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1. THE EVOLVING ROLE OF THE SDR IN THE INTERNATIONAL MONETARY SYSTEM

Executive Directors considered a staff paper on the evolving role of
the SDR in the international monetary system (SM/82/107, 6/4/82; and
Cor. 1, 6/15/82). They also had before them staff papers on possible
further improvements in the existing SDR (SM/82/92, 5/7/82; and Cor. 1,
5/28/82) and on the evolution of the SDR outside the Fund (SM/82/93,
5/10/82), together with a departmental memorandum on SDRs and plans for
reform of the international monetary system (DM/82/23, 4/14/82).

Mr. Erb explained that he had asked that the discussion of the evolv-
ing role of the SDR in the international monetary system be held in
gseminar form because of the complexity of the subject, and because his
authorities had not yet formulated a specific position. His comments
would, therefore, be preliminary and personal, not official.

In the issues that it had identified for discussion by the Executive
Directors, the staff had first asked the basic question whether the SDR
should be considered the appropriate principal instrument to be used in
the conduct of international financial relations, Mr. Erb commented. From
SM/82/107 it emerged quite clearly that, for the SDR to play a significant
role ag a monetary or reserve asset in the international monetary system,
a return to some measure of exchange rate stability would be required.

In other parts of the paper the staff seemed to have experienced some
difficulty in describing a systemic role for the SDR in a multicurrency
reserve system in which the economies of different members were not
closely coordinated, and where the main characteristics were economic
divergence and fluctuation. He himself was skeptical about how the SDR
as a reserve asset could fit into a multicurrency system where national
economic developments changed in divergent ways. The previous and current
staff papers seemed to focus rather narrowly on the SDR as a financial
instrument for the Fund per se, or as an instrument that might compete
with national currencies. He wondered what would be the implications of
giving the SDR an increasing amount of independence and allowing it to
compete with national currencies. Would so doing lead to greater stabil-
ity in the international monetary system? He doubted whether that would
be the case without the convergence of national economic fundamentals.
The existence of the SDR and the implementation of some of the specific
proposals discussed in the paper could lead to asset switching between
national currencies and SDR-denominated assets both in the private and in
the public sectors.

The historical discussion of the development of the SDR in the staff
papers was most interesting, Mr. Erb continued. He would have liked to
see a more critical assessment of the debates and discussions of the 1960s,
when the SDR had been conceived. 1In his view, the heavy focus on liquid-
ity in the context of the Bretton Woods system of fixed exchange rates
had probably distracted attention from more fundamental problems facing
the system at that time. Some of the problems had been discussed, but
most attention had been given to what had been perceived as the greatest
problem at the time—-the need to ensure adequate liquidity under the
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Bretton Woods arrangements. Perhaps more attention should have been given
to the failure of exchange rates to adjust to shifts in the underlying
fundamentals under the Bretton Woods arrangements. The implications of
the shift in current account positions as a result of rapid growth ian
Japan and in Europe, and the emergence of economies in a number of other
parts of the world, requiring ad justments on the trade account, could use-
fully have been given greater attention in the discussions of the 1960s.

The inability of the Bretton Woods arrangements to allow for exchange
rate adjustment to compensate for differences in inflation between Fund
members was another fundamental issue that had not been fully discussed,
Mr. Erb considered. In SM/82/107 the staff had argued that the primary
problem of the international monetary system in the second half of the
19608 had been a liquidity shortage. In his view, however, the primary
problem had been the rising rate of inflation in the United States rela-
tive to other countries and the strengthening of the yen and the deutsche
mark. The staff had referred to the work of Robert Triffin, and particu-
larly to the "Triffin dilemma.” Triffin himself had recognized in his
later work that he had focused too much attention on the problem of
liquidity. Triffin's early analysis had been set within the narrow con-
text in which he had studied the demand for an international currency, in
that the attractiveness of the dollar--or any currency—as an interna-
tional currency, either as a reserve asset held by official institutions
or as a reserve and transaction currency for the private sector (and the
latter clearly overwhelmed the official holdings) was fundamentally
dependent on the size and stabllity of the economy that was generating the
currency and also on the ability of that currency to maintain itself as a
store of value vis-3d-vis real goods. The emphasis on the relationship of
dollars outstanding to the amount of gold in the United States was mis—
placed; the relationship represented only a minor part of the U.S. balance
sheet—--or any country's balance sheet--in determining the strength or
weakness of the currency. It was the strength of the underlying economy
and the ability of the currency to maintain its value in terms of real
goods that was fundamental in influencing the international role of that
currency.

The staff had made the point that if dollar balances were accumulated
as the United States ran an official settlements deficit, the United
States would face no reserve restraint in the formulation of its monetary
and fiscal policies, Mr. Erb continued. The experience of the 1970s
showed, however, that if the United States-—or any major reserve currency
country--shifted to a more inflationary policy, there would immediately
be shifts out of that currency, leading to the exchange rate adjustments
that had been seen in the late 1970s. If a reserve currency country did
not follow a policy of maintaining price stability or maintaining the
value of its currency vis-3-vis real goods, there would be a shift away
from that currency, no matter what kind of exchange rate regime was in
existence.

The staff had mentioned that the indicators used to justify the first
creation of SDRs had related to capital controls and other conditions,
Mr. Erb noted. In his view capital controls at that time had not been an
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indication of lack of reserves in the system, but rather an indication
that the major reserve currency country had been pursuing an excessively
{nflationary policy in comparison with other reserve currency countries.
The creation of SDRs at that time had been a wrong approach, to the extent
that it had given the United States the impression that it could continue
{ts domestic policy course and cushion the exchange rate consequences of
that course through the use of reserves, including newly created SDRs.

The creation and distribution of SDRs might have had an inflationary
impact on the domestic policies of the countries receiving them, Mr. Erb
said. To the extent that an increase in reserves through SDR creation led
countries to believe that they could pursue a more expansionary domestic
policy, the creation of SDR reserves had the potential to be inflationary
in its consequences. SM/82/107 had touched briefly on the issues that he
had raised in a paper circulated some months previously ("Changing Concepts
of International Liquidity"”) about how to judge liquidity needs in a system
characterized by flexible exchange rates and large private capital flows,
but SM/82/107 had not analyzed those questions in depth. He could agree
with the staff comments on page 13 that "by making the state of global
liquidity derive more directly from the monetary policies of major coun—
tries than may have been the case in the past, such developments may make
it difficult to focus on global liquidity as an irfsue separate from these
policies.” However, he would prefer to link the zrowth in global liquidity
to the underlying monetary policies in the major reserve currency coun-
tries. The question was then raised as to what role the SDR should play
as an additional source of liquidity in a system of multiple reserve
currencies, floating rates, and independent monetary policies. There was
a danger that the impact of the SDR as an additional source of liquidity
would lead to a higher rate of inflation, unless it brought about a
reduction in the domestic woney base growth of the reserve currency
countries.

He questioned the assumption made by the staff on page 21 of
SM/82/107 that had allocations been higher in the 1970s, the SDR would have
progressed further on the road to bhecoming the principal reserve asse. in
the international monetary system, as had originally been intended,

Mr. Erb said. The central problem during the 19708 had been excessive
money creation in many of the major currency countries, and in particular
in the United States. If there had been larger allocations of SDRs, they
might have encouraged additional growth of the underlying money base in
the major currency countrieg, particularly if that reserve base had been
used to attempt to defend an exchange rate that had not been defensible in
view of the underlylipng inflationary thrust of domestic policy. Had there
been larger allocations of SDRs, there might well have been a larger
growth {n reserve assets; while there might have been an increase in the
relative share of SDRs in official reserve asgets, there would have been
also a large increase in the total level of reserve assets, which would
have had an inflationary effect.

