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The Cocxistence of Three Types
of Reserve Assets

Introduction

The first Repors of the Deputies of the Group of Ten and the
parallel Report of the IMF, as long ago as 1964, reached unanimous
consensus on the basic deficiencies of our international monetary
system and the general nature of the truly revolutionary reforms
required for its satisfactory performance in the future,

The three years that have elapsed since then have unfortunately
failed to clicit any similar agreement on the concrete measures and
commitments needed to implement the broad recommendations of
the two 1964 Reports. The 1965 “ Ossola Report 7 was essentially a
keen, but discouraging, record of the growing divergencies of views
between the French, at one extreme, and the Anglo-Saxons, at the
other. The 1966 “ Emminger Report ” tried desperately to disen-
tangle some kind of consensus or semi-consensus around which
further discussions could center. Its main emphasis, however, was
placed on the most divisive of the various issues involved, ie. the
so-called “ contingency planning ” for deliberate reserve creation.
Two thirds to three fourths of the report were devoted to this single
issue, but the French refused to participate in the discussion and
drafting of the various guidelines and alternative proposals about
which other members themselves continued to press very different
or even radically opposite views.

Diplomats, however, are rarely renowned for their candor. They
do not try to sell their own negotiating positions to others by using
the arguments which have really prompted their adoption, i.e. the
real, or fancied, interests of their own countries, They do their best,
instead, to cloak their true motives under the veil of technical dis-
cussions about the supposed merits and demerits of alternative
approaches and procedures from an objective, worldwide point of
view, As officially recorded, the disagreements of the Ten thus
related to the size and composition of the group of countries that
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should participate in the reserve-creation scheme, voting rights and
procedures, the choice between *rescrve units” and “ drawing
rights ”, the rules governing the use, acceptance, and retention of
these proposed instruments, the role to be retained by gold in. global
settlements, etc,

Lurking behind all these technicalities, and indispensable to
their realistic understanding and appraisal, however, are the political
motivations underlying different national preferences for emphasis
on one or another of the three reserve assets. These broader political
issues have indeed broken into the open, not around the negotiating
tables of the Ten or of the IMF, but in the pronouncements of Pre-
sident de Gaulle and his Minister of Finance, on the onc hand, and
of the Secretary of the Treasury of the United States, on the other.

The United States is understandably concerned to maintain the
traditional role of the dollar as an international reserve instrument
and tends to consider any new reserve asset as an alternative to gold,
rather than to dollar, accumulation by other countries. This attitude
— and the concrete proposals which it inspired — is viewed by
others, and particularly by the French, as designed to help finance
U.S. deficits through central banks’ credit extensions to the U.S.
—- through dollar accumulation — as much as possible, and to use
the new reserve unit primarily as a substitute for subsequent conver-
sions into U.S. gold of the dollar claims precariously piled up by
central banks under the present system. Uneasiness about the poli-
tical, as well as financial, implications of U.S. policies was fanned
in 1966 and 1967 by the announcement that substantial balance-of
payments deficits would persist as long as — and as a result of —
the Viet Nam war, and by pressures on the European countries to
refrain from gold conversions to the extent necessary to finance
American investments in Europe —— running at more than ten times
their yearly rate in the 1950°s — and the foreign-exchange conse-
quences of the locations of our troops and those of our allies. Failing
such cooperation, said Mr, Fowler in Pebble Beach, we might be
forced to take unilateral action, undermining the international
monetary system. Such action was spelled out by practical bankers
as well as by academic professors as cutting the link between the
dollar and gold, and forcing the rest of the world into an incon-
vertible * dollar area ™.

These grim prospects of the ultimate consequences of protracted
disunity and inaction induced, in late April of this year, the European
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Economic Community countries to rally around a common program
of action, acceptable to all of them, and which offered for the first
time a chance to assure the participation of France in the proposed
reforms of the international monctary system. Although widely
described as a victory for France, this agreement involved consider-
able, and constructive, changes in former French proposals and
attitudes, While France had, up to then, placed its main emphasis
on a stricter gold standard as the only alternative to  unacceptable ”
surrenders of sovereignty to the international technocracy of a U.S.-
dominated IMF, it now advocated substantial strengthening of the
IMF lending potential and political authority. Contrary to the
harsher, but unrealistic, line previously pursued, the French now
recognized that some partial mergers of sovercignty into a jointly-run
international institution had become the only practical alternative to
cither international anarchy or far wider and blinder surrenders of
sovereignty to the United States.

