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When Countries Borrow

W o r l d  m o n e t a r y  reform headed the 
agenda at the annual meeting of the 
International Monetary Fund in Washington 

last month, and it was the leading topic of 
discussion in the earlier talks held between 
the peripatetic Mr. Fowler and his opposite 
numbers in the finance ministries of the lead
ing industrial nations. The average reader 
cannot be expected to distinguish among all 
the numerous proposals for improving the 
international payments system that were put 
forward in those discussions. He should, how
ever, have a clear understanding of the start- 
ing-point of those deliberations— the world 
trading community’s present monetary ar
rangements.

The international payments system has 
evolved gradually to meet the needs of world 
trade and investment, so that several courses 
of action are now open to any country which 
needs to finance a balance-of-payments defi
cit. It may use the traditional international- 
reserve assets (gold and foreign exchange) 
which it has on hand; it may obtain credit di
rectly from the countries to which it is in
debted; or it may borrow from another coun
try or from the International Monetary Fund.

By far the most important source of inter
governmental credit is the International 
Monetary Fund (I.M .F .), established through 
the Bretton Woods Agreements of 1945 in 
order to maintain stable exchange rates and 
to avoid competitive depreciation of curren
cies. The I.M.F. provides three major services 
to its over-one-hundred members: regulatory, 
consultative, and financial. It provides, for 
example, a code of good behavior for the 
world’s multilateral payments system, and it 
also provides its members with advice and 
technical assistance on ways of achieving ex
ternal balance. In its financial role— currently 
its most important function— it makes re

sources of over $16 billion available, on a 
short-to-medium term basis, to national mon
etary authorities to meet balance-of-payments 
deficits.

Using the I.M.F.
Basic to the financial structure of the I.M.F. 

is a system of quotas for member countries. 
The quotas reflect the members’ financial par
ticipation in the Fund— that is, their subscrip
tions— as determined by such factors as na
tional income, holdings of traditional reserve 
assets, and amount and variability of trade. 
A country’s quota determines its drawing 
rights, in a broad sense, and its voting rights; 
it also specifies certain details regarding credit 
repayment. With some few exceptions, a 
country’s initial quota payment to the Fund 
consists of gold (25 percent) and its own cur
rency (75 percent).

As stated in Article I of the Fund Charter, 
I.M.F. resources are made available so as to 
provide members with an opportunity to cor
rect temporary maladjustments in their bal
ance of payments without resorting to mea
sures which would seriously impair national 
or international prosperity. The Fund has a 
policy against providing facilities for long-term 
capital investment, and it generally limits the 
repayment period to three to five years. Its 
two major types of transactions are a member 
country’s purchase of another member’s cur
rency in exchange for its own currency, and 
the subsequent repurchase of its own currency 
with gold or convertible currencies. Specific 
provisions may vary for each transaction, de
pending on Fund holdings of each currency 
relative to quotas.

But why should a country need to purchase 
another country’s currency? This question 
goes to the heart of the difference between 
transactions carried out within the same coun-
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try and transactions that cross national bound
aries. Consider, for example, a merchant in 
San Francisco who buys goods from a firm in 
New York and who also buys goods from a 
firm in London. The merchant writes a check 
to pay each of these firms. The one in New 
York receives dollars and uses them in the 
regular course of business. But the exporter in 
London cannot ordinarily use dollars in his 
day-to-day transactions; generally, he will sell 
his dollars to his bank, which in turn will sell 
them to firms which are importing goods from 
the U. S.

Now, obviously, every seller prefers to be 
paid in his own coin. For the most part, the 
exports of a country bring in the largest part 
of the foreign exchange (that is, foreign cur
rencies) needed to pay for imports from 
abroad. But this is not always the case. A 
country may find that it has bought more from 
a foreign country than it has sold to it; so, in 
order to settle accounts, the country which is 
a net importer must somehow obtain the nec
essary foreign currency, be it dollars, pounds, 
or lire. It may do this, as pointed out above, 
by borrowing from the other country or by 
selling gold to the other country. Or, more to 
the point, it may use its entree to the I.M.F.

The provisions limiting a member’s right 
to purchase, or “draw,” currencies from the 
Fund are expressed in terms of Fund holdings 
of the drawing member’s own currency. Al
though exceptions have been granted, total 
drawings are supposed to be limited to 
amounts that will not cause the Fund’s hold
ings of the member’s currency to increase by 
more than 25 percent in any one year nor to 
exceed 200 percent of its quota.

Moreover, essentially automatic drawings 
are permitted as long as Fund holdings of the 
member’s currency would not thereby exceed 
the sum of its quota plus any special loans 
it may have made to the Fund. Initially, such 
automatic drawings would ordinarily have 

182 been permitted up to the amount of the gold

subscription. However, if other members have 
drawn on the country’s currency, so that the 
amount on hand in the Fund is less than 75 
percent of quota— the amount originally paid 
in currency— automatic drawing rights are 
greater than the usual 25 percent. They are 
also larger, as has been mentioned, if the Fund 
has borrowed currency from the drawing 
country beyond the original subscription. In 
like manner, automatic drawing rights are less 
than 25 percent of quota if the member, 
through previous purchases from the Fund of 
other currencies, has increased Fund holdings 
of its own currency above 75 percent.

