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The Substitution Acéount:
The Problem, the Techniques and the Politics

Foreword

The idea of establishing a mechanism whereby national resetve
currencies could be replaced by an internationally managed resetve
asset has been debated in world monetary fora from time to time
over the last 40 years.' Pollowing the demise of the Bretton Woods
system, the issue became the subject of renewed attention in 1972-
74 duting the veform exercise ocatried out by the Committee of
Twenty (C-20). More recently, in 1978-79 the Executive Board
of the IMF and the Interim Committee outlined the key features
of a Substitution Account {SA) empowered to idssue SDR-denomi-
nated claims in tetutn for voluntary dollar deposits by the monetary
authorities of member countries. As is now well-known, the In-
tetim Committee discussed the scheme at its Hamburg meeting
(April 1980), failed to reach agreement and shelved it indefinitely.

Nevertheless, in our view the SA remains a project of con-
siderable intetest, for it identifies correctly some of the causes
of the growing fnstability in international foreign exchange and

financial markets and proposes a reasonable therapy. Besides, in

a longer-term pempective many of the problems and difficulties
which caused the project to be scrapped may not be as compelling
as they appeared in Hamburg, The aim of this paper is to try

! For an eghaustive examination of the historical antecedents of the SA see
Sir Josepn Govrp, © Substitution in the International Monetary System,” Jowrnal of
International Law, 1980, vol. 12; see also Dorotay Sopor Mesnows, “A Substi-
tution Account: Precedents and Issues” Federal Reserve Bank of New York
Quarterly Review, Summer 1979.
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to substantiate this opinion by reviewing the purposes of the SA
(Section 1), its main technical features {Section 2.) and the remsgns
which prevented agreement from being reached in Hamburg ( ec-
tion 3). In condusion, the potential usefulness of a substitution
scheme s assessed against the prospect of persisting payments
imbalances in the world economy and of an emerging multicurrency
reserve system. S

1. The Problem

The petiodic revival of the SA stems from the loaelwi‘ef thaftﬂa
reserve system based on a nationally iwssue.:d currency is mhee;eél y
unstable! as it makes creation of international lquidity dependent
on the issuing country’s balance of payments and dome:stlc policies
rather than on the global need for international payment u-nstrumgnbs.

Thus, concetn over a feared “dolfar shortage” led in 1968
to the creation of the SDR. Shortly ,af-terw:aﬁds‘, runlder the pressure
of expansionary domestic policies, accg‘lerating inflation and emearg(i
ing current account deficits in the Unrbe:l "Sftates,- the lsystemdmo_vb
to an opposite situation of “ddllar glut ", in which ways ha to be
found to keep the “ overhang " under x:on-t-rf){l. The.ﬁse develgpments
also emphasized the asymmetries in the mtematmqal ad]ustmep‘t
process, whereby the reserve cufrency country could ;nwe:glec’zl its
external payments position while other countries wete forced to
comply with the rules of the game. o

These new realities wete reflected in the G-20 reform project,
which envisaged symmettical adjustment abligations for surplus and
deficit countries as well gs for the reserve currency country. T'he
evolution of international liquidity would remain consistent “with
the maintenance of multilateral convertibility and the requirements

- of the par-value system, as the reserve ourrency country would settle

: ; in_the March
? Thi int rophetically argued by Prof. RoBERT Triprv in t
and JuleelIsz')j%mismvlgs olf) Sl-liais Review (* The Return to Convertlblllt):: 1926-19?&_&@
1958 —p ot Convertibility and the Motning After ”,;, ¥ Tomottow'’s (C;oxzz;ertxdl tgé
Aims and Means of International Monetary Policy ™), and in his Gold and ¥
Dollar Crisis, New Haven, 1961, :
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imbalances with resetve assets rather than by increasing its foreign
liabilities. Moreover, both deficit and sutplus countries would be
required to follow “ appropriate ” exchange: rate policies and:to, take
prompt corrective measures when necessary. Demand for additional
international liquidity would be met through allocations of SDRs.

The reformers recognized that interim arrangements would be
needed to facilitate the transition to the new system, and although
no consensus was achieved on any . specific ‘solution, the proposal
of establishing an SA — originally presented by the Ttalian deputies
of - the’ C-20 — was included in the Outline of Refonm, It was
envisaged that the IMF could “ make iprovision for the consolidation
of teserve currency balances to protect the future convertibility sy-
sten againist net conversion of any overhang of such balances which
may exist at the restoration of general convertibility and to ensure
that the dssuers of the currencies concerned will be able to acquire
reserve assets when in sutplus and will not lose reserve assets beyond
the amount of any future official settlement deficits. - For this pur-
pose, and also to permit countries that wish to do so to exchange
official cutrency holdings for SDRs, the Fund would have authority
to establish a Substitution Aoccount ”? ' :

The SA was thus intended to facilitate the introduction of
an “ asset settlement " rule for the reserve centre by permitting the
consolidation of existing resetve cumrency balances. Although the
SA would bring about a change in the composition of international
liquidity, reserve diversification was not included among its objec-
tives not, for that matter, regarded as a major problem, It is also
worth toting that in those early discussions only slight attention
was devoted to the problem of the financial balance of the SA and
the maintenance of value of its assets, which were instead material
in preventing agreement in the Interim-Committee six yeans later.®
Presumably, it was expected that the U.S. balance of payments
would be in sutplus after the reform and thereby strengthen the dollar
and facilitate the amortization of the dollar balances held by the SA.