It is still difficult to be very optimistic about the chances of
agreement opened up by this new and dramatic development in
the marathon negotiations in process since 1963. 1 remain convinced
today, as I was then, that the most urgent and promising initial area
of agreement lies in protecting the already existing level of inter-
national reserves against wanton conversions into gold metal of the
huge foreign-exchange reserves accumulated over many years past,
under the functioning of the illfated gold-exchange standard (1).
Even such a limited agreement would be a powerful deterrent to
curtent widespread gold speculation, thus removing at least an
important factor of weakness for the United States — and United
Kingdom — balance of payments. It would also give the negotiators
the further breathing space necessary to explore, in a vastly improved
atmosphere, the more controversial issues surrounding the concerted
creation, allocation, and management of the additional fiductary
reserves needed to support the continued growth of world trade and
production. Finally, the very machinery put in place to prevent
undesirable reductions in present reserve levels could be easily amend-
ed and expanded, when the need for it is recognized — as it inevit-

(1) See my article in this Review (March 1964) on ®The Problem of International
Monetary Reform: Major Questions and Prospective Area of Agreement®, and my more
recent proposals in Contingency Planning for U.S. Imternational Monetary Policy, Subcom-
mittee on International Exchange and Payments of the Joint Economic Commitiee, Congress
of the United States {Washington, D.C., December 1956), pp. 133-144.
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4. The wide fluctuations in the growth of the total reserve
pool (from a low of $300 million in 1962 to a peak of $3,400 mil-
lion in 1963; see line IV of Table ).

B. Previous discussions have led to a wide consensus on the fol-
lowing three points:

1. A more orderly growth of total reserves would require
action to either reduce or offsesr — or both — excessive fluctuations
in the growth of the three reserve components, and particularly of
foreign exchange. The offsetting technique would involve primarily
the rate of increase — or decrease — of the only component directly
dependent on “ concerted ” decisions, i.e. fiduciary-reserve creation
by the IMF, the BIS and/or any other similar agency that might
be set up in connection with a new reserve asset.

2. The alarming decline in the foreign-exchange component
of world reserves, over the last two years, should cither be arrested,
or continue to be offset by “concerted ” reserve creation (IMF, new
reserve assets, etc.).

3. In any case, future reserve growth cannot, and should not,
depend as heavily on forcign-cxchange reserves as it did until 1g6s.
Substantial increases will thus be required either in the gold or the
“ concerted * component of world reserve creation.

C. The main unresolved questions are:

1. Whether efforts at assuring a more orderly growth of
world reserves should focus on reducing the instability of their
foreign-cxchange component, or merely on offsetting it by com-
pensatory increases, or decreases, in the volume of the new reserve-
assets component;

2. Whether adequate reserve growth should be achieved in
the future through a steep cxpansion of the gold component or
through substantial resort to concerted reserve creation of an inter-
national character, One aspect of this choice, which has received
relatively little attention so far, may be worth mentioning. While
deflationary shortages of reserves could be met by either of these
procedures, a permanent increase in the gold contribution to reserves
might increase at times the risk of inflationary excesses whose control

‘The Coexistcnce of Three Types of Reserve Assets 113

would then require politically difficuls (3) contraction in credit
creation. (The monetary authorities may find it particularly difficule
to explain that a contraction of their internal credit operations is
needed to offset the excessive money creation resulting from larger
disbursements to gold producers and gold speculators. Note the
danger of massive dishoarding that might result from a substantial
increasc in gold prices in view of the $14 billion of gold estimated
to have been privately accumulated in the last sixteen years only,
of which $10 billion are estimated to have been bought for hoarding
and speculation and $4 billion. for the arts and industry.)

Il. Impact on the Adjustment Process

A. Gold sestlements fulfil the basic assumption of the traditional
theory of the adjustment process, i.e. that the settlement of inter-
national imbalances should contract domestic liquidity in the deficit
countries and cxpand it in the surplus countries, (Note, however,
the assimilation of all gold production to exports and of all private
gold purchases to capital exports.)

1. This automatic impact, however, may be reinforced, partially
offset, or even more than offset, by the domestic credit operations
of the national banking systems; and these are determined by a host
of other policy objectives — many of which are perfectly legitimate
or politically irresistible — as well as by deep-rooted institutional
arrangemnents.

2. Contrary to the much vaunted “ rules of the game ”, central-
bank operations often offset, at least partially, the impact of inter-
national settlements upon their domestic liabilities. As long as such
offsets are not total, however, residual fluctuations in the domestic
liabilities of central banks will affect the cash basis of the other banks
and have a multiple impact on domestic liquidity insofar as such
banks tend to operate relatively close to their legal, or traditional,
fractional cash ratio to liabilities.

3. Persistent, or excessive, offsetting of the final impact of settle-
ments upon domestic liquidity, by either surplus or deficit countries,

(3} Or even downright impossible in the case of a few central banks — such as in
Switzerland and the Netherlands — with extremely low internal credit assets.
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tends to frustrate the adjustment mechanism. Eventually, reserve
depletion will force the deficit countries to change their policies, or
to resort to restrictions and/or devaluation, While reserve increases
do not exercise a similar constraint on sutplus countries, domestic
political pressures tend to discourage persistent offsctting (“ steriliza-
tion . “ peutralization ”, or “compensatory ”) policies by them,
while they tend to encourage them in the deficit countries. Contrary
to a familiar economic slogan, the system does not lead to an effective
“ deflationary bias ?, but rather to an “inflationary bias ” sanctioned
by a further “bias ” toward restrictions and devaluation.