There was a discussion in the staff papers about the desirability of
facilitating the evolution of the SDR into an asset with characteristics
of real money-—unit of account, store of value, medium of exchange~-which
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might be used in private as well as official transactions, Mr. Erb noted.
That type of evolution had not been envisaged in the Articles of Agree-
ment; moreover, it would railse a number of questions about the effects of
the SDR becoming more competitive as a monetary instrument. SM/82/107
correctly pointed out that the SDR could make an important contribution
as a monetary asset if {t “could be expected to maintain its value as
well as other national currercies, while being superior in spreading the
risks and reducing the informatfon and transaction costs that remain.”
However, those benefits would have to be measured against several poten—
tial difficulties that would arise if the SDR were to become widely used
as a form of money in competition with national currencies, whether for
domestic or for international transactions. If the SDR were to compete
with national currencies in domestic transactions, it would complicate
the task of controlling money growth in the countries involved. Moreover,
although the paper forcefully ruled out the possibility that the Fund
would exercise leverage over the growth of SDR money in member countries,
if the supply of SDR money were to reach siguificant proportions, it would
necessarily influence the rate of growth c¢f the global money supply. In
consequence, the Fund would have to accept the major responsibility of
creating an efficient mechanism for controlling the supply of SDR-denomi-
nated assets. Such a task would be more difficult for the Fund than for
national central banks, which exerclsed at least some degree of control
over their own domestic money base and financial institutions.

In view of the technical and the political difficulties faced by
national central banks in exercising control over the money base, the
obstacles to the Fund's exercising control over an SDR-denominated money
supply appeared formidable, Mr. Erb continued. There would, for example,
have to be coordination of monetary policies with national monetary
authorities in order to maintain an appropriate degree of liquidity and
to minimize the impact of exchange rate fluctuations, which might lead to
a potential conflict of interest with the Fund's responsibilities for
surveillance over exchange rate policies.

If attempts were to be made to coordinate national monetary policies
and to achieve price stability among the major currency countries, the
need for an additional monetary instrument in the system would be quite
limited, Mr. Erb suggested. The only Jjustification that he could see for
trying to build an SDR-based monetary system was that it mighc¢ maintain
stability over time. That point had been made in Section VII of SM/82/107.
The paper also focused on the issuance of SDR claims by the Fund, placing
emphasis on the expansion of the SDR in and of itself and its usefulness
in Fund activities, rather than on the broader role of the SDR in the

system.

In discussing the relationship between the Fund and the SDR, the
staff had suggested three possible courses of action, Mr. Erb noted.
Those were: first, to increase the SDR portion of quota subscriptions;
second, to substitute SDR acceptance limits for paid-in quota increases
and to have the Fund issue-—rather than allocate--S5DRs in the process of
granting credit to member countries for balance of payments purposes; and
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third, to have the Fund issue SDR-denominated claims to finance its
lending operations. Each of those techniques, while ralsing interesting
possibilities, railsed potential problems. As to the use of SDR alloca-
tions for the purpose of funding quota subscriptions, he wondered how the
Fund would be perceived not only by governments but also by international
markets, if the basis of the Fund's financial activities were the very
instruments that the Fund could create itself. In such circumstances,
the SDR would have to command a high degree of confidence in the interna-
tional community {f the creation of SDRs to pay for quota subscriptions
was to be perceived as adding to the strength of the Fund. If there were
questions about the SDR in the minds of governments and in the interna-
tional community, the credibility of the Fund could be undermined.

The technique of issuing SDRs for use as credit to members was an
intriguing proposal, but it had some serious potential pitfalls, Mr. Erb
continued. The staff had pointed out correctly that such a technique
could be used to increase the volume of SDRs without necessarily increasing
the issue of unconditional Fund credit, as was the case with allocations.
The staff noted that such a technique would, in effect, make Fund opera-
tions more similar to the money creating process of commercial and central
banks. However, it was precisely in that type of parallelism that a
potential danger lurked. When the Fund granted conditional credit, the
borrower received an effective transfer of liquidity in the form of
forrign exchange from the countries whose currencies formed part of the
exchange currency. Those latter countries received an increase in their
reserve tranches in the Fund, and since those tranches were not transfer—
able they could be used only in case of balance of payments need. That
type of reserve asset was not particularly liquid. The analysis would
have to be qualified to the extent that the borrowing countries received
reserve currencies or SDRs, but 1t remained valid. 1In the case of the
unconditional provision of Fund credit through SDRs--for example, when a
member used {ts SDR line of credit through the designation mechanism—-the
members to which SDRs were designated recelved SDRs 1n exchange for their
loss of foreign exchange. SDRs acquired through designation were more
liquid than reserve tranches in the Fund, because of the potential for
voluntary transactions in S5DRs. Admittedly, the small volume of voluntary
transactions obviously limited the curvent liquidity of SDRs relative to
foreign exchange. Nevertheless, the very liquidity of SDRs would inten-
sify his concern at using SDR creation for conditional Fund financing,
particularly if other proposals for extending the use of SDRs were adopted.

If SDR liquidity were to increase through a significant increase of
voluntary transfers, the liquidity injected into the gystem through SDRs
would be controlled through the allocation mechanism, Mr. Erb remarked.
Moreover, if the Fund were to issue SDRs in the process of granting condi-
tional credit, the global supply of SDRs would become a function of the
members' individual balance of payments need. In contrast, effective
monetary policy required that central banks or monetary authorities use
their credit granting functions as a mechanism for conirolling the aggre—
gate money supply. In other words, credit creation should be subordinate
to money creation rather than vice versa. Of course, i{f SDRs created
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through Fund lending resulted in an amount of SDRs judged excessive for .
international reserve and liquidity purposes, a portion of the SDRs

created through the allocation mechanism could be cancelled to decrease

the global supply of SDRs. Nevertheless, the more SDRs were used as a

form of reserves and as a form of money, the more complex would become the

task of exerting adequate control over the stock of SDRs. The same issues

of control over the growth of SDRs would arise, although in a somewhat

different form, if Fund borrowing through issuance of SDR-denominated

claims were to increase significantly the outstanding volume of SDRs.

The fundamental question of what role the SDR should play in a multi-
currency system with independent monetary authorities iemained to be
addressed, Mr. Erb concluded. It alsoc needed to be asked whether the SDR
could facilitate the operations of the Fund. Another interesting question,
which the staff had left open at present and which could he addressed at a
later stage, was whether the evolution of the SDR as a vehicle for funding
or for carrying out Fund transactions would conflict with any role that
the SDR might play in the international monetary system, either in the
context of a multicurrency reserve system with independent monetary
policies, or in the kind of exchange rate system that the staff had con-
sidered, namely one with stable currencies and implicitly coordinated
national monetary policies.

Mr. Nimatallah noted that in the concluding remarks in DM/82/23 the
staff had pointed out that after the abandonment of the Bretton Woods
system and the adoption of floating exchange rates, two schools of thought
had emerged: one advanced vroposals concerning a return to a managed
exchange system with a central role for the SDR; the second expressed
doubts about the desirability and political feasibility of a more closely
controlled system. He sided with the first school of thought. He
believed that since both fixed exchange rate systems and the freely float~
ing exchange rate system had failed to function satisfactorily, a more
managed floating exchange rate system with a central role for the SDR
would help to reduce the difficulties produced by the other two systems.
The subject at present under discussion was of great importance, therefore,
both for the future of the Fund and for the international monetary system
in general.

The role of the SDR depended ultimately on international monetary
reform, Mr. Nimatallah remarked. In the meantime, measures to expand the
role of the SDR should in themselves promote reform. International mone~
tary cooperation should be designed to achieve the two basic objectives of
facilitating transactions among countries and safeguarding international
financial stability. The SDR should be made to serve both objectives.

Since the completion of the work of the Committee of Twenty in 1974,
it had been the conventional wisdom that further discussion of interna—
tional monetary reform would be premature, Mr. Nimatallah commented. It
was generally considered that the international community s'iould concen—
trate rather on immediate problems while avoiding measures that might
inhibit reform ar a later date. In his view, it would be better if steps
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could be takern now that were designed to contribute to reform. It was
wnfortunate that there should be such a reluctance to approach reform
directly, in view of the flexibility regarding the operation of the inter-
itational monetary system that had been built into the Second Amendment of
the Articles of Agreement. From the papers the staff seemed to believe
that reform could wait for more favorable circumstances. He would argue,
however, that achieving favorable circumstances required some interim
preparation for reform. Moreover, agreement on effective action of any
kind could protably only be achieved at times of instability, when the
need for action was readily apparent.