. *¥Outline of Reform,” in Documents of the Committee of Twenty, Wash-
ingtoh DC, 1974, page 14. o :

¢ RopErr SoLoMoN — in his The International Monetary System 1945-1976 .
An Insider's View, New York, 1977, pp. 245-6 — notes however that the maintenance-
ofvalue problem was a cause for concern among U.S. negotiators. .
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pose, and also to permit countries that wish to ido so to exchange
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The SA was thus intended to facilitate the introduction of
an “ asset settlement ” tule for the reserve centre by permitting the
consolidation of existing resetve cumrency balances. Although the
SA would bring about 2 change in the composition of international
liquidity, resetve diversification was not included among its objec-
tives nor, for that matter, reganded as a major problem. It is also
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Presumably, it was expected that the US. bdlance of payments
would be in sunplus after the reform and thereby strengthen the Jollar
and facilitate the amortization of the doflar balances held by the SA.

. ? “Ouiline of Reform,” in Documents of the Committee of Twenty, Wash-
ington DC, 1974, page 14. . :

* RoBeERT SoLoMON — in his T'he International Monetary System 19451976 .
An Insider's View, New York, 1977, pp. 245-6 — notes however that the maintenance-
of-value problem was a cause for concern among U.S. negotiators.
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The SA was not discussed again until the spring of 1978, when a
proposal of the IMF Managing Director, Johannes Witteveen, promp-
wed the Tnterim Committee to teconsider the issue. By that time the
international monetary scene had changed dramatically. A regime of
generalized floating rates had replaced the par-value system and the
first oil crisis disrupted the structure of international payments. Fm@-
olal intermediation by the Euromarkets had rapidly expanded, e'f.fef:tl—
vely recycling ofl-generated surpluses to oﬂ-timportirmg.dfaﬁcﬁt countries.
Liability financing of payments deficits, once the privilege of reserve
currency centres, had become a widespread practice, virtually tutn-
ing the creation of international liquidity into a demand deter-
mined mechanism. In the meantime, the reform exercise had been
concluded with modest results,” especially as regards the objectiYes
of generalizing the asset settlement tule and bringing the creation
of international liquidity under effective multilateral control.

The new scheme for an SA had a more limited scope than
the eadlier version: it envisaged that SDR allocations would be
resumed, which would be consistent with the objective of making
the SDR the principal reserve asset, but that the SDRs would bc
created against deposits of foreign exchange reserves, so as to avoid
any addition to total liquidity.” Eventually an egreement was reach-
od on resuming SDR allocations without settitg up an SA.

The idea of an SA made headway again later in 1979 when
the doflar came under pressure in foreign exchange markets. Al
though only limited statistical evidence was. available to c?nﬁn'm
it, there was a fedling that international reserve diversification by
official holders played a part in the dollar's weakness and that
such behaviour might spread further. This was regarded as a
serious threat to the stability of foreign exchange markets, princi-
pally because the distribution of foreign exchange reserves had
changed considerably since the ofl crisis of 1974, with a large

5 An informed and provocative account of the limited agreement reached at

the Jamaica meeting of the Interim Committee is given by Tom DE Veigs, Jamaica,
of tl:J:e Noun-Reform gof the International Monetary System, Foreign Affairs, April 1?76.