4. Gold sertlements alone would limit net world surpluses to
new accretions of monetary gold, ie. to a small and decreasing
fraction of the global reserve increases experienced under the present
gold-exchange standard. They might cven result in a net contraction
of world reserves (see first line of Table 1). To the extent that some
countrics are willing — and even desirous — to increase their reserves
by larger amounts, accretions to world monetary gold should cither
be expanded or supplemented by fiduciary reserves. (As shown by
the sum of lines I and II of Table 1, these have supplied 74 to 107%
of the — possibly excessive— reserve increases of the last seven years.)

B. The impact of foreign-exchange settlements upon domestic
liquidity does not differ materially from that of gold settlements,
as far as countries other than reserve centers arc concerned.

For reserve-center countries, however, they modify radically the
central assumptions underlying the adjustment process, both with
respect to use of reserve currencies in settlements and to subsequent
shifts in the composition of reserve assets (4).

1. Use of rescrve currencies in settlements.

(a) Insofar as a reserve-center country finances its deficits through
the accumulation of its own currency by foreign central banks, or
finances its surpluses by the redemption of its previously accumulated
indebtedness to them, the country’s gross reserves remain unchanged,

(4) Note, however, thar any reforms that might he proposed regarding the composition
of reserve assets and settlements would bear primarily on the so-called “ primary ¥ impact of
settlements, and would still Jeave open many ‘questions regarding possible improvements in
the adjustment process as a whole,

|
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destroying therefore the automatic primary impact assumed in the
clagsical adjustment mechanism.

(b) Yer, the settlements may exercise some impact upon domestic
liquidity, depending on the following factors:

(i) Whether the monetary authorities change their policies in
the light of the evolution of the country’s gross reserves or nef re-
serves. In fact, monetary authorities are likely to pay more attention
to other pressing policy objectives than to cither gross or nez reserves,
as long as their reserve levels are considered to be well above expected
requirements. When net — and particularly gross — reserves decline
at ap excessive rate, or to levels regarded as dangerously low, the
volatility of reserve liabilities (sce 2 below) is likely to focus attention
on net, rather than gross reserves, but also to elicit attempts to reduce
this volatility by agreements — formal or informal — with the cre-
ditors, as well as to reduce further losses of net reserves.

(i) Whether the reservecurrency liabilities accumulated, or
drawn upon, by foreign central banks are in the form of Treasury
obligations, deposit-bank obligations, or other parties’ obligations.
As of last September, Treasury obligations accounted for over 57%,
of total U.S. liabilitics, and about 86°/ of UK. total Habilities, to
foreign monctary authorities,

2. Subsequent shifts in the composition of reserve assets.

Even more crucial is the fact that foreign-exchange settlements
may be largely divorced from. the current surpluses or deficits of the
reserve-center country:

(a) Foreign central banks may increase their holdings of a
reserve-center currency — through net gold transfers to it, for in-
stance, or IMF transactions -~ at a time when the center country is
experiencing overall surpluses in its balance of payments.

(b) Even more likely, however, and far more disturbing, is
the possibility of large conversions into gold, or other assets, of pre-
viously accumulated reserve-currency holdings, at the most incon-
venient time, i.e. at a time when the center country is experiencing
large deficits in its overall balance of payments. This is precisely
what has been happening to the United States and the United King-
dom over the last two years, Over the last two years (1965 and 1966)
the met reserve losses of the reserve-center countries are estimated
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at about §3 billion, but their Josses of gold ($2.4 billion) and recourse
to the IMF ($2.0 billion) at a total of $4.3 billion, the difference
($1.5 billion) being due to massive liquidation by foreign countries
of previously accumulated dollar and sterling reserves. (See lines 11
and II A, B and C of Table 2.) These conversions would have been
even larger if it had not been for central-bank assistance to the U.K.
and other similar forms of cooperation aiming at reducing the burden
of gold conversions for the two rescrve centers,

(¢) These shifts from previously accumulated foreign. exchange
into gold — or vice versa — may be the by:prod._uct of form.g-n—cx»
change settlements between rhird countries with different tra_dltlonal
preferences for gold vs. foreign exchange. They may also be 1nd1,}ced
by purely economic motivations — such as interest-rate fluctuations
or speculative cxpectations about gold prices and exchange rates —
but also by political motivations. (Professor Mundell has recently
pointed out a mixed type of motivation which may well account for
many of the recent gold conversions: they are one of the few
weapons at the disposal of non-rescrve centers to try to induce the
reserve-center countries to change their policies and correct ba'lance—
of-payments deficits deemed by others to exercise an inflationary
impact upon their own economy.) .

