of an earlier draft
on which Mr, Mohammed has written his comments.

A ttachments

cc: Mr, Mohammed
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ﬂ‘ Some Comments on "The Adequacy of Global ReserVeé"

e

There may- be goqd reasons to start now considerations about the

.adequacy of reserves and to draw attention to the paréicular situation

- of various groups of countries in the wake of the international deve-~

lopments of the last five years. In its present form, however, the

Research Department's paper is bound to raise suspicion in more con-

.Servative'quarters of the Fdnd membership and will inevitably reinforce

the staff's'iﬁage as being"expansionist." 1In opening'the subject, it

is important to keep in mind the sensitivities df a number of important

countries, and the arguments and discussions of the past, particularly

-those of the late 1960s in conpection with the establishment of the

SDR facility. To start with, it might not be tactically prudent to

Amention in a preliminary paper any figure, no matter how soundly based.

Among the arguments of the p&st, we will undoubtedly be reminded
that we'héd~rejected the. idea of resérve needs of individual countries
or groups of countries in favor of a global approach. It appears

appropriate, however, that the present paper tries to take into account

“the varying impact of the oil price increase and of floating on reserve

needs of different grdups of countries. It argues that thé 0il countries
as a whole, the Unifed States, and the countries with ffeely floating
currencies (snage éountries and Canada) neithér need additioﬁal reserves
nor are iiable_to make their excess reserves Available to the rest of
thé world (amounting to about 55 per cent of part%cipants in the Special

P

Drawing Account) which experiences-reserve-striﬁgency rather than reserve

“ease.

-



Is the assumption correct that countries with excess.reserQes will
not make avaiiéble.liquidity by running‘a deficit? The oil countries -
are expected to continue to have substantial surpluses=—the size of which,
however, will depeﬁd on adjustment measures by prospective deficit countries.
The countries which at present are freely floating'éhoqld not be expected
to forego any sizable intervention; the;e aré a number of réasons (e.g8oy
‘internal structural problems, influence of capitalhtransactiqns) which
might induce them to influence their exchange rates although such action
would perhaps more often tend to depreciate {and thus to absorb reserves)
thag to appreciate their currenties, On the other hand, it seems less
than obvious that the United States.would insist on having balanced
external accounts. By mainfaining, within certain limits, its stature
of béﬁign neglect, the United States, might contribute substantially
to the q:eatioﬁ of additional liquidity by accumulating liabilities
-éb@atd_ofﬁicial‘holders or private holders (which can be transformed
'into éfficial liabilities via the Euro-dollar market). This might be
a less aesirable type of liquidity, nevertheless, it is additiomal
liquidity.

'In.trying to find a yardstick to assess the adequacy of reserves
and future needs, it has to be kept in mind that reserves do not have to
finance turnover, as domestic money does, but imbalances., ‘To relate
reserves Lo 1mp.orts implies that overall imbalances develop in step with
the expansion of imports and that they are no offsetting capital

movements, But even if one accepts imports as a proxy, there remains




the question if ;hezincrease in world trade in recent years can be

taken as a ba;is. Average national growth rates may well be lower

than in the past. The impact of the oil price increase on trade was,

in its magnitude, a once-for-all development which cannot be expected

to belrepeated. In addition, any simple projectioh of past trade

trends in. the future accepts as unavoidable the lack of longer—term
‘structural changes in response to the increased cost of emergy. After
the emergence of the oil-related difficulties, it was thought that oil
deficits should be financed only temporarily so as to allow for the
necessary structural changes which would reflect the redistribution
of‘the power of disposition over geal resources, At issue is whether
reserve‘cfeation ié supposed to accommodate the o0il imbalances or help
to correct them, A look at the list of countries inciuded in the 55 per -
" cent figure reveals that about half'(the industrialized and fhe ﬁore
developed primary producing countries) of them are countries §he£e a
ﬁore flexible response to new realities could be expected. The re-
ference.in the paper to “appropriate and desirable policies" seems to
endorse a continuation of the policies of monadjustment. "Appropriaté-
policies" ;ould, of course, be interpreted aé‘allowing for anti-
recessionary policies; however, in past discussions, there was agreement
that reserve creation should not be used for cyclical purposes. Bgsides,
‘any actual resefve creation in the yeérs to come might qoincide with a
world-wide boom.