8 The scheme implied that countries receiving SDRs ‘under: tegular allocathrés;
would deposit an equivalent amount of . reserve currencies in an Account wi B
the Fund. The claims on the Account would not be -treated as reserves emf
would not be transferable. There would be no provision for mamtenax&lcg g
value (in tetms of SDRs) 4nd the only activities performed by the SA wo e
the investment of the currencies freceived and the payment of interest to depositors.
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‘ TasLe 1
INTERNATIONAL RESERVES
BY COUNTRY GROUPS AND BY INSTRUMENTS
(SDR. billion}
1970 1975 1980 (*}
% % %%
Total reserves minus gold 563 1000 | 1587 1000 | 2733  100.0
G-10 4 Switzerland 33.1 58.7 69,7 439 | 111.2 40.7
Other indusitial countries 6.4 114 14.8 9.3 265 9.7
Non oil developing countries | 13.0 231 27.1 17.1 64.9 237
Oil exportets 38 68 471 29.7 70.7 259
Gold (at market price} 39.5 1000 | 1216 1000 | 4964 1000
G-10 < Switzetland 324 82,0 98.9 81.3 | 4019 81.0
Other industtial countties 1.7 4.3 5.6 4.6 23.6 48
Non oil developing countries 4.1 10.4 129 10.6 518 104
Oil exporters 1.3 33 4.2 35 191 38
Total teserves 958 1000 | 280.3 100.0 | 7657 100.0
Gold (at market price) 39.5 412 | 1216 434 | 4964 64.4
SDR and reserve position in IMF | 109 11.4 21.4 7.6 280 3.7
Foteigh exchange 45.4 474 | 137.3 490 | 2453 318
— dollars 34.3 358 | 1066 380 | 190.7 24.8
— other 111 11.6 307 11.0 54.6 7.1

Source: IMF, Imternational Financlal Statisfics, and — for ECUs and their counterparts — BIS.

(¥} End of OQOctober. Forelgn exchange and pold figutes Include the amounis swapped to the
FECOM by EMS patticipants, and de not include ihe ECU counterparts.

increase of. reserves held by oil-exporters and mon-oil LDCs (Table
1). This was a reason for believing that portfolio motives would
play a larger role in intetnational reserve management.

More in general it was felt that the reduced weight of the
U.S. economy in the world no longer justified the hegemony of the
dollar in the intevnational monetary system and that, in the ab-
sence of official action, matket forces would in any case bring
about the desired reduction in its tole and an increase in that of
other curtencies. From this point of view there was widespread
concern that: 4) not only would the framsition to a system based
on a multiplicity of reserve cutrencies be characterized by a high
volatility of exchange rates, but also that ) a multicurrency reserve
system would in itself be unstable owing to the inducement to
shift funds from one currency to another in response to changed
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expectations on interest and exchange rate developments.” Hence
it was believed to be necessaty to find ways to meet ditectly — i.e.
off the market — the growing demand for alternative fresetve
assets. ,
A large scale substitution of SDR-denominated assets for dol-
lars in intetnational reserve holdings would contribute to the sta-
bility of the intetnational monetary system by teducing pressures
on foreign exchange markets as well as incentives for further
changes in reserves composition, the SDR being already a diversi-
fied basket of the main resetve currencies. It is also quite clear
that, although the dollar would be strengthened by the SA, this
was not the objective of the opetation. In fact, great care was taken
throughout the subsequent negotiations to avoid any language that
might characterize the SA as a dollar support opetation.’

In March 1979, against this background, the Interim Commit-
tee asked the Executive Board of the IMF to reconsider the issue
of an SA as a means of facilitating the ordetly diversification of
official teserve holdings and as “a further step towards making
the SDR the principal reserve asset in the international monetary
system.” o

2. The Techniques

Under the scheme developed by the IMF Executive Boatd,’
an SA would be set up — at least initially in the form of a
Trust administered by the Fund — to issue SDR-denominated dlaims

7 This view was subsequently argued by the Group or THRTY — Reserve
Assets Study Group — in Towards « Tess Unstable International Monetary System,
New York, 1980, .

8 An explicit view of the Substitution scheme as a dollar support package —
designed to stabilize the dollar standard system rather than to favour its transition
to 2 reserve system based on the SDR —— has been put forward by R.L McEKINNON,
% Dollar stabilization and American Monetaty Policy,® American Economic Review,
May 1980. This view leads hitm to. regard the SA as an arrangement among the
major industrial countries and, in our view, to underrate the issue of reserve i-
versification by oil-surplus countries.

9 As described in the Executive Board Report for -the Interim Commiitee
meeting in Hamburg (Apeil 1980). At that time, agreement had yet to be reached
on a number of issues concetning the structure and operations of the 8

|
i
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ageinst US. dollass. The operation was designed, in principle, to
!J'f: permanent, although a liquidation procedure was envisaged should
it appear that the SA was mot viable or that its pumposes were
not being achieved. Deposits could be made by member countries
of the.IMF, other than the United States, and also by non-member
countries, such as Switzerland, after esplicit authorization by
the‘ Fund. The deposits would be accepted by the SA at the time
of. its establishment as well as at later dates, in otdet to encourage
wide participation, both by countries and thtough the amounts
contributed.

The dollars treceived by the SA would be invested with the
U.S. Treasury in suitably chosen non-marketable securities and eatn
a cotresponding “ dollar ” intetest rate. The SDR claims issued by
the SA woulld eatn the full combined interest rate used by the Fund
to detetmine the SDR intetest rate.” The adoption of a floating
rate, fully in line with market yields on competing assets, was in-
tended to ensure that the claims’ market price would not diverge
from their face value and so avoid the emergence of two prices for
the SDR (the other one being that caloulated by the Fund on the
basis of cutrent exchange rates).