Professor Kindleberger is right, however, in deploring the haph-
azardness entailed in the use of such an instrument, but his own
solution — an Arlantic open-market committee determining domestic
monetary policy in the United States — would require far yvlfier
mergers of sovercignty than other, more modest, suggestions aiming
at “ multilateral sarveillance ” of the use of national currencies as
international reserves.

(d) Shifts in foreign-exchange holdings from Treasury obliga-
tions to bank or non-bank private obligations, or vice versa, may also
offset the domestic liquidity of reserve centers, while bearing little
or no relation to current developments in their balance of payments.

3. We may conclude that the uncoordinated use of foreign-
cxchange reserves in settlements may give the reserve centers excessive
facilities, at times, for the settlement of their deficits, but at the risk
of aggravating considerably their difficulties at a later stage. The
importance of this problem, from the point of view of the adjustment
mechanism, is highlighted by the fact that countrics other than
reserve centers accepted, on the average, foreign-exchange reserves
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for as much as 429, of their surpluses in 1960-64, but liguidated in
1965 $1,810 million of such foreign-exchange accumulation, adding
thereby 969, to the amounts of gold and IMF reserve claims needed
for settlements. (See line 111 C of Table 2 and line I1I C of Table 3.}
As for the reserve centers, foreign-exchange settlements financed
about 519 of their deficits in 1960-64, but added in 1965 170% to
their foreign payments financed by gold losses and recourse to the
IME. (Sec line IT A of Table 3.)

C. Other fiduciary settlements — via the IMF or any “ new”
reserve asset — also modify the working of the adjustment process,
but with some important differences:

1. Instial use in settlements,

As far as initial settlements are concerned, deficit countries would
also be§ given some additional settlement facilities insofar as they
would benefit from the credits involved in the acceptance of fiduciary
reserves by others: :

(a) Under the present IMF policies, drawings on the gold
tranche are unconditional, but the gold tranches themselves constitute
“earned ” reserves, assimilable to gold reserves. The use of IMF
credit proper is conditional upon agreement on the borrowing coun-
try’s policies, and the negotiations entailed presumably aim at streng-
thening desirable adjustment policies, and at discouraging policies
perpetuating net reserve losses or avoiding them through “ undesis-
able ™ corrective policies, such as trade or exchange restrictions.

(b) The reforms envisaged in the last report of the Group of
Ten deputies, however, would create unconditional — or far less
conditional than now — credit facilities in favor of the recipients
of new rescrve units, or special resérve drawing rights, distributed on
the basis of some pre-agreed formula, such as the relative size of IMF
quotas. The actual use of such credit facilities would thus be largely
divorced from any attempt to strengthen internationally agreed re-
adjustment policies, and tend to shift more of the adjustment
“burden ” to the surplus countries.

Previous to their actual use, the new credit lines assigned to
the various countries would increase their gross reserves, but leave
their met reserves unaffected insofar as their own currency deposits
or lending commitments are regarded by them as true liabilities (even
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122 Banca Nazionale del Lavoro
though. they could be called upon only to ﬁ,nan.ce later surlgluscs, ﬁr
to handle problems arising from members w1thdrawa.1s: {rom t]f{
system, or from its liquidation). Later use of these fac111t1es: wou
then reduce the gross as well as the net reserves of the deficit coun-
trics and increase those of the surplus countries,

o, Multilateral use in initial and subscquent scitlements.

The multilateral usability of these interngtional fiduciary means
of settlement requires that the lending commitments of the countr‘w(sr
in actual surplus be large enough to finance the global borrowu'lb‘
of the countries in deficit, even in the case of convergence of deficits
upan one or a few surplus countries. The present Ar,ticles of Ag'rl;'e-
ment of the Fund rely for this purpose on mem}:.)eys‘ gold co?trl-hu—‘
tions, but admit — in Article VII — the Possrbﬂity that u;t.‘ 121
measures may be needed to prescrve thc multilateral <;ha}'acte_r 0 ht ¢
Fund’s drawing rights, or to Ilimlt it through rationing if these
measures prove inapplicable or insufficient. o s

The General Arrangements to Borrow provide, in addition, for
an increase of lending commitmcgts by son.le.mem.bers. over and
above their prospective borrowing .rights_. A s.1m1lar margin bc.twmltnh
lending commitments and borrowing rights is contemplated in the
last report of the Ten deputics, but its exact size — and dmtnbuﬂgT
among members ~- can only “hope” to meet the unpredictable
pattern of future disequilibria. o selution

Negotiators have shied away so far from a more oglcalso u 10d
of the problem, relating lending commitments to actual surpluses an
reserve increases, but this is the solution Whlc_h the IMF trics 13 fact
to approximate through the choice of cutrencies to be used in. draw-
ings and repayments.

3, Reconciliation of liguidity with protection against volatility.