The authorities of developing countries found present conditions in
the exchange markets unsatisfactory, Mr. Nimatallah observed. They
believed that the Fund and its membership should not wait for improvements
in internaticnal circumstances before taking bold measures with regard to
the SDR. Conctinued heavy reliance on the dollar entalled problems. The
world had alrecdy been through one period of excessive dollar creation
during the 1970s, when the United States had been in severe deficit and
the value of the dollar had declined to a point at which it had been sub~
stantially undervalued. As a result, the Executive Board had been able
0o hold discussions on the establishment of a substitution account and a
consequent massive creation of assets denominated in SDRs. That scheme
had, however, fallen apart. The dollar had since risen in relation to the
SDR as U.S. policies had been strengthened. As the dollar had risen, the
Executive Board had no longer bean concerned with excessive dollar hold~
ings. The Board had left unanswered the question of what would happen if
the United States in the future wished to finance large deficits once
again with the creation of dollar 1liabilities.

The Executive Board had not been prepared to discuss asset settlement
in payments deficits, Mr. Nimatallah commented. The discussion of that
subject should not be delayed indefinitely, because the vorld might soon
be face< again with another period of declining value for the U.S. dollar;
much in the world economic outlook pointed in that direction. When
interest -ates declined and the U.S. economy began to expand, resulting in
sharply rising imports, a downward adjustment in the value of the dollar
frequently occurred. The gradual evolution of the use of a few currencies
other than the dollar for reserves and for other international payments
purposes was not a satisfactory substitute for reduced reliance on the
dollar. Countries issuing the currencies involved undertook to play a
reserve role willingly only when they experienced current account deficits.
Moreover, a multicurrency system was inherently unstable.

The conclusion to be drawn from experience was that efforts should
be made to strengthen the SDR by improving its qualities as a reserve
agset, increasing its use in Fund transactions, and encouraging its usge
in private financial markets, Mr. Nimatallah continued. For many years
to come, the dollar would inevitably remain the principal chanael for
international transactionsg, but its role as a reserve asset and a standard
of value should be reduced. 1In the process, perhaps the United States
itself could be prepared or persuaded to finance at least a part of its
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future payments deficits in SDR terms. The Fund membership would probably
need positive contributions from the United States, If it was to have
hopes of promoting an important international role for the SDR. The
United States would realize that its longer—term interests would be served
by such a nolicy. Even in the best of circumstances, the use of the SDR
as a reserve asset and as a standard of value would evolve slowly, but
Fund members could take steps to make rhe evolution more rapid.

He had been particularly intrigued by the staff suggestion that Fund
activities could be based largely or entirely on the SDR, and by 1its
comment that the SDR as an instrument was neutral with respect to the pro-
vision of unconditional liquidity, Mr. Nimatallah said. While it was
necessary to move cautiously in modifying present practices, steps sliould
be taken to enhance the qualities of the SDR and increase the flexibility
of the Fund as an international financial institution. A number of
specific objectives for the near term could be identified; for example,
the role of the SDR should be expanded ccentinuously over time, partic-
ularly through an increase in the share of SDRs in global reserves. Thus,
while the extension of conditional credit was given emphasis in & period
of excharie rate instability, in a period of stability an excessive net
withdrawal of conditional credit and uncunditional allocations might take
place. Accordingly, the expansion of unconditional SDRs over time should
be sizable enough not only to cover the shortfall in conditional SDR
credit, but also to increase the share of SDR reserves in total reserves-
There should be no confusion between the role of the Fund's providing
credit to members in SDR terms during periods of instability and providing
SDRs for reserves during periods of stability, and the role of the SDR
itself. The most imporcant issue was that the role of the SDR not only
should not be interrupted when periods of instability gave way to periods
of stability, but also should be enhanced systematically and the SDR
pulled co the center of thc system at all times.

The quality of the SDR issued by the Fund should be improved along
the lines outlined by the staff in SM/82/92, Mr. Nimatallah recommended.
Above all, the staff should be requested to make specific proposals of
how to do away with designation procedures and acceptance limits. One
way might be to create a market for SDRs among an extended list of autho~
rized holders. Certainly, the yield on SDR3 created by the Fund should
be brought into line with SDR claims issued outside the Fund.

The forthcoming quota increase should be made partly payable in SDRs
accompanied by an allocation of 5DRs for that purpose, Mr. Nimatallah sug-
gested. Such an arrangement would add to the strength that the Fund
derived from the increase in quotas by increasing its usable assets. At
the same time, all members would have their reserve tranche positions
enhanced. The staff should be requested to make specific proposals for
coansideration that were designed to move the Fund's operations gradually
onto an SDR basis.

Increased use of SDRs in the private market would reinforce any
{mprovements in quality of the SDR within the Fund, Mr. Nimatallah con-
tinued. From the Fund's viewpoint, increased use of SDRs in the private




- 11 - SEMINAR 82/5 - 7/2/82

-

market would be a desirable development, reinforcing the Improvement ia
the quality of the SDR within the Fund. The two processes should be
regarded as mutually reinforcing. Central banks should, in appropriate
circumstances, be encouraged to take steps to facilitate the opening of
SDR-denominated accounts with commercial banks. For example, those
monetary authorities that had considered or were corsidering the authori-
zation of domestic deposits denominated in foreign currencies as a way of
halting the flow of domestic funds to the Euromarkets, might be better
served by providing also a basis for deposits denominated in SDRs. The
possibility of doing so could be discussed by the staff in the course of
its congultaticns with members.

Mr. Anson remarked that the staff's historical analysis of the SDR
had been useful in showing the enormous changes both in surrounding cir-
cumstances and in thinking that had taken place during and since the long
debate leading to the creation of the SDR. Many ideas had been considered
and discarded, both in the diagnoeis of the problem and in the possible
ways of appvoaching it. As the scaff had noted, a numper of fundamenta.
changes in the world economy during the 19708 had raised profound ques-
tions concirning the role that might be played by the SDR. The basic
premise, zrticulated on many occasions by Triffin and others, that the
tradfiicncl sources of reserve creation might dry up, had been based on
fears that had tcen widely shared in the early 1960s and that had led to
the productton of many proposals, including one by the U.K. authorities
in 1962. Thoze fears had been overtaken by a number of farreaching
events, including the suspension of dollar/gold convertibility and the
gsubsequent widespread adoption of floating exchange rates, the enormous
growth and development of the Eurocurrency markets, and the developmenrtc
of what had come to be called the multicurrency reserve system. (That
term seemed rather a misnomer, in the sense that the dollar remained pre-
dominant within it.) Another change, to which Mr. Erb had drawn attention,
was the growing problem of inflation, both in the United States and in
other reserve currency countries. All of those changes had required, and
continued to require, a reappraisal of the role of the SDR. But along
with all the changes, one thing had remained constant--the search for a
greater measure of stability in international monetary affairs.

Against that background, the logical order of inquiry was first a
diagnosis of the problems that would face the international monetary
system during the 19808, and then of the steps that countries could take
to overcome those problems, Mr. Anson said. It could reasonably be asked
what role the SDR could play in overcoming the problems--whether as a
reserve asset, a medium of exchange, or as a unit of value. It was
increasingly recognized in public speeches by national leaders that all
countries sharcd a joint responsibility to work for greater stability in
the system. The SDR, for its part, could not be an effective instrument
unless its component currencies maintained their value. That point had
been made by the Governor for the United Kingdom at the 1981 Annual
Meeting and had also been recognized in the communiqué of the Versailles
meeting of world leaders.
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The SDR was likely to be a more effective and useful instrument in a
world characterized by stability rather than by instability, Mr. Anson
conitinued. A precondition, therefore, of developing the SDR as s more
important component in the international monetary system was that efforts
should be made to achieve low inflation worldwide, and particularly in the
countries issuing the component currencles of the SDR. One possible area
for study, therefore, was whether progress in that direction could be
combined, over the medium term, with a developing obligation on central
monetary institutions to consider holding SDRs or SDR-denominated assets,
while avolding, as far as possible, destabilizing movements among the
ma jor currencies. Both aspects had to be considered together, because
reducing inflation was an essential precondition of the willingness to
accept a unit based on those currencies. In referring to "SDR~denomine ed
assets,” he included not only Fund-related assets and the SDR itself, but
also any privately generated SDRs that might come into existence.

Such a concept was not dissimilar to one proposed and examined at the
time of the Committee of Twenty, Mr. Anson said, and he hoped that the
staff could take it into account in its future work. It might help to
promote the SDR as a "stabilizer"” of the multicurrency system of the kind
that the Managing Director had referred to in a speech at Palm Beach in
April 1981. Such developments could, however, be expected only over the
medium term. The complexity and uncertainty of the present economic envi-
ronment suggested that the promotion of the SDR as an important reserve
asset would take longer, and involve smaller steps, than had been foreseen
earlier in the history of the SDR. In the meantime, any actions taken
should be compatible with the SDR's remaining available for the kind of .
wider monetary role that might prove possible in a more stable environment.