Tranche means drawing rights
The “gold tranche” and “credit tranche” 

concepts frequently used in discussions of in
ternational reserves are based on just these 
provisions. A member’s gold tranche position, 
which is simply its quota minus Fund holdings 
of its currency, represents the basic amount 
it may draw from the Fund more or less auto
matically. This gold tranche generally is con
sidered part of a country’s international re
serves. Credit tranches represent the addi
tional amounts which may be drawn with 
proper justification, without exceeding the 
200-percent limit for Fund holdings of the 
member’s currency. Increased justification is 
needed, however, for successive drawings.

Consider, for example, Italy’s position in 
the Fund. Italy’s quota in the Fund is $500 
million, of which $125 million (25 percent) 
was originally paid in gold and $375 million 
in lire. If there were no outstanding Fund 
transactions in lire, Italy’s total drawings in 
the Fund could normally reach $625 million 
— twice the $500-million quota minus the 
$375 million of Fund lire holdings—of which 
$125 million (the gold tranche) would be 
available virtually automatically. Italy’s credit 
tranches meanwhile would amount to $500 
million.
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Grow th of in tern atio nal reserves slacken s, as industrial Europe gains 
and U. S. loses . . . holdings heavily concentrated in industrial countries
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But as a matter of fact, there have been lire 
transactions through the Fund. A t the end 
of June this year, net Fund sales of lire 
amounted to $218 million, while I.M.F. bor
rowings from Italy amounted to $70 million, 
reducing to $227 million the amount of lire 
on hand in the Fund. The gold tranche posi
tion was $273 million ($500 million minus 
$227 million), and the credit tranches, $500 
million. Total automatic drawing rights, or 
“reserve position in the Fund,” equaled $343 
million (gold tranche plus the $70 million 
loan to the Fund); and Italy’s “gross posi
tion in the Fund” came to $843 million (re
serve position plus credit tranches).

In order to insure that drawings will be 
available in excess of the reserve position if 
needed, a member country may enter into a 
“stand-by arrangement” with the Fund. This 
is essentially a pre-arranged line of credit 
within available credit tranches. The Fund 
gives the member assurance that a specified 
volume of foreign exchange will be available 
for a fixed period of time, usually 12 months. 
The same policy is applied to requests for 
stand-bys as is applied to requests for imme
diate drawings— that is, the larger the amount,

the greater the justification required.
Repayment of a Fund drawing usually 

takes the form of a repurchase of the origi
nally exchanged currency. Payment is made 
in gold or foreign exchange if necessary in or
der to reduce the Fund’s holdings of the draw
ing member’s currency, but this provision is 
waived if Fund holdings of that currency have 
declined sufficiently as the result of another 
member’s drawing. But there are limits to the 
amounts which may be repaid. For example, 
repurchases may only be carried to the point 
at which the Fund’s holdings of the repurchas
ing member’s currency equal 75 percent of its 
quota. Here the member is neither a debtor nor 
a creditor in the Fund— “automatic” drawing 
rights are again equal to the original 25 per
cent of quota.

Replenishing resources
To provide its members with the increased 

financial accommodation required by the 
world’s economic growth, the I.M.F. occa
sionally is forced to replenish its financial re
sources. This has been done in the past by 
means of quota increases, gold sales, and bor
rowing arrangements. Quota increases, which 183Digitized for FRASER 
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took place in 1959 and are expected to take 
place again this year, increase the potential 
drawing facilities of member countries, since 
they provide the Fund with additional re
sources to make the drawing facilities effec
tive. Gold sales made to acquire currencies 
which the Fund expects to need for drawings 
are essentially just the exchange of one type of 
Fund resource for another; borrowing ar
rangements, in contrast, are a more complex 
way of increasing financial means.

Borrowing arrangements may be needed 
because member countries wish to draw an 
unusually large proportion of their quotas, or 
else because the quotas of members whose 
currencies are in demand are too small rela

tive to potential borrowings. In 1962 the 
Fund entered into the General Arrangements 
to Borrow, under which ten industrial coun
tries agreed to lend as much as $6 billion of 
their currencies to the Fund— if needed to 
forestall or cope with an impairment of the in
ternational monetary system. In particular, 
$2.8 billion of such arrangements were made 
with the industrial countries of continental 
Europe and Japan, since those countries’ 
quotas were especially small relative to the 
potential need to draw on their currencies. 
The General Arrangements to Borrow were 
activated for the first time in 1964, to provide 
$405 million of a $1-billion drawing for the 
United Kindom. — Heather Wright

Federal Funds
A technical paper summarizing the findings of a three-year survey, Trading in 

Federal Funds, is now available from the Board of Governors of the Federal Reserve 
System. The report, prepared by Dorothy M. Nichols of the Federal Reserve Bank 
of Chicago, analyzes the variations in the size and distribution of flows of Federal 
funds, and thus points up the importance of these transactions in the money market.

The report also emphasizes the key role of certain groups of banks, both because 
of their activities in maintaining a wide and flexible market for Federal funds and 
because of the influence of their reserve positions on the supply and demand of funds.

The pamphlet will be furnished free upon request to libraries, teachers at educa
tional institutions, and government agencies. For purchasers, the price is $1.00 a 
copy or 85 cents each for 10 or more copies in single shipment. Copies may be 
obtained from Publications Services, Division of Administrative Services, Board of 
Governors of the Federal Reserve System, Washington, D. C. 20551.
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