The reserve liabilities entailed in the ﬁduci.ary means of settle-
ment created by the IMEF — or contemplated in current proposals
for reform — are not exposed to the same w.latzlzty risks as those
that plague the use of national reserve currencies .for thchsamlc }‘);1;'-
pose (see paragraph 11 B2 above). Protection against such volatility
vesults from the fact that:

(a) repayment obligations by the debrors would be spelled out

in advance through specific maturities plus extraordinary amortiza-
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tion whenever later surpluses ease this repayment problem for all
concerned; the CRU proposals would even retain only the latter
of these two forms of repayment, except in the event of withdrawal
or liquidation;

(b) the claims accumulated by creditors would be fully liquid
for balance-of-payments settlements with any member, but would
not be convertible on sight into gold metal. Thus, later transfers of
such reserve claims among members would not create the types
of problems raised by similar transfers of reserve currencies among

countries with different preferences as to reserve composition (para-
graph II B 2 above),

4. Regional arrangements.

Multilateral arrangements of a similar character can also be
organized among a limited number of countries, as long as the
group includes sufficient commitments by @czual surplus countries
to preserve a wide acceptability of the fiduciary reserves created
thereby. The failure of the sterling area to meet this latter require-
ment was met, in recent years, by the cooperation of other countries
— non-members of the sterling area — in various schemes of central-
bank assistance.

Regional cooperation of this sort is likely to develop further,
in EEC and in Central and Latin America particularly, and may
provide a useful adjunct to worldwide arrangements insofar as it can
clicit broader credit commitments and underlying policy coordina-
tion commitments among members than are yet negotiable in a
worldwide context.

. Concluding Questions and Tentative Answers

A. At an earlier meeting, nearly three years ago, our “group

agreed to distinguish three major problems concerning the present
international monetary system :

1. the problem of payments adjustment, deriving from the

need for correcting persistent imbalances in the payments position
of individual countries;

2. the problem of international liquidity, connected with the
need for long-run adaptation of the total volume of world reserves
to the full potentialitics of non-inflationary economic growth; and
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3, the problem of confidence in reserve media, implied in
the need for avoiding sudden switches between different reserve
media.”

It also stressed that these three © problems of payments adjust-
ment, international liquidity, and confidence in reserve media are
closely interrelated.” .

Finally, it expressed a clear consensus on the view that ©the
protection, of the large outstanding forcign-exchange component of

the wotld reserve pool against sudden or massive conversions into

gold should receive a high order of priority.” (5) .

B. The last report of the Group of Ten (July 1966) als..o recog-
nized these three problems, but curiously focussed most of its atten-
tion on the least urgent and most controversial (i.e. specific proposals
for increasing international liquidity in the future) rather than on
the more urgent and negotiable problem of protecting ah.ready exist-
ing levels of liquidity against de-stabilizing gold conversions.

Rather than bringing out into the open the basic issucs that are
blocking concrete agreement on contingency planning for reserve
increases, the report tended to bury them, diplomatically, l'mder a
mass of technicalities regarding the choice between alternative pro-
cedures.

Finally, the problem of the “adjustment process ”', although
referred to also in the report of the Deputics, was essentially passed
o to a different group (the so-called Working Party No. 3 of the
Economic Policy Committee of the OECD) (6). An unfortunate
by-product of this procedural division of. work was to preclude suf-
ficient emphasis on the “closc {nterrelationship ” between the three
major problems, and patticularly on the dependence of agreement
on ¢ concerted reserve increases ” upon parallel agreements concern-
ing the preservation and strengthening pf Fhe balar}ccaof—paymcnts
adjustment pressures on countries experiencing persistent surpluses
or deficits in their balances of payments.

(5) International Monetary Arrangements: the Froblem of Choice, Report on the Delibe-
rations of an International Study Group of 32 Economists (Princeton, 1964), pp- 20, 36 and 102,

(6) The report of this Working Party was published in August 1966 under the title:
The Balance of Payments Adjusiment Process.
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C. I would submit the following suggestions as most susceptible
to break the deadlock into which the chances for wide and mean-
ingful agreement now seem to have strayed.

1. Procedurally, priority should be given, at this stage, to an
examination of the measures needed to protect already cxisting reserve
levels against unnecessary and destabilizing gold conversions. Agree-
ment on this urgent problem should be easier to reach in relatively
short order than on the more complex and divisive issues raised by
the long-term problem of concerted increases in fiduciary reserves
in the future. This second problem could then be tackled in a better
negotiating climate than is now the case, and without the undue
hurry imposed upon the reserve-center countries by the threat of
further gold conversions, speculative capital movements, and ex-
change crises. Moreover, its eventual solution could be greatly guided
and helped by the machinery already put in place to avoid declines
in existing rescrve levels, and which could easily be adjusted, when
the time comes, to produce desirable increases in reserves (7).