There remdins, however, a group of countries where any further

_ iaajustment'to higher energy-related prices might simply mean the sacrifice




of aﬁy growth or even worse. ‘Thése‘cpuntries account for about one )
fourthAof'par;icipapts in the Special Drawing Account. For thelr reserve
needs, impqrt devélopments may indeéd be the most Qeliable 1ndicator,
and their poliéy might be stroﬁgly influenced by the iméort/reserve ratio,
not least because they have only limited access to international markets
for borrowing. Leaving aside for the moment the posgibility,that a number
1of these countries might,benefit,from favorable developments in the prices
for raw materials and fromvagrgéments which might be réﬁched in the context
'of the oﬁ—going-North-South dialogue, they appear to need not. so much
 liquidity for temporary imbalances but a permanent- transfer pﬁ‘real
resources, Although the paper seems to imﬁlicitly acknowledge this
(see senténce at the end of p. 9), it stops short. of outright advocating
an allocation of SDRs to LDCs only. It rather suggests the creationiof
SDRs in amounts‘f;ned to the needs of this limited groﬁp;of countrie#.
;n tﬁe prdcess, allrothervcounfries would be equally provided with liquidity
which at present could slow down the desirablevand necessary adjustmenti
in a nuﬁber of countries, and for thé~future would create a sizable
| potent131 for inflationary policies even by countries which presentlx,
&ue‘in‘éarf to cycIical‘reasons,might not be in need of using reserves.
There reﬁains ihe question of the needed transfer of real resources
to LDCs and it appears that tﬁe developed countriés are notvre%dy.to
provide the necessary funds. Perhaps, this would be a reason tq‘diécuss
again a possible role for the Fund in providing-liguidity'not oﬁlyvfof‘ ’
- temporary balagce of‘paymgnts fipaqc;ng.but»also forHdevelapment”finanCing. .o
:However, wouldn't it be better to say;so glearly and thué take up anew ‘

3f¢the issue of the linﬁé

B




The'paper makee-a-case'for satisfying the reserve ueeds bv.
creating uncodditional rather than conditional liquidity. While‘tﬁere
was always»the notion‘that not‘aIl liquidity needs could be met by
the provision of conditional liquidity, there is also the strong'feeling’
that both should éo hand in hand and:that conditioual liquidity has an
important rolerto play. Some of the problems, mentioned above; namely
"the need to ensure in the longer run a restructuring of economies in. |
line with the higher price for. energy-related goods as well as general
adjustment needs could be better handled by the availability of con-
ditional liquidity. Some of the needs:of,the LDCs.could be accommodated
‘by the special facililities of the Fund, tailored to tﬁe requirements
of LDCs;.in particular, the Extended Facility. From this point of view
the need to allocate SDRs would be substantially smaller.‘

Besides, it looks a bit curioue if a staff paper overemphasiZes
the disadvantages of conditional liquidity at a time when a major
increase in quotas is on its way.- Also, the various doubts about the
kind of conditionality used for Fund drawings (see pp. 13, 15, and 16)_
seem to call rather for a re-examination of the presently applied policy
on conditionality than for rejection of conditionality in general.

One of the arguments for unconditional liquidity used.in the paper‘
is that access to private markets_is only possiblerfor'a country in
serious difficultues if it has a good reserve'base. 'Obviously, if a

country is in serious difficultues, the country will use any additional

. reserves.. In other words, it appears that the paper uses the argument

-that reserves are there to be held in cases where additional reserves
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are rather needed to be spent. More generally, it is no£ the amount

of reserves of a coﬁntrY.which inspires confidence but the speed with
‘which they are spent; in other words: policy. Oﬁ the other hand, it
48 a fact that fér many countries 1t is easier to get access to priﬁate
markets and other sources of financing if they are will;ng to obfain
liquidity with conditions attached (e.g., by stand-by arrangements).

There is one important aspect of reserve creation which is hardly
dealt with in the éaper, namely, the relationship between the creation
of international liquidity and inflation; there is only a short refe-
rence to fhe direct inflationary impact of reserv§ creation on page 19.
€iven the general apprehension about inflation in many éountries and
the experience of worldwide rampant inflation in recent years, one
would expect a more thorough discussion of this problem in the paper.
After all, Article XXIV (new Art. XVIII)‘reférs to the avoidance of
"stagnation and deflation as well as excess demand and inflation.”

It is8 well-known that the creation of SDRsvdoes not have a direct
inflationary impact in the recipient country as long as its counterpart
in national currency is properly neutralized. Many countries are, how;ver,
concerned anut the indirect impact of reserve creation and how they
will be affected by induced expansionary policies in other countries
-against which they cannot defend themselves completely, even under a
regime of floating,rates° In a number of ?otential deficit countries,
reserve eése may remove existing constraints with regard to public
expenditure or income policy, leading to an increaée in imports of

consumer and investment goods, The countries which are able to meet
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‘thi; demand will soon find themselQes in a dilemma. Eitﬁer they let
their exchangé'rate move upward in order to keep their balance of
payments .in equilibiium and to avoid undesired general expansionary impulses.
Thi§ may hﬁrﬁ/iighgzries which then would lose their international |
- competitiveness resulting in stfuctufal and regional impalances. Or they
absorb trade surpluses by accumulation of reserves which may upset their
internal stability.