If the SDR was to make progress as a reserve asset, it clearly had
to be attractive to holders of international reserves, Mr. Anson remarked.
The Fund should try to move toward a situation in which the SDR was
considered by investing institutions to be an asset as acceptable as the
ma jor currencies, when all of its characteristics--yield, risk, liquidity,
and maturity--were taken into account. The SDR needed to be able to stand
on its own without the need for supporting scaffolding in the form of
acceptance obligations, designation, and so on. The steps taken over the
previous year or so represented important moves in the proper direction,
but there was room for further improvement; he looked forward to more
definite proposals from the staff in the light of the discussion to be
held at EBM/82/78 (6/7/82). Due weight should be given to the SDR as a
unit of account and as a denominator of financial obligations and commer—-
cial transactions. The official SDR and the private SDR markets should be
seen as fulfilling complementary roles, not competing roles. Wider, and
more willing, use of the SDR by Fund members would encourage the private
market to sce the SDR basket as a useful denominator or store of walue.
Conversely, a larger and more active private market in SDR—-denominated
assets would make such assets more readily marketable and liquid, and
would thus perhaps encourage reserve agencles to accept them, including
the SDR itself, as a useful medium of investment.
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Ultimately, Mr. Anson continued, it was up to the markets and the
preferences of traders and investors to decide how the private SDR would
develop. 1If, for example, there was a genuine demand for clearing facili-
ties or for central banks to open SDR-denominated accounts for commercial
banks, those facilities were likely to develop in response to demand. At
present, the Fund could most usefully make its own asset attractive to its
own clients and undertake a sustained program of public information on the
SDR and how the SDR-denominated markets were developing. The Fund could
also encourage the development of the SDR as a reporting unic in interna-
tional organizations and perhaps as a numeraire for intergovernmental
transactions. He hoped that the Fund coull examine the scope for pricing
commodities in SDRs and ascertain whether there were any disincentives or
restrictions on the creation or use of private SDRs in order to see
whether there was any action that it, or {ts members, could take to reduce
or eliminate them.

With regard to the link between SDR creation and development finance,
he believed that if the SDR was to be developed as a useful monetary
ingtrument in the long term, it was important not to undermine confidence
in the acceptability ol the SDR by devices that could impair its qualities
as a reserve asset, Mr. Anson observed. The staff analysis of the various
proposals for a link brought out clearly the potential disadvantages, as
well as the advantages that were claimed for it. It seemed clear tha. SDR
creation as a medium of development finance would involve the retention of
artificial constraints, such as designation and acceptance obligations, 1if
the Fund itself was not to become the main final holder of SDRs. Such a
development would run contrary to the central objective of making the SDR
a more freely usable and competitive asset that could stand on its own.
From a purely personal viewpoint, he suspected that the benefits imputed
to the link between SDR creation and development assistance could prove to
be illusory. As the paper showed, the monetary effect of contributing to
development through a link mechanism would not ultimately be so very
different~--other things belng equal--from that of a direct budgetary
appropriation. If a link were implemented, the SDR might well become
absorbed within the conventional arithmetic of national and international
development assistance, while the SDR's ability to perform a genuinely
monetary role would have been permanently impaired.

The ma jor historical events to which he had referred earlier, and the
growth of reserve assets in other forms, had probably made traditional SDR
allocations an anachronism, Mr. Anson suggested. It was arguable that any
fresh SDR liquidity should be conditional, whether SDR-denominated assets
generated by the market on the basis of a country's creditworthiness, or
Fund lending In support of adjustment programs. The Idea of direct issues
of SDRs to the General Resources Account might merit fresh study in its own
right, particularly in the context of quota reviews, but the implications
for the liquidity of the Fund and the size of the Fund would need careful
examination. Moreover, like all developments of the SDR proper, that
idea would depend for its effectiveness on lmproving the attractiveness
of the SDR as a reserve asset. If it needed to be bolstered by increased
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acceptance limits, thz possible benefits of the idea would be weakened. .
He hoped that the staff could, in some future paper, explain the proposal
further, and bring onut the implications in rather more detail.

He could understand the arguments, advanced by Mr. Polak in a recent
publication, that basing the Fund directly on the SDR might simplify the
Fund's present complicated structure of accounts, but he was not sure how
much practical difference it would make to members' obligations to extend
credit as the counterpart of the Fund's lending operations, Mr. Anson went
on. At present, if a quota increase was backed by members' contributions,
members stood ready to provide currency through the encashment of non-~
interest bearing notes. Under the new concept, it seemed that members
would stand ready to accept larger amounts of SDRs up to some agreed limic.
In essence, one form of callable capital would be substituted for another.
In the one case, surplus countries would accumulate SDRs; in the other,
they would acquire SDR~denominated assets in the form of reserve tranches.
It was not clear to him what such a process would do to promote the SDR as
a reserve asset. Indeed, it might more appropriately follow, rather than
precede, steps to make the SDR more attractive to hold. He would be grate-
ful for the staff's views on the matter, particularly on the implications
for the Fund's liquidity.

He hoped that the idea of substitution would not be forgotten,
Mr. Anson said. He agreed with the staff that, on the basis of experience,
it would be difficult to impose substitution from the top. Rather, it
should develop in response to a genuine demand for SDR~denominated assets.
The staff was rightly cautious in its predictions about the growth of the
private SDR. It was possible, however, that greater official use could
be made of SDR~denominated assets. After all, national authorities were
constantly handling SDR-denominated assets in the form of reserve tranches
and loan claims on the Fund. If the SDR and SDR-denominated assets were
to become the principal component of reserves, substitution seemed a more
worthwhile route to explore than allocation, certainly for incremental
reserve assets, and possibly for existing reserve assets as well. He
hoped that the staff would consider again whether a substitution account
managed by the Fund could have a role to play in a period of instability,
as a means of replacing any currency or group of currencies. The account
need not be tied to the particular formula worked out in 1979-80, which
had been linked to the substitution of one currency only. Another possi-
bility, which he offered on a personal basis purely for consideration, was
a substitution scheme in which baskets of the five SDR currencies, in the
appropriate proportions, might be converted by members through a Fund
substitution account into SDR~denominated claims. Such a scheme might
avoid some of the technical difficulties of mismatching and the like that
had arisen during consideration of the 1979-80 proposal.

The reappraisal of the role of the SDR should take as its starting
point the search for stability, which had been, and continued to be,
difflcult, Mr. Anson concluded. Proposals for use and development of the
SDR and SDR-denominated assets should be judged against that primary
objective. Within that framework, priority should be given to taking
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steps that would improve the 3D0k’°s characteristics, although beyond that
a number of useful avenues could be explored. He agreed with the staff's
conclusion that while the full development of the SDR might be gradual,
the Fund should proceed in ways that would not close off options, which
might prove more fruitful at a time when greater stability had been
achlieved and when the SDR might be able to play a larger part in the
international monetary systemn.

Mr. de Vries sald that the SDR was a new focility, which had had
little time to grow. It “"suffers from a lack of infancy, with the added
complication that it arose out of the head of a multiplicity of fathers,"
as Mr. Polak had said at the time of its inception. He pointed to a
number of prescriptions specifically designed to limit usability so as
to minimize competition with other reserve assets, notably the doilar.
There was also the difficulty that the SDR was not widely used by the
institution that issued it. 1If the Fund used SDRs more widely, cenatral
banks might be more likely to accept them as a normal means of holding
foreign reserves in an unstable world. Like a few other speakers, who
had suggested that the idea of the substitution account should be kept
alive, he was of the opinion that many problems encountered in the pre-
vious study of the idea could be eliminated if substitution were provided
for the basket of currencies constituting the SDR.

He had noted Mr. Erb's comments on the difficulties for U.S. monetary
policy, 1if the SDR was to play a predominant or important role in the
international monetary system, Mr. de Vries stated. Presumably all Fund
members were familiar with similar difficulties in their own monetary
policies caused by the predominant role of the dollar in the international
monetary system. As the freedom of the United States from outside inter-
ference was basically related to the large size of the U.S. economy, and
not only to the international role of the dollar, he did not see that a
larger role for the SDR would pose a grave threat to the freedom of U.S.
monetary policy.