2. Such an agreement, however, would be greatly helped by the
clarification of the status of national reserve currencies — primarily
dollars and pounds - in future settlements. Reluctant dollar and
sterling holders might indeed hesitate to contribute to the consolida-
tion of existing balances, even in order to avoid a crisis, lest such
consolidation encourage new dollar and sterling accumulation con-

taining the sceds of further crises and recurrent calls for new con-
solidations in the future.

Some agreement in this respect would be even more vital for
the later negotiability of firm and sizable commitments to the con-
certed creation of fiduciary assets. Prospective surplus countries,
concerned about the inflationary potential of arbitrary reserve in-
creases, will legitimately wish, first of all, to make sure that such
concerted reserve increases do not add further fuel to the inflationary
pressures associated with simultaneous, and now unpredictable, in-

creases in the accumulation of reserve currencies as part of the global
reserve pool.

Secondly, they will also be justifiably concerned with the inter-
ference which unregulated accumulation of reserve currencies has

{7y For more concrete suggestions on this first point, see the sccond of the two papers
referred to in footnote 1, p. rog above,
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often run in the past, and might continue to run in the future, with
the smooth functioning of the adjustment process. My 1959 pro-
posals for international monetary reform were widely criticized, in
conscrvative circles, for their failure to pay sufficient heed to this
aspect of the problem. It is true indeed that I discussed, at that
time, the need for reform primarily — although not exclusively (8) —
in termos of the overall pace of needed reserve growth. The con-
siderations developed in Section II above, however, clearly indicate
that the defects of the gold-exchange standard with respect to the
adjustment mechanism greatly strengthen the argument, and would
even constitute by themselves alone a most compelling case for fun-
damental reforms. Excessive accumulation of dollar and/or sterling
reserves may weaken unduly at times the pressures for corrective
policies by the reserve-center countries, and perpetuate deficits im-
posing unwanted inflationary pressuges on other countries. On the
other hand, such excessive accumulation may finally lead to, and
be followed by, wanton conversions of such assets from one reserve
currency into another or into gold, and impose thereby unbearable
strains on the reserve-currency debtors and on the world reserve
structure.

3, Any contingency planning for concerted, international crea-
tion of additional fiduciary reserves should also be directed at streng-
thening, rather than weakening, adjustment pressures, for creditors
as well as debtors, and at directing them toward compatible and
agreed policies.

This principle is directly contravened by the large degree of
automaticity proposed by the Group of Ten concerning both the
initial distributive allocation of new reserve units and their later usc
in settlements. Deficit countries would be given thereby additional
financing facilities to clude readjustment pressures and persevere
in policies which may be deemed unacceptably damaging by the
very countries called upon to finance them. Although attractive, at
first view, to the less developed countries, this proposed relaxation
of traditional IMF standards would fail to meet their most vita] and
Jegitimate concerns. The lion’s share of the new teserves (about 75%)
would be allocated to the developed world, and only a tinor frac-
tion (259 to the less developed countries. Even mote important is

(8) This should be clear to any reader of the opening pages (4-9) of Gold and the
Dallar Crisis.

R S
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the fact that such a system would cnable developed countries to
accumulate “unearned ”? reserves, rather than have to carn them
through transfers of real resources to the undercapitalized countries.

The main intercst of the developing countries as well as of other
deficit countries — such as the United States today — should be:

(a) to strengthen adjustment pressures on the surplus countries
by forcing them to accept partial settlement, at least, of their sur-
Plus_es in the form of reserve deposits with an international monctary
institution, such as the IMF; and

(b) to authorizc this institution to preserve the traditional link

between fiduciary reserve creation and development financing — for-.

merly assumed by the reserve-center countries — by channeling some
of its expanded lending potential into investments in IBRD obliga-
tions, for instance, and on the major money markets specialized in
such international financing.

In other words, deficit countries should not be given the right,
through automatic financing, of imposing unwanted inflationary
pressures upon the surplus countries. The latter, however, should be
denied the right — which they now enjoy — to impose deflationary
pressures upon the others through unsustainable gold-metal settle-
ments, They should be forced either to reduce their surpluses —
through more liberal import or lending policies — or to contribute
to their international financing through the accumulation of reserve
deposits with the Fund.

I am well aware that this would involve a difficult and “ agoniz-
ing reappraisal ¥ of the semi-consensus reached last year by the
Group of Ten. Let us not forget, however, that this was the result
of highly haphazard pegotiating tactics, initially inspired by the
desire to exclude the less developed countries from participation in
the system, and to meet the French halfway by accepting the so-called
CRU technique as 2 framework for needed reforms. Both of these
motives have long disappeared with the recognition that developing
countries should be included in any scheme of reserve creation and
with the French total repudiation of CRU proposals originally put
forth by them. '

D. These broad considerations should guide the technical mea-
sures to be adopted with relation to each of the three types of reserve
assets.
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I. Gold: Gold is bound to be eventually demonetized interna-
tionally, as it has long been nationally, The only rationall and
operational justification for ifs survival as a reserve asset is the
absence of international agreement on the setting up of an alternative
form of resetve holdings. As long as such agreement .is not rcachf:d,
gold reserves will retain their role as the main practical a.ltcrnatlve
to foreign-exchange reserves, ie. to the acceptance of.natzonal cur-
rencies — dollars and/or sterling, in fact — as ingernational reserves,
and to the transfers of sovercignty which this entails. After agree-
ment is reached on a new type of international reserve asset, gold
will retain a gradually tapering-off role in the system, until all coun-
tries have acquired sufficient familiarity with, and confidence in,
the new reserve asset.