In this context, it is interesting to note that H. Robert Helier
in his articie "International Reserves and World-Wide Ipflatioﬁ," IMF
_Staff Paﬁers, Marcﬁ 1976, refers to the early 1970s as a period of
Mexcessive expansion of global liquidity" which he thinks "laid the
foundation for the world-wide inflation of the early 1970s."

" To provide a proper balance, it Qould‘help to show awareness of
the-need fo; control of liquidity, even in a paper addressed to fhe
creatibn-of liquidity. It'ddes ﬁot aépear sﬁfficient either to play
dbwn the probability of liquidity éreation through an expansion in
reserve currency holdings or to simply state (on p. 20) that this source

of liquidity has not been considered.l! ‘ .A : - - 'f

"1/ 1It is interesting to note that the Bundesbank in its Annual Report for
1975 (p. 62, German edition) refers to this problem in saying: "A better
control of international liquidity remains......in the long rund a task, though
difficult to solve. [This task] was also explicitly mentioned in the communiqué
_ of the monetary conference of Jamaica in January 1976 as one of the aims to be

_ pursued."” ' ‘
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iscussion is extremely sensitive. Therefore, it is

“from the mid-1960s in the light of more recent developments in the field of

dnternational monetary relations. My pmgble‘ms‘ with the paper relate to
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-~ Is the assumption correct that countries with excess reseg@es will not évﬁ
;
make gvailable liquidity by running a deficit? The oil countries are expected .&ﬁ

: 8 to-continue to have substantial surpluses--~the size of wh;;h, however, will
1depend on adjustment measures by prospective deficit countries. The freely

floating countries should not be expected to forego any sigable interventiong

there are a number of reasons (e.g., internal structural problems, influence
,of-‘capital transactioqs) which might indﬁce them to influence their exchaﬁge

J“”ﬁ%éraxesmalthoughﬂsuch'action would rather tend to depreciate (and thus to absorb
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eddition, any simple projection of past trade trends in the future accepts

as unavoidable the lack of lenger—term structural changes in response to the

increased cost of energy. After the emergence of the oil-related difficulties,

it was tnought that oil deficits should be financed only temporarily so as to

allow for the necessary structural changes which would reflect the redistribution
T whp :

of the power of disposition over real resources. At issue is . df reserve

creation is supposed to accommodate the oil imbalances or help to correct them.

] A 1look at the list of countries included in the 55 per cent figure reveals that

I We
vauelggﬂa about half (the industrialized and the more developed primary producing countries)
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There remains, however, a group of countries where any further adjustment
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of real resources. Alticugh the paper seems to implicitly acknowledge this

(see sentence at the end of p. 9), it stops short of outright advocating
T  only .
sn allocation of SDRs to LDCs/. It rather suggests the creation of SDRs in

amounts tuned to the needs of a limited group of* .corir}ﬁrisese _In the process,
all other countries wqpldfﬁe equally provided with liquidity.whgch at present
o would slow down the desirable and necessary adjustment. in a number of countries,
' _
ﬁﬁ:ﬁi Y,» and for the future would create a huge potential for 1nflat10nary policies even
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A
éiX]L J&by %?untrles which at present due in part to.cyclical reasons might not be in need
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Mk?kw\. ‘;-'_Of us:Lng reserves. . - - cermes ool oniv_ococ nioco -
QD‘ _ to LDCs

By W : .
- t[?hgrg remains. the. question of the needed transfer of real resources/and

it appears that the developed countries are not ready to provide the necessary
;gn§§3;‘Pernaps,_thi§ should be a reason for the Fund to provide liquidity not
only f@r temporary balance of payments financing but also for development

financing. . However,. wouldn t it be better to say so clearly and thus rev1ve the
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The paper makes g casé for satisfying the reserve needs by creating
unconditional rather thnn conditional liquidity. While there was always the notion
that not a1l liquidity needs could be met by the provision of conditional liéuidity,
there is also the strong feeling that both should go hand in hand and that
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conditional llquldlty has an 1mportant role to play. Some#d
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the problems,
mentioned above, namely the need to ensure in nne“Ign;ér run a restructuring of
economies in line with the higher pripehfoffgnergy—related goods as well as
general adjustment needs could be‘beﬁggr héndled by the availability of
conditional liqnid%ty. Songrdethe_needs of the LDCs could be accommodafed by

(\)&M | the special facilitie:sfa'ffthe Fund, tailored to the need of LDCs, in particular,

N } the Extended Fac111ty.
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Besides, it -looks a bit curious 1f a staff paper. dismisses in an off- %ﬁ‘ gb-(g”

G

ﬁand_way“the potential of additional conditional_liquidity at a time when a ‘}rg%i N
mejor. increase_in qﬁotas is on its way. Also, the'variogs.lgktacks 027\ ' ”NOMJ
éﬁbubts_abou§7ithe kind.of conditionality used for .Fund drawings (see pp. 13,
15;:andm16) seem.to call réther for a :e—examination of the presently applied
policy:on conditionality than for rejection of conditionglity in general.