Together with some other Directors, Mr., de Yries went on, he did not
agree with the staff that the current instability in the international
economy substantially limited the evolution of the SDR.

Mr. Prowse said that he was in agreement with much of what Mr. Anson
and Mr. de Vries had said. His comments would be of a preliminary and
personal nature. The staff had produced papers of the highest quality,
but perhaps in striving for objectivity and neutrality it had given insuf-
ficient emphasis to the central issue of whether or not there remained
any pesitive reasons why the SDR should be the principal reserve asset in
the international monetary system. Instead of attempting to redefine and
examine that objective in the light of current circumstances, the papers
tended to fall back on the fact that the Articles of Agreement prescribed
such an objective. From the description of the events surrounding the
creation of the SDR, it was evident that the SDR now had a different
rationale.
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An {mportant element of the present rationale was the possibility the .
SDR provided of changing the composition of reserves in a way that was
qualitatively better than simply enlarging borrowed holdings of foreign
currencies, YMr. Prowse explained. That provision, however, raised a num-
ber of questions and indeed some risks. First, the need for reserves was
felt more keenly in conditions in which there was a strong rise in prices
and a decline in the value of currency reserves. Allocations of SDRs made
in those circumstances could add to inflationary pressures or inflationary
expectations more than in other circumstances. Second, efforts to promote
the SDR through allocations could lead to some counfusion between the role
of the Fund and the need for liquidity in the international monetary
system. The onus should be on the Fund to demonstrate that the changes
that had occurred in the international monetary system over the previous
15 years pointed to the need to promote the SDR as the principal reserve
asset before #llocations were made.

He shared Mr. Anson's views with regard to the link, Mr. Prowse con-
tinued. The argument could be made that the allocation of SDRs could be
regarded not 3o much as a transfer of resources, but as the extension of
a line of credit. That argument raised the question, however, of whether
raising credit cellings facilitated resource absorption or merely led to
spending that might not be productive. The staff seemed to favor an
alternative link, i.e., an allocation of SDRs to the Fund itself, which
could be lent to members under conditional arrangements. The staff
implied that that would represent a change in the form and not in the
extent of the Fund's creation of international liquidity, and that Fund
members in surplus would accept SDRs rather than enlarge their reserve
position with the Fund. The idea of allocating SDRs to the Fund, and the
idea of basing the Fund fully on SDRs, seemed to represent a revival of
one of the original concepts of the Fund—--of a Fund actually creating
international credit-—which had been put forward by the U.K. authorities.
It represented a move away from what could be called the U.S. concept of
the Fund, in which the institution was based on members' contributions of
currencies. By proceeding in that direction, the distinction would be
blurred between the need for enlarging international liquidity on the
one hand, and the need for providing adjustment finance for individual
members, on the other. 1In his view, the distinction should continue to
be observed by keeping separate the SDR scheme and the operations of the
General Department.

With regard to the substitution account, he believed that it aight
prove futile to promote the SDR in other than a relatively minor role in
official reserves necessitated by transactions with the Fund, unless
there could be a deliberate substitution of SDRs for foreign exchange,

Mr. Prowse commented. For a substitution account to operate successfully,
members would need to accept some international control of the interven—-
tion process, and of the whole process of international liquidity
creation. He was not sure that Fund members were yet ready for such a
situatlon. Recent experience seemed to poilnt to a lack of general
acceptance of effective international control. That acceptance could not
be expected while national policles were pulling in different directions. .
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In present circumstances, a substiitation account would add to confusion
and to difficulty. The staff's description of the central banks' prefer-
ences In the management of reserves was evidence of the difficulty of the
substitution concept. As long as the SDR remained a Fund-guaranteed and
Fund-controlled asset, it would lack certain practical advantages. It
would, for example, tend to be limited in usability, and lack maturity
range and anonymity. There were, however, a certain number of steps that
could ve taken to moderate those limitations.

The staff had suggested that the private use of the SDR would be
increased 1f central banks permitted commercial banks to open SDR-
denominated accounts with them, Mr. Prowse noted. In his view, there was
no evidence that the private sector needed or indeed wanted such accounts.
For the Fund to begin promoting such usage might put the SDR ahead of its
present early stage of evolution. It was not evident, for example, that
the parceling out of currencies in the particular proportions represented
by the private SDR was a perfectly appropriate hedging instrument for
commercial purposes except in a very narrow range of cases., The markets
themselves would always be able to produce a better hedging iastrument for
particular cases than the Fund could through a larger fixed SDR basket.

It had to be asked whether in imposing reserve requirements in
connection with the SDR, the Fund would be adding to exchange instability,
Mr. Prowse said. Obviously, a more significant role for the SDR would
require much greater private use; however, the development of private use
was an area in which the Fund needed to be accommodating rather than
assertive. The pace of development should be determined in the market-
place. However, he did not rule out some of the technical improvements
that had been discussed in earlier meetings.

Before entering the debate on the relatlonship between the develop~-
ment of the SDR and stability in the exchange markets, he would await
further comments from the staff and from other Executive Directors,

Mr. Prowse said.

It was regrettable, Mr. Prowse concluded, that in Chapter 7 of
SM/82/107 the staff had not analyzed in greater depth the impact on the
SDR of present problems, such as the instability of exchange rates, the
weakness of the present dollar-dominated multicurrency reserve sysgtem,
the difficulties arising from the divergences among the economic policies
of major reserve centers, in the general international interest. The most
pressing need was for more disciplined domestic policies, and more con-~
vergence both in objectives and in policy. Success in that direction
would diminish the sources of exchange instability and cut back external
deflcits to sustainable proportions. It would appear that the SDR did
not have a great role to play in achieving those objectives. It was,
therefore, of little comfort to consider that 1f and when there were more
stable conditions, the SDR might be capable of more development.

Mr. Senior said that many of the proposals in the staff papers had
far-reaching implications and should be the object of further work and
discussion. The staff, gquite properly, regarded the contention that the
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SDR should be the principal financial instrumeni in the conduct of inter- ‘
national economic relations as the central issue for discussion. The SDR
had been conceived within tne framework of a fixed exchange rate system
and the reserve creation m:chanism embodied in the gold/dollar standard.
Once that system had vanished, the question had arisen concerning what, if
any, role the SDR should play in the international monetary system in the
post-Bretton Woods era. That question had not yet received a definite
answer, and it was to be hoped that some progress in that direction might
result from the present discussion. It continued to be the view of his
chair that an international monetary system centered on the SDR was the
optimum standard for the present decade. A stronger SDR would lead the
international monetary system toward a more stable path of reserve crea-
tion, thereby facilitating the conduct of trade and financial transactions
between countries; and, more important, 1t would make the attainment of
international financial stability easier by distributing the burdens and
responsibility of adjustment in a more equitable and symmetrical manner.

To reach a view on the future of the SDR necessarily involved defin-—
ing the future of the Fund, Mr. Senior continued. Under the Bretton Woods
system, the Fund had exercised no direct control over the reserve creation
mechanism, although it had retained control over the basic adjustment
mechanism of the system and, thereby, had been able to exercise some
indirect influence on the growth of reserves and liquidity. With the
coming into existence of the floating rate system, the Fund had lost con—
trol of adjustment, and its influence on reserve liquidity creation had,
in the main, been negligible. The SDR system had originally been devised
in the 1960s as a necessary complement in the reserve creation field to
the function performed by the Fund in the adjustment field. It was now
clear that control over both adjustment and reserve creation in the inter-
national monetary system was the very raison d'@tre for a cooperative,
interrationally minded body like the Fund. If the Fund was to survive the
1980s, it would have to regain control over the adjustment process and
administer it in a symmetrical and equitable manner. The Fund would have
to have, at least, some regulatory functions with regard to international
liquidity and reserve creation. An SDR system developed along some of the
lines proposed by the staff represented one of the few possible courses of
action to follow if the Fund was to play its proper role in the interna-
tional monetary system. One of the most important by-products of the
present review of the role of the SDR might be a clear expression of the
broad outline of views held by Executive Directors on the future of the
Fund.