During this transition period, the main actions to be taken
should be:

(a) to make clear to speculators that the new reserve assct
commands sufficient acceptance to provide an alternative to gold
purchases by central banks, and that the latter are even ready to
dispose of some of their large present holdings to the extent neccs-
sary to control, in any way they wish, price fluctuations in the
market; '

(b) to multilateralize (through an enlarged Gold Pool, or a
Gold Conversion. Acount, or the IMF itself) the responsibility for
gold conversions and coordinate the market interventions called for

under (a) (9).

2. Foreign Exchange: Foreign-cxchange assets will inevitably
retain a role as working balances for stabilization interventions by
central banks in the forcign-exchange market, as long at least as the
use of the new reserve asset is reserved for central banks themselves,
and barred from circulation among private traders and bankers (since
such circulation might undermine and displace national currencies
in domestic, as well as in international, scttlements and be thcre?gre
unacceptable, at this stage of world history, to the national authorities
of our so-called © sovereign ” states). While such working balances
can theoretically be held in any currency whatsoever, widely traded

{g) On this and other suggestions, see tny report to the Bconemic Commission for Latin,

America: * International Monetary Reform *, Economic Bulletin for Latin America (United
Nations), April 1966, pp. 10-41.

e
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currencies, such as sterling and primarily the dollar, will undoubtedly
continue to play, de facto, an overwhelming role in this respect,
Accumulation as well as liquidation of foreign-exchange reserves
beyond working-balance levels, however, should either be barred,
or at least brought under international controls similar to those

~applying to the creation and extinction of the new reserve assets

discussed under (3) below. Whatever amounts are accumulated by
international agreement should remain fully usable in settlements
— and therefore automatically accepted in payment by the surplus
countries — but should also be extinguishable - ie. presented to
the debtor country for gold payment — only by international agree-
ment, rather than at the unpredictable whim of individual holders.
Some exceptions to this general principle might be unescapable,
and indeed desirable, at least in the immediate future, to preserve
the traditional functioning of major money centers, Reserves bor-
rowed from such centers might be retained in the currency of the
center until actually used in settlements, rather than converted into
gold as soon as they exceed normal working balances. This excep-
tion to the “ multilateral surveillance of all forms of reserve creation
and deficit financing ” advocated in the very first report of the
Group of Ten deputics (August 1964) would be unlikely to have
a major quantitative impact on the international reserve system as
such. Reserves accumulated in this fashion could, moreover, be
taken into account in the decisions called forth under (3) below.

3. Internationally-Created Fiduciary Reserves: Current discus-
sions about the creation of a third type of reserve asset often tend
to obfuscate the fact that such a type of reserve already exists: the
so-called “ gold and super-gold tranches ” in the IMF, more recently
dubbed  reserve positions in the Fund”. Similarly, they overem-
phasize the technical differences between proposed  reserve units ”
and “special reserve drawing rights ”,

The real issues are quitc different and are briefly commented
on below.

(2) Overall amount of reserve creation: The proposals of the
Group of Ten in this respect do not differ substantially from my
original proposals in Gold and the Dollar Crisis and do not call for
additional comments, except on one point. The “activation” of
contingency planning should depend on the recognized need for
world reserve creation rather than on the success or failure of U.S.
and for UK, readjustment policies. New reserves might have to be
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created, not to expand reserve levels, but for the more modest pur-
pose of preserving them against the destabilizing impact of wholesale
gold conversions of outstanding forcign-exchange balances by cen-
tral banks,

(b) Participation and voting rights: Participation should pot
be limited to an arbitrarily defined group of © good ” or “sound ”
countries. All countries in good standing with the IMF should
participate in the decisions, but with voting rights reflecting — to
2 much fairer extent than is now the case — their effective con-
tributions to the Fund.

() Strengthening of the adiustment process: The strengthening
of the adjustment process, both. for creditors and debtors, should bar
any general, automatic allocation of unconditional drawing rights
or reserve units as manna from heaven.

The Fund should support, through its loans and investments,
the adoption of policies decmed approptiate to its long-term object-
ives, but should not finance or underwrite automatically national
policies contrary to such objectives and unacceptable to other
members.