“rc-=. One-of the arguments for pnconditional liquidity is that access to private
markets -is only'possiﬁle fdr a country in serious difficulties if it has a good
reserve -base. .QObviously, if a countfy i; in serious difficulties, the country

will use:any additional reserves. On the other hand, it is a fact that for many-
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'kﬂ {\nanc1ng, -such-as debt reschedulgéb, if they are willing to obtain liquidity
e
. with h conditions attached (e g., by stand-by arrangements). In other words,

it appears that the paper uses the argument that reserves are there to be held

iniggﬂ in cases where additional reserves are rather needed to be spent. More .
jﬁg;}%g?;%&: generally, it is not the amount of reserves of a country vhich inspires confideﬁce
/U¥hpkiﬁxﬁe gﬁg the speed with which they are spent, in other words: policy. ‘
{}%2ﬂk'£§ There is one important aspect of reserve creation which is hardly dealt
%;\ﬁ&*fk » with in the.paper, namely, the relationship between the creation 9f international

liquidity and inflation; tﬁere is only a short reference to the direct inflationary
_impact of reserve creation on page 19. Given the general appréhension about
inflation in many countries and the experience of wofldwide rampant inflation

in recent years, one would expect-a more thorough discussion of this problem in

the paper. After ﬁll, Article XXIV (new Art. XVIII) refers to the avoidance’ of

"stagnation and deflation as well as excess demand and inflation".



It is well-known that the creation of SDRs does not have a direct
inflationary impact in the recipient country as long as its counterpart in
national currency is proPeriy neutralized. Many countries are, however,

concerned.. about. the 1nd1rect 1mpact of reserve creation and how they will be
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able to-meet this demand will soon find themselves in a dilemma. Either they ﬁ
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NV

{ Q/(w{l,fv

creates problems but equally the unavoidable time lags in adjustment and the !

distortions in economic structure which are related with excess demand and
inflation. - : ) . .

In this context, it is interesting to note that H. Robert Heller in his
article "International Reserves and World-Wide Inflation", IMF Staff Papers,
March 1976, refers to the early 1970s as a period of "excessive expansion of
giobal liquidity" which he thinks "laid the foundation for the world-wide

inflation of the early 19T70s'. U c



The paper in its present form is btound to raise suspicion in more

conservative quartefs of the Fund membership and will inevitably reinforce
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the staff's image as being "expansionist". There may be a good reason to start

now considerations about the adeguacy of* reserves and to draw attention to the

particular situation of various groups of countrles %n the waxe of the interna-

L pporawvele, UG susdsedd
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eé%ﬂainingxsgg the sensitivities of a number of 1mportant countrles, and the
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argunents and discussions gn*the past, particularly those jn the late 1960s in

connection with the establishment of the SDR facility, sheu&d:bem$aken into.
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.. progress conzthe dattermsulyj@et | "I sHould - perhaps=be~mentioneds It is not

4 enough either to play down the probability of liquidity creation through an

expansion in reserve currency holdings or to simply state (on p. 20) that
this source of liquidity has not been considered., It is interesting to note
} . that the Bundesbank in its Anriual Report for 1975 (p. 62, German edition)

refers to this problem in saying: "A better control of international liquidity

' remains.....in the long run a task, though difficult to solve. Zﬁhis task/

was also explicitly mentioned in the communiqué of the monetary conference-of

iJameica in January 1976 as one of the aims to be pursued.”
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MEMORANDUM
TO: Managing Director May 24, 1976
FROM: J. J. Polak

SUBJECT: The Adequacy of Global Reserves

I attach 2 discussion paper on this subject. I think you might
consider sending this to the Board if the covering memorandum made clear
that Directors would receive a draft text of a section of Chapter 2 of
the Annual Report that, in the opinion of the staff, would meet their
obligation to report on the adequacy of intermational liquidity, but that
they might be interested in an informal discussion of a more far ranging
nature,

Most of the work in the prepération of this paper has been done by
Mr. Crockett.

cc: Deputy Managing Director
Mr. Gold
Mr. Habermeler
Mr. Sturc
Mr. Green