The different possibilities for enlarging the functions of the SDR
within the Fund were extremely interesting and deserved further elabora-
tion, Mr. Senior commented. He attached particular importance to the pos-~
sibility of extending Fund credit to members in the form of newly issued
SDRs rather than through the exchange of members' currencies as under the
present Articles. Once SDRs were created through Fund lending, the rela-
tionship between that form of SDR creation and SDR allocations would have
to be clarified. t might be worth exploring in more detail the charac-
teristics of such a system and the requirement to make it workable in the
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medium term. To envisage such a system made clear the neutrality of the
SDR with respect to the provision of conditional and unconditional liquid-
ity. As the staff had pointed out, the proportion in which the two types
of liquidity were provided might be controlled through the choice of allo-
cation or the extension of Fund credit of SDRs as alternative means cof
issuing SDRs.

He supported those measures aimed at bringing the interest rate on
the official SDR more in line with rates on competing assets, as well as
increasing the frequency of payment of Interest and charges, Mr. Senior
said. Such improvements in the financial characteristics of the SDR would
broaden its use and acceptability by private transactors. He believed
that the liquidity of the SDR would be considerably improved 1f, in addi-
tion, current control mechanisms were relaxed.

The question of whether an international environment characterized
by stability in prices and exchange rates was more favorable or not for
the evolution of the SDR was misplaced, Mr. Senior argued. The real ques-
tion was whether a developed SDR system might contribute to a more stable
international economy. The major issue was whether there were alternative
international monetary standards based on the SDR, which might be more
efficient than the current system in attaining external equilibria ir mem
bers' economies. Even assuming agreement on the need for a more developed
SDR system, the progress of the instrument would depend on the confidence
placed in it by the international financial community. The development
of the SDR depended, in the last resort, on its acceptability as a gener—
alized means of payment by the agents operating within the international
community. Stop—and-go policies with regard to SDR creation had not
benefited the asset.

One of the main requirements for a means of payment to evolve was the
certainty that it would be accepted in discharge of any sort of obligation
present or future, Mr. Senior commented. The SDR would be more widely
held and more actively used if there were some degree of certainty regard-
ing 1ts future. Since the Iinception of floating exchange rates, the Fund
had issued mixed signals on the probable role to be played by the SDR in
the international monetary system. If the SDR was to be converted into a
central asset in the system in compliance with the Articles of Agreement,
definite and steady action should be taken to that effect; otherwise the
Articles of Agreement should be changed to define the real role, if any,
of the SDR more clearly.

Mr. Kafka said that he regarded the present seminar discussion as one
in a series. The staff papers outlined the history of the SDR and con~-
tained some reflections about its future. The present discussion was
timely in that the SDR was in a deep crisis and might not survive for much
longer in any practical sense. The Executive Board could not give up
seeking means to ensure its survival.

In discussing a substitution account, the staff had pointed out that
there was no dollar overhang at present and that there had been no
destructive reserve shifts, Mr. Kafka noted. Even when those problems had
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existed, the world appeared to have learned to live with them in a multi-
currency reserve system. Nevertheless, the idea of substitution merited
a wider justification than the dollar overhang. Substitution could be
applied not only to currencies other than the dollar, but also to other
types of debt.

In discussing why the SDR had not become a medium of exchange, the
staff had remarked that it could not be said that the number of parties
holding accounts with the Fund was small, Mr. Kafka commented. It sug-
gested that if central banks allowed commercial banks to open SDR accounts
with them, the SDR could function like a medium of exchange. That idea
had been put before the Committee of Twenty in the form of the Sangster
proposal. The staff considered that there ware still too many Fund-
imposed restrictions on SDR use. He believed that the Fund could do more
to stimulate SDR use, but he recalled that during discussions of the
Sangster proposal some warnings had been expressed against the "SDRiza-
tion” of national economies, and about the risk of difficulties similar
to those arising from the "dollarization” of certain economies. That
problem merited further exploration.

The Fund's Legal Department should be able to provide some means of
making a gradual transformation of the Fund into an institution fully
based on SDRs, Mr. Kafka remarked, without a further reform of the
Articles of Agreement. He did not share the fears voiced by Mr. Erb that
moving the Fund in that direction would lead to a loss of control over
iaternational reserve creation. Indeed, there was no control at the
moment, and, if more SDRs were created, less reserve borrowing would
emerge. However, he shared some of Mr. Anson's dcubts about the advan-—
tages of moving toward a Fund fully based on SDRs.

The staff's reflections on the SDR in a world of stable currencies
and prices was interesting, Mr. Kafka said. He found the concept of a
“hard” SDR rather frightening, however; combined with SDRization of
national economies, would a hard SDR not ensure long—-term stagnation? In
any event, stabllity would not be the death of the SDR, which had other
merits than providing a hedge against currency fluctuations.

He would have preferred to have seen Part II of SM/82/107 organized
more aggressively around three functions of the SDR and the relations
among them, namely, the SDR as a hedge, the SDR as a supplement to inter-
national reserves, and the SDR as world money to be held and used by
private parties, Mr. Kafka concluded. The present discussion was but a
stage in a wider discussion, with which the Executive Board should press
ahead as rapidly as possible. He agreed strongly with Mr. Nimatallah that
international monetary reform and the role of the Fund in it had once
again to be thought of actively. The place for such considerations was
within the Fund; he hoped that the Executive Board would not be caught
short by others in that endeavor.

Mr Hirao remarked that, since its introduction into the interna~
tional monetary system, the SDR had evolved steadily and grown more
attractive as a reserve asset. The SDR had been improved and had changed
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as the international monetary system had changed from the Bretton Woods
arrangements to the present open-ended multiple currency system. The
improvements, which had contributed greatly to enhancing the attractive-
ness of the SDR, included the simplification of the valuation basket, the
raising of the interest rate to the full combined interest market rate,
and the abrogation of the reconstitution requirement. More recently, the
glmplification of the valuation basket had sharply stimulated private
dealings in SDR-denominated assets and a rapid growth of the "SDR family.'
Indeed, the SDR, as a unit of account, had ncw come to play a much more
central role than ever before. Although the use of the SDR to denominate
international assets had remained limited in the private sector——because
such use had virtually begun only 18 months before--there seemed to be
favorable prospects for an appreciable increase in the future. The main
prerequisite of that increase would be stability in the value of the SDR,
and confidence in it as a reserve asset. In consequence, the steady
evolution of the SDR as a more attractive reserve asset was important not
only for its own sake, but also as a means of strengthening the whole
“SDR family.”

While it was important to maintain the basic principles regarding
valuation and other fundamentals, there seemed to be a number of areas in
which further improvements could be pursued, Mr. Hirao observed. Such
improvements could perhaps be introduced in a gradual manner, in line
with institutional developments in the financial market of the member
countries. The same applied to the evolution of the SDR outside the Fund.
He believed that an evolution of the SDR responding to developments in
the financial market would best serve the SDR's long~term interests. He
endorsed, therefore, the steady and pragmatic approach to enhancing the
role of the SDR.

The staff had recognized two important changes that had taken place
since the inception of the SDR, Mr. Hirao noted. First was the emergence
of flexible exchange rates. The abandonment of the fixed rate system had
required a reappraisal of the role of the SDR, because it had relieved
the monetary authorities, to some extent, from relying heavily on external
reserve assets in the adjustment process. Second was the rapid growth of
international capital markets. Increased relliance on borrowing in those
markets had reduced the need for owned reserves. Such changes made
necessary a review of the concept of "international liquidity.” 1In that
regard, the memoranda prepared by Mr. Erb (EBD/81/326, 6/16/81) and by
Mr. Polak (EBD/82/2, 1/6/82) seemed to provide interesting issues for
future discussions. Mr. Erb had made the point that the concept of inter-
national liquidity had become quite ambiguous in light of the evolution of
international financial relations during the previocus decade. Mr. Polak
had raised pertinent points about the measurement of the need for interna—
tional reserves. He hoped that the staff might present further views on
those two stimule ting memoranda. A couplete rethinking about the need for
international liquidity would be necessary for a better understanding of
the working of the present international monetary system and of the role
of the SDR within it.
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There could welil be some incompatibility between the two main objec~ .
tives of the present SDR system, Mr. Hirao continued. The first objective
was that the SDR should be made the principal reserve asset in the inter-
national monetary system. The second objective was that the SDR should be
created and allocated for supplementing reserves when there was a global
need. As to the first objective, it was of vital importance to maintain
and enhance conf{idence in the SDR. For that purpose, strict discipline
would need to be observed when a decision was made on a new allocation of
SDRs. On the other hand, in order to attain the second objective, addi-
tional SDRs would need to be created through new allocations when there
was a long~term global need for additional liquidity. However, the
assessment of global liquidity need had become more complex and ambiguous
for the reasons stated by Mr. Erb. That situation was likely to continue,
unless some convincing solutions to current problems were offered.