The .SDR claitas coulld be exchanged freely among partticipants
ar.m:l.-also, in Firu-e course, be sold to other entities — public and private
— in participating countries, with a view to developing a broad se-
condary market. The liquidity of the SDR claims would also be
strengthened by a designation procedure similat to that in operation
for the SDR praper ™' and as last resort — after all toom for desi-

19 Since May 1, 1981 the SDR interest rate has been br
: _ 31 th . ought to 100 per cen

thf cocrlnbmed rate, which is obtained as a weighted avenrsa,geg of interesr'z rarf:st:ﬁ
gecte mﬂ_ne_y matket Insttuments in five major countries {United States, Japan
inft:rmany, nited Kingdom and France)., - Since January 1, 1981 the weight.;, in the
in ergst rate basket are the currency shares in the SDR valuation basket — which has
giso Eiin sll)mpllfled from sixteen cutrencies to those of the five countries listed above,
(“noe td ed ,:,S.slcct is defined in terms of fixed quantities of the currencies included
th startlh ard basket), the weights vary with each currency’s exchange rate vis-d-vis
e}: other cutrencies in the basket. Hence, the combined interest rate fully reflects
trepg;t cc%vefled yields on the financial insttuments incinded. For an exhaustive
SD%I ent of the features and properties of the standard basket see J.J, Porak, “ The

nasUngasiclf_t of Lugrenmes,i? + IévIF Staff Papers, Dec. 1979, '

v this procedure a Fund member in a_sttong reserve an

11;aymen('fls position may be designated to purchase SDRs from anotlfcrdF?lilsncrﬁetﬁ
u:rblar}’ to provide it with the cotresponding amount of convertible (*freely
ac:e : ) CIJ:rrgncIes up. to a pre-established acceptance limit. A rather low
acce a_nst’:f) imit was envisaged for the SA, of the order of 25 per cent in excess

e SDR claims recelved by each patticipant against dollar deposits,
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gnation had been exhausted — by allowing members to er‘l‘;ca,sh .thei£
claims with the SA against US dollars. Recourse to these “ assisted
procedures would, however, be subject to a requitement of need,
that is, would be restricted to participants experiencing advetse
balance of payments of teserve developments.

A key aspect of the SA would be to ensure that the SDR claims

indeed combined supenior risk and setutn chatacteristios — com-
pared with the substituted asset — with a high degree of liquidity.
It was recognized that potential participants woq]ui niot agrec 0 dfe-
posit their reserves with the SA if it mmrplled a reduction in
thetr ability to dispose freely of them. Accordingly, 'prefe'reme Wﬁ
given to a market-oriented approach, wheteby the SI')R daims wou .
be made fully competitive with alternative market investments, an
Limitations on their free transferability would be kept to-a stiict
minimum. It was also envisaged that in due coutse the market
itself would ensure the claims Jiquidity.

A main issue in the IMF Executive Boand debates on the ’:"?A
plan was that of the provisions for the maintenance of value of its
assets. As already explained, the SA would hold dollar asscts earning
a “dollar ” interest rate and issue SDR denominated claims cartying
the full combined driterest rate: a shortfall in its balance sheet cox.ﬂsd
thus arise as a consequence of an adverse interest rate diﬁe{'ent.la'l,
of adverse dollar/SDR exchange rate movements or of a combjinatio.n
of the two. The SA would therefore remain at least in ba-
lance as long as the interest rates differential offset exx:_haa}-ge. rate
movements, so that the fotal refurns on its assets and liabilities
would be equalized (see the appendix for a formal treatment of
the issue). In the long tun, there would be at least a tgndency for
that condition to be tealized through interest rate arbitrage, pro-
vided the interest rate paid by the U.S. Treasury and the SDR
interest tate basket related to closely comparable market instru-
ments. There are, however, a number of reasons why covered in-
terest rate parity may not hold; and in fact empirical tesearch
has often found that forward matkets perform rather .pm?ﬂy as
predictors of future exchange rate developments. Fim’ the interest
rate parity condition refets to expected “ ex-ante ) and not ree-
lized (¥ exspost”) values, so that under conditions of uncertainty
the detetminants of market behaviour by arbitrageurs would not

necessarily coincide with the determinants of the SA financial
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balance. Second, the fact that certain cutrencies are in demand as
international reserve dinstruments may systematically cause the in-
terest rate parity condition not to hold, during the time requited
for teserve holdets to adjust their potifolios in response to a per-
ceived change in the attractiveness of assets denominated in dlter-
native currencies.