These credits need not be made entirely, as is now the case, in
the form of medium-term loans with fixed maturities of three to
five years. Longer-term assistance might be provided, in appropriate
cases, particularly indirectly through IMF invesiments helping to
expand the lending potential of international institutions (such as the
[BRD) and financial markets specialized in longer-term lending.
The occasional reshuffling of this investment portfolio among the
fnancial markets used as intermediasies might be used to support
the general stabilization objectives of the Fund. 'The Fund could,
for instance, shift its investments from countries whose reserves
‘nerease to countries whose reserves decline as the consequence of
private capital movements, such as contemplated in the preamble to
the General Arrangements to Borrow.

(d) Multilateral usability of IMF eredits: The complicated
“ guesstimates ” involved in the Group of Ten proposals for multiple
“ holding limits ™ or “lines of credit” designed to guarantee the
multilateral usability of Fund credits would be totally unnecessary
:f all countries — or even merely the major prospective surplus coun-
tries -— accepted the far simpler, safer, and commonsense criteria
of holding an agreed proportion of their global reserves in the form
of Fund deposits.
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A rational view of such commitments should make them morc
casily negotiable in fact than the blinder and arbitrary commitments
suggested by the Ten. They would, moreover, serve also the needed
purpose — stressed under C3 above — of strengthening adjustment
pressures on the creditor countries,

‘ E. The traditional haggling process involved in the reconciliation
of incomparible national “ negotiating positions ” multiplies. the dif-
ficulties of reaching any rational solution primarily inspired by the
converging interests of all countries in a sensible international mo-
netary system. The final success of the present negotiations might
be greatly facilitated by the adoption of procedures similar to those
which proved so fruitful in the EPU and EEC negotiations. A small
group of experts should be appointed jointly by the negotiating coun-
tries and charged with the exploration and elaboration of concrete
proposals to be submitted later for final approval, rejection, or amend-
ments by a full-bodied conference of all the prospective signatory
countries. These experts would be instructed, of course, to develop
ptoposals likely to prove acceptable to all countries, even though
(:gly as “ sccond-best ” to some, but would not be subject to daily
“instructions ” reflecting the maximum, but incompatible, objectives
of their governments,

This would, if past experience is a guide, facilitate agreement
at the expert level along the lines of the general, rather than nar-
rowly national, interests of all the participants. No country could,
o'f. course, be expected to undetrwrite in advance the recommenda-
tions to be developed by the group, Formal action at a ministerial,
or plenipotentiary, level and later ratification in accordance with the
constitutional processes of each country would remain necessary.
f‘\grcement would be more likely, however, even in these higher
instances, as any sensible proposals devcloped by the expert group
could hardly be more damaging to any country than the only altern-
ative to agreement, i.c. the further decay, or the utter collapse, of
the world monetary system,

RogerT TRIFFIN
New Haven
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TABLE 5
THE STRUCTURE OF GROSS RESERVES, 1937-1965 ‘
(in %, of each area’s tatal reserves)
e =
End of Year 1937 | 1949 | 1959 | 1964 1965 | 1966
‘ 1. 4l Countries | . .« « « « - 100 100 100 100 100 100
o A.Gald - 0 0 o e 91 74 66 6o 60 58
L

o B. Reserve Positiens in IME . . x 7 6 6 8 g
C. Fereign Exchange 9 23 28 14 32 33
1. Dollars 2 7 18 23 23 21
2. Sterling . 6 14 L1 10 9 10

3. Euro-currencies and disere.
pancics . . . .. I 2 -1 1 —x 2
1. Reserve Centers . « + - « - 100 100 100 100 100 100
| !..- A.Gold . . L oo we | 63 gr 93 8g 84
P B. Rescrve Positions in IME . . X 5 8 4 3 2
‘ C. Fordign Exchange . . . - — 2 1 3 8 14
‘1‘!; HI. Other Countries . . « . - . 100 100 100 100 100 100
A Gold . . . . . e 78 43 48 a7 50 49
B, Resorve Positions in TME . . X 1 4 i 9 11
C, Toreign Exchange . . . - [ 22 56 48 46 41 40

Sources and Notes: See Table 4.

Brief Comments:

1. Line IIC: the substantial increase in the foreign-exchange holdings of reserve centers
are mostly made up, of course, of reciprocal holdings of sterling by the U.S. and dollars by
the UK., increasing the gross reserves of the group.

a. Lines III4, B, ard C: These lines show a gradual but prancunced shift from gold
(or “commodity ™) reserves (iine A) to fiduciary reserves (lines B and C). These fiduciary
reserves were first accurmulated in varlous national currencies (primarily sterding and, later,
dollars), At a second stage, they ohifted to cemtralized reserve holdings in the form of
guaranteed claims on the IMF (line B).

This evolution is still in process, but parallels closely a shmilar shift, in the national
menetary systems, from commodity moeney (gold and silver) to currencies and deposits issued
by several private banks, and lawer on fo centralived reserve holdings with a single national
bank in each country.
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