The staff had suggested that the Fund's operations could be based
largely or entirely on the SDR, and that Fund credit could be extended to
members in the form of newly issued SDRs, Mr. Hirao noted. The idea was
an interesting one and perhaps deserved further consideration. It would
probably enhance the use of SDRs, as well as perhaps helping to maintain
an appropriate balance between conditional and unconditional liquidity.
On the other hand, the scheme would most likely involve the considerable
task of amending the present Articles of Agreement. Furthermore, the
suggested system, in which members would not be obliged to pay in their
currencies or SDRs at the time of the quota increases, might affect the
character of the Fund as a quota—based cooperative institution. The
liquidity and income positions of the Fund would also need to be examined,
since they would probably be quite different from those under the present
system.

The staff contended that stability of prices and exchange rates pro-
vided a more favorable climate for the evolution of the SDR than did con-
ditions of instability, Mr. Hirao observed. He tended to agree with that
analysis; however, it might be argued that with the advent of the flexible
exchange rate system, the currency composition of reserve portfolios had
been diversified, leading to increased use of the SDR. A number of
factors other than exchange stability might also influence the evolution

of the SDR.

Mr. Caranicas remarked that the present review of a number of funda-
mental and complex issues regarding ithe SDR was necessary to obtain a
better perspective of possible future developments. While Part I of
SM/82/107, which dealt with the evolution of the SDR and its adaptation
to the changing needs of the international community, provided a useful
historical survey, It was perhaps rather too long in comparison with the
second, and most interesting, part of the paper, on possible future
developments. Overall, however, the paper established an excellent frame-
work in which to ponder past developments and their implications for the
SDR. Too often, given the complexities of the questions involved, the
debate tended to lose sight of previous developuments and deliberations.

It had been argued in the past that the present situatfon did not appear .
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conducive to radical change in the international mouetary system, or non-
system. A few of the proposals and considerations contained in the staff
papers did however appear to be feasible under the current Articles of
Agreement and deserved close scrutiny by the Executive Board.

The objective of making the SDR the principal asset of the system
derived its rationale from two of the principal characteristics of the
asset: namely, its multilateral and cooperative nature, and the stabiliz-
ing role that it playad by being based on a basket of currencies,

Mr. Caranicas continued. One of the major elements necessary to fulfill
that role was for it to gain widespread acceptance among both official
and commercial entities as a medium of transaction. In that connection
it would seem important that the Fund should act as a promoter of that
enhanced role. The discussion on possible improvements in the use of
SDRs at EBM/82/78 (6/7/82) represented a step in the right direction.

He had been favorably impressed by the proposal that 23 per cent of
the subscription payment for a future increase in quotas should be paid
in SDRs, and that a special allocation of SDRs should be made to make such
payments possible, Mr. Caranicas remarked. The main objection that might
be advanced against the proposal was that it might in rease unconditional
liquidity. However, if it was still felt that current world couditions
did not warrant such an increase, ways could be explored to sterilize it.
It might be possible, for example, to change the definition of the reserve
tranche, so that it would not include the part generated by the allocation
of SDRs. In that way the Fund would be able to expand the use of SDRs,
without increasing the amount of unconditional liquidity in the systen.
A movement toward basing all Fund drawings on SDRs would undoubtedly
strengthen the role of the asset, once again without increasing uncondi-
tional liquidity. In that respect, he agreed with the staff that SDRs per
ge were "neutral,” as far as the distribution of world liquidity between
conditional and unconditional components was concerned. However, since
the present Articles of Agreement were incompatible with the introduction
of a radically new Fund asset, he wondered whether it would be realistic
to expect implementation of such a broad-ranging reform in the foreseeable
future, particularly at a time when a general review of quotas was under
way. However, he had an open mind on the issue and would be ready to pro-
ceed with a discussion of it should the Executive Board so wish.

He had some doubts about the wisdom of encouraging central banks to
open SDR-denominated accounts with commercial banks in order to facilitate
the growth of commercial S5DRs, Mr. Caranicas continued. Opening such
“"domestic substitution accounts” might not be well received by countries
maintairing controls on international capital movements; the authorities
of such countries might see the opening of such accounts as impairing
their control. Opening such accounts might be more feasible in countries
that were hosts to major Eurocurrency banks.

The staff offered no conclusion on whether the S5DR would have an
enhanced or reduced role in a mnre orderly and stable commercial and
financial international environment, Mr. Caranicas noted. Perhaps no
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definite conclusion could be drawn; but he would have liked to have seen
a more in-depth discussion of the relevant issues. There was merit in
the argument that unsettled exchange r-te conditions made more attractive
the development of a currency instrumei apable of dampening exchange
rate fluctuations. The growth of the SDR, under orderly conditions, might
in fact depend on a commitment from the International community to foster
its use. Unfortunately, stable market conditions were not yet around the
corvar, and the question was, therefore, rather academic. Finally, he
agreed with the staff that no options with regard to the future role of
the SDR should be closed, even though the present international environ-
ment was not conducive to full development of the SDR.

Mr. de Maulde remarked that the SDR scheme had been created in an
effort to bring about a higher degree of intermational monetary coopera-
tion and policy coordination, in response to the problem of providing
international 1liquidity that had been perceived in the 1960s and early
1970s. Since that time, the growth of international banking activities
and the greater integration of financial markets had provided a solution
to that problem. Indeed the succession of events since that period--the
changes in valuation of the U.S. dollar, iancreasing currency flows,
the surge of inflation in 1971-73, the upheaval in balance of payments
patterns following the first oil shock--had completely changed the
preoccupations of the previous period. It was now clear that the SDR
scheme could survive only 1if it could be demonstrated that 1t could use~
fully serve a clear and worthwhile purpose other than that of adding to
international liquidity.

One of those purposes could be to link the SDR to development,
Mr. de Maulde continued. It was clear, however, that there was no con
sensus on that subject. Another possible purpuse for the SDR could be to
contribute to a greater stability of exchange rates and, as a consequence,
to better trade and financial relations in the world. The comments made
by previous speakers about the role of the SDR in the multicurrency
monetary system had evoked once again some hope for better cooperation
between authorities. More time was needed to reflect on the role of the
SDR in that regard.

The general idea that the contribution of the SDR to stability could
be enhanced by wider acceptance as a public as well as private financial
asset had some appeal, Mr. de Maulde said. A number orf limitations con~-
tinued to prevent the development of the use of the SDR by official or
private institutions, and some adaptations could well be envisiged. He
hoped that the proposals in SM/82/92 could define the framework for future
progress. More progress could also be made in linking the creation of
SDRs to Fund credit. The idea of allocating SDRs in a given proportion to
future subscription payments in connection with quota increases deserved
consideration as well. Such a procedure would obviously remove one of
the main objections raised about the decision to allocate new 5DRs, since
the allocations would be tied to the use of conditional resources, and
therefore to the implementation of an adequate degree of adjustment, in
borrowing countries. Conversely, he was not convinced of the merits




- 25 = SEMINAR 82/5 - 7/2/82

of the proposal to require no payment of SDRs or even forelgn currencies
to the Fund on the occasion of further quota increases. He feared that
the extension of credit by the Fund would be viewed as essentially infla-
tionary; he wondered to what extent such a perception might damage the
credibility of the SDR as an international asset. If an inflationary
label could be attached to such operations at times of price instability,
the Fund might be inhibited in its lending attitude and compelled to
restrain its volume of operations.

It could be asked whether the Fund had gone far enough in making the
SDR more acceptable to private financial intermediaries, Mr. de Maulde
continued. He would advocate caution iIn that field. Proposals such as
those for computing the rate of the SDR on a monthly or even daily basis
might be counterproductive at times of extreme variability of interest
rates or exchange rates. In fact, he shared the feelings of Mr. Prowse
on that subject: the promotion of SDR use by private Institutions,
desirable as it might be, was largely out of the hands of the Fund itself,
and the Fund would probably find it difficult to go much beyond the sim—
plification to the valuation basket introduced in 1980. That simplifica-
tion had probably been an essential condition of the acceptance of the
SDR by private institutions. Experlence thus far indicated, however,
that the development of the commercial SDR had been disappointingly :zlow,
despite the apparent potential of the instrument in facilitating interna-
tional transactions and portfolio management.