The existence of formal or infonmal agreements whereby other
countries undertake to support the resetve currency on exchange
markets may further contribute to “create toom” for the pensis-

TasLe 2

NATIONAL CURRENCY MONEY MARKETS AND SDR INTEREST RATES (*)

$-SDR
interest
% £ Yen DM FR SDR rate
(0 @ (3} )] & (6) diferential
N =
(1) - (6)
in national currency
Dec. 1973 to i
Dec, 1980 751 11.13 8.15 6.21 9.84 8.33 — 0.82
Dec 1976 to :
Dec. 1980 8.48 11.30 6.71 6.07 9.77 853 - 0.05
Sept. 1978 to
Dec, 1980 | 10.57 13.78 7.93 7.67 10.42 10.32 0.25
Sept, 1979 to
Dec, 1980 | 11.62 15.20 10.24 9.53 12.26 11.82 — 020
in SDRs (**)
Dec. 1973 to
Dec. 1980 |- 2.69 325 35.00 32.62 3.08 8.33 —11.02
Dec 1976 to .
Dec, 1980 | 4.62 37.09 35.32 1246 3.75 8.53 —~13.15
Sept. 1978 to
Dec. 1980 9,98 36.26 0.04 599 4,79 10,32 — 034
Sept. 1979 to
Dec, 1980 | 13,15 26.82 2298 - 119 283 11.82 1.33

Source: IMF, International Financlal Siatistics and natlonal sources for Prance and Germany.

(™) Average interest rates over the reference perlod. The loterest rates are: for UK. and
U.S., the 3 months Treasury Bill rate; for France and Germany the 90 days interbank
rate; for Japan, the unconditional call money rate (the new Japanese interest rate recently
included in the SDR hasket was not available for the periods required). The SDR rate

(col. 6) is calculated on the basis of the new 5 currency basket {Source: IMF Survey,
Jan. 26, 1981, No. 2).

{**) Intorest rates acdjusted for changes in the SDR exchange rate vis-A-vis the national

cutrency over the reference perlod. The SDR value is calculated on the basis of the
new -5 currency besket.
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tence of negative  differentials in covered interest rates between
assets denominated in different currencies. Finally, interest parity

" may only hold under rather stringent conditions — in particular,

petfect capital mobility and asset substitutability — which ate
not likely to obtain in reality. ‘

lustrative calculations performed for the period 1974-80" on
the basis of the new SDR basket interest rate (Table 2) show
that sizeable divetgences from zeto in covered differentials did
indeed take place, Column 7 of Table 2 (lower part) shows the
yearly gain or loss of a substitution operation over the various
petiods, as a percentage of the initial deposits with the SA." The
results obtained are obviously ivety sensitive to exchange rate
movements, and hence to the choice of the period of reference. In
general, howevet, large losses would always be shown for the pe-
riods starting before 1978, while the effects of the US. authorities’
changed attitude towards the external value of the dollat and do-
mestic inflation ™ ate cleatly reflected in the narrowing of the ad-
verse interest differential for the petiod starting in October 1978
and in the positive differential for the period starting in October
1979,

While of couse the fact that losses would have resulted
over certain arbitrary petiods in the past provides no evidenice on
future developments, the figures do point to @ considerable poten-
sial variance of tesults in an environment in which large movements
of funds between the major currencies tend to amplify cydlical mo-
vements in interest rate differentials — by producing “ sympathe-
tic” exchange rate fluctuations — tather than smooth them out.
This conclusion is cottoborated by the results of extensive simu-
lations on the dynamic properties of the SA's balance sheet per-
formed by the IMF staff which show a tendency for surpluses ot

deficits to cumulate rapidly, owing to the effects of interest com-

pounding The issue then arises of defining an appropriate pro-

12 These tesults ate obtained on the hypothesis that interest is received and
paid out by the SA at the end of the period of reference.

13 Ag veflected in the $30 billion support package of November ‘1, 1978 and
the changes in monetary policy management introcduced on October 6, 1979. _

W Substitution Account - Results of a Simulation Study of the Account’s Fi-
nancial Balance, April 1980, unpublished.
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cedure for covering any losses that may emetge together, of course,
with an acceptable key for burden sharing. Leaving aside for the
time being the second issue, there are basically two alternative ap-
proaches to the problem of ensuring the SA’s financial viability.
The first would be to stipulate that interest payments be met
at all times without, however, trying to maintain an overall balance
between assets and liabilities. This approach is consistent with a
scheme in which no encashment is allowed for,” and in which the
substitution operation is irreversible. In other words, the SDR
daims would be perpetuities earning a floating interest tate, the
market value of which would not diverge from face value as long
as their risk and return characteristics were in line with those of
competing reserve dnstruments, and which would be bought and
held for theit own merits and not as claims on the SA’s assets.
To the event of interests received being insufficient to cover inte-
rests to be paid on the SDR liabilities, participants would be asked
to make up the difference, in pre-established proportions.*
The alternative approach, which was eventually adopted, po-
stulated the maintenance of an overall balance between assets and
liabilities, regardless of the onigin of any losses that might emerge.
Although recourse to encashment was included as a rather remote
possibility, it was suggested that in principle the value of the SA’s
assets was to be reconstituted periodically so that the operation
of substitution could be reversed, if necessary. It was envisaged
that the SA’s losses would be covered partly by contributions of
participants and ‘pactly by recourse to the IMF gold stock: the
IMF staff estimated that an amount of gold as high as 15 to 20
per cent of initial deposits would have to be set aside as capital
(or “earmarked”) for the SA, in order to have a reasonable
certainty that the SA’s balance would be safeguarded over a suffi-
ciently long peniod. ' S '

15 The possl}allity of encashment would obviously require full maintenance of
value of the SA’s agsets so as to allow participants at all times to disengage the
reser}rses committed without incutring a loss.

D This proposal was_first put forward by Lambetto Dini, then Executive
irector of the IMF, in the late spring of 1979. It was subsequently abandoned,
ads many of the potential participants would not consider the hypothesis of sutren-
t}fl.‘rmg their reserves ©forever” - An additional difficulty was considered to be
e fact that the only partial provision of maintenance of value could have detri-
mental effects on the matket value of the SDR claims, should advetse exchange
rate developments lead to a sharp fall in the value of the SA’s assets.
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3. The Politics

The Interim Committee formally examined the proposal to
establish an SA at its Hamburg meeting in Aptil 1980. The Com-
muniqué issued at the end of the discussions noted that “ provi-
sional agreement had been reached on a wide range of features of
such an Account” but that “some issues remained to be solvefi,
including arrangements for the maintenance of financial balance in
the Awccount.” ‘

Indeed, maintenance of value proved to be the most intrac-
table issue. Onge it was evident that some form of backing would
be needed to ensure the financial viability of the SA, the problem
of bunden shating became paramount, because of its obvious poh
tical connotations. At an eatly stage of the negotiations, the idea
had been advanced that part of the IMF gold be used as the sole
means to cover the losses of the SA The apparent advantage of
such a proposal was that the financial balance of the SA could
be ensured without tesorting to national contributions, which would
require patliamentary approval. Moteover, since Fund quotas Woqu
become the key for bumden shating, resort to Fund gol:'d would
have the added advantage of placing little burden on oilssutplus
countties, whose quota in the Bund is relatively smafl, and be
consistent with the need to offer oil producers a relatively riskless
asset. In general, it could be maintained that, since the gold to be
used is the property of the Fund, “mnobody would pay” the cost
of the SA.

This assumption proved, however, to be mistaken. 'Wha‘tever
the legal status of the IMF gold, most countries acted in 1.:h§ ne-
gotiations as if © their” gold was at stake. 'This was patticularly
wue of the non-oil developing countties, who did not see Wh:dt
benefit they could reap from the SA in the first place. Since, in
their view, the creation of an SA was a major step in the conti:

17 When, at a later stage, contributions by participants were envisaged, the
combination of the Fund gold with contributions by participants became an issue,
with some countries (mainly the US.) favouring the depletion of gold .reselt‘;;ei
before participants wete called on to conttibute to losses, and others insisting tna

conttibutions by participants should be made pari passu with any tapping of the

Fund gold.

g
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nuing process of reform of the international monetary system, they
were willing to consider it only as part of a comprehensive pa-
ckage including measures in favour of the Thind World. The te-
levant precedent for this was the Jamaica agreement of 1976 which
provided for significant use of IMF gold for the exclusive be-
nefit of LDGCs, Accordingly, a2 number of countervailing requests
were presented to the Interim Committee on behalf of these coun-
tries by the Group of 24 which further complicated the negotiations.
Furthesmote, even amonyg industtial countries the idea of using the
Fund’s gold to meet losses from current operations met with major
teservations. '

Aside from the issue of financial balance, other considerations
also had an adverse influence. A first question was whether an
SA would not give the United States the freedom to “print dol-
lars ” in unlimited amounts, thus providing de facto an interna-
tional mechanism to shield the doMar from the consequences of
inappropriate domestic policies. Another issue taised by develop-
ing countries was whether the SA <would not reduce the lending
potential of FEuromarkets, on which so many of them were de-
pendent for balance of payments financing. LDGCs also feared that
the creation of SDR-denominated claims yielding a higher retura than
normal SDRs would be detrimental to the latter and perbaps un-
dermine the basis for future SDR allocations. '

For each of these and other potential difficulties, counter-
arguments had been produced, in many cases convincingly, by the
IMF staff. The impression temained, however, that on the whole
the costs of the SA could well outweigh its potential benefits,
unless the United States followed appropriate domestic policies
and the dollar remained strong. But if that were the case, most
observers were ready to conclude that there would be no need. for
an SA. :