Many reasons could be put forward to explain the slow response of
the private markets to a wider use of the SDR, Mr. de Maulde considered.
In fact, the most important was essentially conjectural in nature. It
derived from the strength of the U,S. dollar and even more from the level
of remuneration associated with the holding of dollar-denominated assets.
The attractiveness of the dollar had seriously reduced the attractiveness
of currency diversification provided by a five-currency basket. If such
a situation were reversed, it could at least be expected that the advan~
tage of assets providing a degree of stability, such as the SDR, would
lead to a rapid expansion in the use of the instrument.

The attractiveness of the propossl that national authorities should
play an intermediary role between offfcial and commercial SDRs, and
especially that central banks should accept SDR—denominated deposits from
commercial banks, would vary depending on specific situations in the
countries concerned, the importance of their own currency as a reserve
asset, and the importance of foreign assets held abroad by residents,

Mr. de Maulde remarked. Tentatively, he suspected that central banks
might well find that the inconveniences of such an arrangement could well
exceed the possible advantages. In conclusion, he agreed with all efforts
designed to improve the liquiaity of the SDR. However, like Mr. Anson,

he believed that no steps should be taken that might prove incompatible
with a future enlarged role for the SDR, although, even at the present
time, that future was still {1l defined.
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Mr. Winkelmann said that he had found the staff’'s analysis of the
history of the SDR to be interesting. He found it difficult to sece the
SDR serving both as a supplement for reserve creation and as a promoter
of stability in international monetary relations. At present national
markets were increasingly dependent on international markets; and, vice
versa, domestic policies in the United States with regard to the U.S.
dollar had a powerful influence on other markets. National and interna-

, tional monetary capital markets were becoming increasingly interlinked,
and new instruments finvolving new maturities were emerging. It seemed,
therefore, that the struggle fought in the 1%440s and 1950s to establish
an instrument that would dominate the international monetary system, while
creating stability and providing liquidity, had been lost. The role of
the SDR in providing liquidity had also gone, and it would be wrong to
concelve of bringing it back by insisting on a fixed relationship between
international liquidity and SDR allocation. International monetary flows
were increasing so rapidly at present that the need for some international
control was becoming ever more apparent. Economic unions such as the
European Community had found it extremely difficult to work toward
monetary union and or even to establish arrangements for permanent consul-
tation between central banks and the exchange markets.

The question was sometimes posed of whether the international
monetary system could function without the SDR, Mr. Winkelmann noted. The
answer was of course "yes,"” but it should be asked in turn why the SDR
should be done away with, now that it had been created. In a more stable
international monetary situation with stable exchange rates and inflation
under control, would the SDR's role as supplier of international liquidity
become more important? International liquidity would cont’nue to grow, so
that, even when stable international monetary conditions existed, coun-
tries would look on the SDR's role as a supplier of liquidity differently
from the way in which they had in the 1960s. Nevertheless, the SDR should
continue to grow in importance. It played a role not only within the Fund
but also in many relationships in the financial field. Perhaps additional
roles would be found for the SDR in the future.

The discussions on a substitution account had shown that there had
been some interest in {t; but that it had proved difficult to create an
instrument designed to bring about the mandatory conversion of national
currencies gserving as international means of exchange into another asset,
Mr. Winkelmann recalled. It might be Interesting to discuss a substitu-
tion account once again and to broaden the frame of reference to include
more than one currency and different kinds of debt. A broader substitu-
tion account might be more attractive, but it might also give rise to
more difficulties. Certainly, questions with regard to the value of the
capital invested and interest rates would not be solved easily. If there
was no risk for the depositors, there would have to be some risk for the
investors. He saw no clear solution to such problems at present.

The development of the commercial SDR should be considered carefully,
Mr. Winkelmann advised. He could see no need at the moment to promote
the commercial SDR; on the contrary, it might hamper the development of
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the SDR. The official role of the SDR should first be enlarged. Many
possible further improvements of the SDR had been identified. With regard
to the proposal that there should be an SDR allocation to permit countries
to make subscription payments in part in SDRs at the time of a future
quota increase, SDR creation should always be governed by the criterion of
global need, as specified in the Articles of Agreement.

If the SDR was to be made the principal reserve asse: of the system,
an argument could be made for using the SDR more in the Fund's activities,
Mr. Winkelmann said. On the other hand, nothing s“would be done to impair
the smooth functioning of the Fund, and no difficulty should be created
in relations with central banks. The idea of basing the Fund's operations
more on the SDR should be discussed further. Finally, he hoped that the
qualities of the SDR would continue to be refined in the future. He
looked forward to examining more closely ideas for basing the activities
of the Fund more completely on the SDR.

Mr. Kharmawan said that in studying the staff's analysis of the
evolving role of the SDR, he had wished for a clearer description of a
framework within which the role of the SDR should be considered. Was it
the objective of the Fund to promote an international monetary system in
which the SDR would be a means of international payment alongside other
national currencies? Would there be merit in inserting the SDR for that
purpose in the present international monetary system? Would it contribute
to a better functioning of the system or not? Was it possible to conceive
of an alternative framework in which the SDR could play a more limited,
although important, role in the international monetary system? Would it
be posgsible to have a system in which the role of the SDR was limited to
being a reserve asset, albeit a better monetary reserve than the existing
national currencies? Basic questions about the framework needed to be
answered before trying to determine how the SDR could be improved. It
was, in fact, difficult to comment on the proposals made by the staff in
SM/82/107 without knowing what type of international monetary system was
envisaged.

The SDR had been concelved as a means of supplementing a shortage of
international liquidity, Mr. Kharmawan recalled. However, by the time
that Fund members had finally agreed to create the SDR, international
liquidity had been provided through other sources. Might it not have been
wiser at the time of the creation of the SDR to have agreed to put the SDR
scheme into cold storage and to implement it only at a later date when the
need for international liquidity became more apparent? That course of
action had not been followed, and in the Second Amendment of the Articles
of Agreement it had been stated that SDR allocations should be made to
provide more liquidity. At present, however, many countries argued that
there was no shortage of liquidity and that SDR allocations were unneces-
sary. In the circumstances, it was difficult to say in which direction
the Fund should proceed. It was for that reason that a frame of reference

was needed.
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The staff had proposed that SDRs should be created to provide resour-
ces to countries asking for Fund assistance, Mr. Kharmawan noted. If that
proposal were taken up, would he be correct in understanding that there
would be no further need for an operational budget? If there was no
operational budget because currencles were not being provided to countries
in need of Fund resources, would he be correct in thinking that there
would be no reserve positions in the Fund and no remuneration, and that
everything would be provided in the form of SDRs? In that case, would
cour..ries coming to the Fund for assistance have to pay a higher interest
rate on the SDR? If so, what would be the reaction of the debtor coun-
tries needing to pay such higher charges? The creditor countries might
be willing to accept such a system, because the problem of a difference
between providing currency and accepting SDRs would be eliminated. If such
a course of action were followed, would it be consistent with promoting
the SDR as an international means of payment and with making the SDR play
4 larger role in the composition of reserves?

The SDR scheme seemed to have much in common with the buffer stock
financing facility and the compensatory financing facility, both of which
had been accepted by the Fund, but without great enthusiasm, Mr. Kharmawan
said. 1In each case 1t could be argued that the Fund did not have the
courage to say that the facility should be terminated. However, it was
esgsential for the Fund to come to grips with reality and to state whether
it was worthwhile continuing to search for the most appropriate role for
the SDR. According to the staff, it would be easier to introduce the SDR
into the international monetary system in conditions of stability. He
wondered, however, whether there would be much acceptance for a new
element in the international monetary system if stable conditions pre-
vailed. The general tendency was to make changes designed to make an
unstable situation more stable. If the situation had already stabilized,
the motivation for change was less strong. Finally, it could be asked
whether, 1if the SDR was really dying, 1t should be prevented from dying
in peace.

The Executive Directors agreed to continue their discussion of the
evolving role of the SDR in the international monetary system in the
afternoon.

LEO VAN HOUTVEN
Secretary