A number of developments affecting the international mone-
tary system also played a decisive tole in building up the case
against the SA. First of all, changes in the stance of the US
exchange tate policy in November 1978 and in monetary ma-
nagement in October 1979 had brought about a significant streng-
thening of the dollar on foreign exchange markets, thus reducing
the incentive for reserve diversification, while the prospect of a
recession in the United States and of large cutrent payments deficits
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in Germany and Japan pointed to the continuing strength of the
dollar. In addition, their growing current external deficit was
inducing Germany and Japan — who had supported the SA as a
means of avoiding ot reducing the need for their currencies to
play a resetve role — to increase the supply. of assets denomi-
nated in their cutrencies. This fact helped to reduce the imbalance
in the composition of offidial portfolios, and hence lessen the ptes-
sute on foreign exchange markets. Altogether, the prospect of
relative exchange markets stability and the doubts about the finan-
cial viability of the SA combined to prevent the successful con-
dusion of the negotiations. .

4. The Problem Revisited

1

The lack of agreement on the scheme proposed by the IMF
Executive Board was a political event which shoukl be seen in the
ptoper perspective. That fajlure is to a large extent a product not
only of the specific factors mentioned above, but also of the “ age
of uncertainty,”. which seems to have begun with the collapse of
the Bretton Woods system and which successive oil shocks are pro-
longing indefinitely. It is evident that, under such conditions, the
negotiation of an international agreement (monetary of otherwise)
becomes a thankless task, since the parties sround the table are
hesitant to enter into binding long-term commitments at a time
when “keeping options open” appeats the only sensible course.

Howevet, the final judgement on the usefulness of a substi-
tution scheme should be based on considerations of a more struc-
tural ot long-term nature.” Specifically, the case for or against such
a scheme will eventually depend on whether the seemingly irre-
sistible evolution towards a multicunrency reserve system is judged
to be in the interest of the international community.

1 The Interim Committee Chairman, Filippo Maria Pandolfi, at a press. con-
ference following the conclusion of the Hamburg meeting, noted that the Sub-
stitution Account was never cohcelved as a shortterm device of financial engi-
neering, but racher as a step in the long-term evolution of the intetnational mo-
netary system.” See IMF Swrvey, No. 9, May 5, 1980, p. 133.
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The views on this issue are mixed. The Group of Thirty
Report ™ regards that evolution as an indication that “there is a
serious reserve asset problem in today's international monetary
arrangements,” The President of the Bundesbank, Karl Otto Poehl,
argues that one positive aspect of the system is that “the dollar
is brought under some of the same constraints as other cutrencies.”
But he adds that “it does not necessarily follow that the trend
towards a multiple currency reserve system should' be encouraged
in any way by the competent authonities.”* For Fred Bergsten,
formerly of the U.S. Treasury, “it is 2 matter of mathematics and
logic that, given a matrix of options consisting of many currencies,
the opportunity and motives for diversification and switching from
one currency to another could grow. So too could the potential
for instability and volatility of the system.”* The banking com-
tounity, on the other hand, is apparently not too worried by the
drawbacks of a multicuriency system and has taken a tather cold
attitude towands official substitution schemes.”

It goes beyond the scope of this paper to analyze the working
of a multicurrency reserve system, We would not, however, jump
to the conclusion that such a system can opetate in a satisfactory
way under all circumstances merely because it seemed to work
smoothly for a while. Indeed we doubt whether the very parti-
cular situation which prevailed duting 1979 and the first half of
1980 could be legitimately extrapolated into the future. The fact
that over that period a large shate of cunrent external deficits was
concentrated in countries whose curtencies were in strong demand
facilitated both the financing of deficits of issuing countries and
curtency divetsification by reserve holders, and hence brought about
greater exchange rate stability. But whereas over the medium-term
oil-rellated imbalances in international payments are likely to persist,
the distribution of surpluses and deficits can be expected to resume
a more traditional pattern., The pronounced weakness of the DM
since April 1980 would also point to the importance of the current

1 Group oy THIRTY, ap. cit., p. 3,

30 Karr, Orro Porur: ¥ The Multiple Cutrency Resetve System,” Ewromoney,
October 1980, p. 43.
198021 Speech at the Center for International Business, Dallas, Texas, October 28,

2 See for example; MonreaN GuAraNTY Trust, World Financial Markets, Sept.
and Oct. 1979 and Dec. 1980; Paprarc Fariron, “ Diversification vetsus Sub-
stitution,” Ewromoney, Oct. 1979, p. 19
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account balance for the market assessment of a curtency’s strength,
so that a reserve role appatently cannot go together with persistent
current external deficits, ‘

At the same time, the further accumulation of reserves by
oil exporting countties will continue to increase the share of foreign
exchange transactions related to portfolio allocation; the possibility
therefore atises of exchange tate movements partially unrelared to
changes in “ funidamentals ” in reserve ourrency countries.

In sum, the potential for instability in exchange markets may
indeed be heightened by the transition to a multicurtency reserve
" system. Moreover, the management of such a system would requi-
re close economic policy coordination atnong rescrve curreficy coun-
tries under penalty of unleashing destabilizing capital movements. In
any event a marked loss of autonomy in monetary management
would be the price to be paid by these countries, if a repetition
is to be avoided of Triffin-type confidence ctises — such as those
that plagued the dollar over the past twenty years.

These considerations would indicate that a second look at
the SA, although not necessarily in the precise form of the project
discussed in Hamburg, may well be needed in a not too distant
future, Indeed a number of improvements could be made which
might facilitate the adoption of the scheme. J.J. Polak, the chief
architect of the SA, recently suggested that it should prove pos-
sible to construct a simpler account, as an dntegral part of the
Fund, under which the risks of profit or loss would be distributed
between the United States, on the one hand, and the Fund acting
on behalf of the membership as a whole, on the other hand.”
Although the implementation of such a proposal would require’ an
amendment of the IMF Artidles of Agreement, Polak maintains
that it would “ avoid the complication of committing specific Fund
resoutces to back up such an Account as well as the requirement
for depositors to accept patt of the. risk of the Account.” ™

The issue of SDR-denominated paper by the IMF, the IBRD
and other official development agencies as part of their enhanced
role in the recycling of oil-generated surpluses may also contribute

28 7], Porak, remarks at the Georgetown University ' Bankets Forum, Wash-
ihgtoln IOD.C,, gept. 29, 1980. Reprinted in IMF Survey, Vol. 9, No. 20, Qctober
27, 1980, p. 339.
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to the objectives pursued through the SA, without raising many
of its difficulties. In this case, however, the burden of maintaining
its value would be placed entirely on the debtor countnies.

In conclusion, a reformed SA may well turn out to be an
effective way of handling some of the causes of instability in
present international monetaty arrangements. In fact, it ds inte-
resting to note that, throughout the SA negotiations, doubt was
rarely cast on the ability of the scheme to carry out the task en-
trusted to it. Rathet, the scheme was tejected because it was re-
garded as too expensive and probably unnecessary. Out feeling
is that the first criticism can be taken care of, and that the second
may prove unfounded in light of the ongoing evolution of the
international monetary system. '

Rome

STEFANO Micosst - FABRIZIO SACCOMANNI
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APPENDIX

The SA balance sheet would show on the asset side the dollars
invested with the US. Treasury and the interest earned thereupon,
net of interest paid on the SDR claims." On the liability side, it would
show the SDR claims issued vis-d-vis the dollar deposits. If it is
assumed that the interest earned on the dollar assets coincides with the
dollar interest rate included in the SDR interest rate basket and that
the Account is not re-opened after its inception, the condition for the
SA to remain at least in balance over an arbitrary time horizon after
its inception can be written: '

(1) Ao(idn) = ~nlez L

t
whete A and L are respectively the SDR walue of the Account’s assets
and liabilities; # is the SDR rate of interest and ¢ the dollar price of
the SDR. The time subscripts refer for the exchange rates to the end
of the period and for the imterest rates to the average over the period
from zero to t,

We further set 1 and e as respectively the interest rates and the
dollar prices of the curtencies in the basket (in the order, fori = 1, ...,
5, US §, DM, £, yen, FF; and & = 1); ki as the quantities of each
currency in the basket; and wu = ki en/es as their weight (value share).
Recalling that A, = Lo and e; = I ki, e equation (1) can be written:

O AL (m + f"———ei—) > 0

€t
where

et - eo
(3) Wi = Wi /(1 — Wit ——_)-

€t

As wy = L— Z Wity then X wy / (1 — Wl:) =1 and ;Eél 'W"sr, 1
i1 i1 i
for relatively small changes in e (the dollar price of the SDR).

1 Tn the hyzgothes-is that interest on the SDR liabilities would be paid by
drawing on the Account’s assets, le, basically in U.S. dollars and possibly in SPRS
ot SDR claims, in case the SA had acquired such instruments from its operations.
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The term (e, — eo)/e: in equation (3) represents the effect on the dollar
intetest rate ty; of changes in the dollar/SDR exchange rate,

The term under summation in equation (2) is thus a weighted
average of interest rates on the SDR basket currencies other than the
dollar adjusted for exchange rate changes of each cutrency vis-d-vis the
SDR, with weights proportional to the corresponding weights in the
basket, Equation {2) therefore shows that, for the SA to remain at
least in balance, the (ex-post) covered interest rate differential between
dollar assets and alternative investments in the other SDR basket cur-
rencies must be non-negative.

SM. - FS,




