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THE QUEST FOR AN INTERNATIONAL MONEY

In recent weeks znd months, I have had the feeling that those of us
engzged in the centrzl banking business have been living under that old
Chinese curse which trenslates roughly as 'may you hrve en interesting life".
Most recently, and this last veekend in particular, the word "interesting'
seems to me a m:sterpiece of understatement in describing the sense of
excitement, frustration, znd accomplishment accompanying our quest for weys
and means of deliberately creating, for the first time, en international
money. One remembers smell sidelights to the lerger issues; for instence,
come demonstrators in Stockholm, the generzl theme of whose placards seemed
to be "SDR's go home". There were, quite understendably, bad moments =s well
as good but the Ministers and Central Bank Governors ended up in such ¢ way
as to make even more meaningful todcy the topic "The Quest for an Internationel
Money''.

Not long a2go, I was fortunzte enough to see the musical show, 'Man
of Lz Mencha" in which the song titled "The Quest', otherwise known zs
"The Impossible Dream,'" is centrzl to the theme of the pley concerned vith
Don Quixote's search for a ceemingly unatt: ineble gosl. During the past
severzl years in our almost monthly meetings in Europe in which we have been
searching for a new internztional money to cupplement gold and doll-rs, there
has often been much of the seme feeling of unreclity end impossibility of
echievement. But even more often there has been the feeling of working
closely with our counterparts from other countries in seeking to achieve ¢
real end constructive result.

The result of this search szppeared, first, in the resolution adopted

unanimously by the Governors of the Intern-tionzl Monetary Fund at their
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meeting in Rio de Jzneiro last Sentember--a resolution with the rather
cumbersome title, "Ectcblishment of ¢ Fecility Besed on Speci:l Drawing
Rights in the Fund 'nd Modificetions in the Rules &nd Practices of the
Fund". It ¢ppeared in more full dress in the Proposed ‘mendment to the
Articles of Agreement of the IMF, drcvm up in accordence with the Rio
Resolution and endorsed in lact week's Stockholm Communique of the
Ministerial Meeting of the Group of Ten. By now it ctends as a very rerl
milestone in the evolution of the internctional monetary system. Instezd
oif taking a mejor step backwerd in the evolution of thet system, which is
what a chenge in the price of gold would represent, the 107 countries com-
prising the Internctional Monet:sry Fund, with perhaps one exception, have
moved forwezrd into the final stage in nutting into place & mechanism en-
abling the deliberste crecztion for the first time of an internstioncl money,
which will assure the continuity of the present price of gold &s the ¢nchor
stone for 11 national currencies. That is to say, beccuse additions to
SDR's will in the future teke the nlace of those zdditions to reserves which
might have in eazrlier ye:rs been provided by gold, we are no longer dependent
on gold #s & source of monetary reserves. On this score I think It partic-
ularly significant that the Governors of the Centr:l Banks of the active
gold pool contributing countries, =t their historic mid-Mcrch meeting in
Wachington, noted that “"as the existing supply of gold is sufficient in
view of the prospective establishment of the facility for Specisl Drewing
Rights they no longer feel it necessary to buy gold from the market".
Resolutions and Communiques, es»necielly those with long and involved
titles, seldom sound very exhilecrating. But I can assure you that the Rio

end 3tockholm documents renresent decisions of enormous significance not
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only to everyone in this room but to the financial znd inductricl communities
throughout the world. The operative parts of these decisions, so far :¢s

our search for &#n internationzl money is concerned, were in the Rio ccll

upon the IMF Executive Directors to propose Amendments to the IMF Articles
for the estoblishment in the Fund of & new facility to meet the need, as

cnd vhen it crises, for a cupplement to existing reserve cssets, and in

the Stockholm authorizetion to the IMF Executive Directors of nine leading
countries enabling them, in cooperction with the Executive Directors of other
countries, to complete shortly the final dreft of the proposed Amendment.

In 211 the turmoil of recent developments, what do the c¢bstruse
sounding words of the Rio resolution znd the Propoced Amendment endorsed
in the Stockholm communique portend for the functioning of the internztional
monetary system?

First of all, and related directly to my topic today, I am in the
fortunate vosition of being able to report nositive results from our quest
for an internationsl money. As President Johnson said on Sunday night,
in celling the csttention of the Americ:n people to the outcome of the
monetary conference in Stockholm, ‘''the mejor industrial countries took 2
big sten towzrd creating a new internztional monetary csset that will
strengthen the internationzl monetary system."

In vhat way will this represent ¢ strengthening of the system? Here
I think it is necessary both to look backward et the why of our search for
an international money and to look forward to the relctionship of the
nroduct of that sesrch to the future functioning of the system.

Looking first at the "why the search" question, the answer is re-

latively simple--it is because as we look to the yeacrs and deccdes ahead
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it is clear there will not be enough of the existing kinds of reserve

essets to go zround. An exnanding world economy requires an expanding

supply of reserves, that is, an increasing supply of the kinds of money

that monetery authorities use to settle clzims reflecting deficits or
surpluses in their overall balunce of payments. The world needs the
assurance that the traditionel reserve assets, gold and reserve currenciec,
cen and vill be su»plemented by & new reserve csset added at a controlled
rete sufficient to meet future requirements. Events in the London gold
market lecding to the setting up of a2 two-market system for gold--with
monetary gold in & closed circuit and gold outside given a commodity status--
illustrated dramatically how the cbsence of such assurance can lexd to &
breakout of speculative fever. ith gold coming into increasing use as a
commodity, end with hoarding demend stimulated by the belief that gold would
soon become so sccrce its price would have to rise, there wos an enormous
drazin of gold from monetary reserves into an arrey of privete uses. That

is why another clternate reserve zsset, universally accepteble, had clecrly
become necessary--though caution wvould be required in any new crrangements

to essure thet there would not be more of the new asset created than the
justificble need of world n-yments could absorb. Just as there is the risk
of over-issue of domestic currency in the czse of any single nationasl economy,
5o there is a risk on the international scene that the supply of internationcl
reserves could expand too rapidly. But there is the opposite =nd equally
serious risk, and certcinly the most relevant one as we look shead, that
reservecs 7ill expend too slowly. All countries clerrly wvent incresses in

their reserves over time. Yet unless the total sunply oi reserves increzses,
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any one country can increase its reserves only by bidding them away from
another. Hence there is the denger, pointed out by so many observers of
the international finencial scene, that countries would struggle against
each other for increasing sheares of & relatively constant total of reserves,
vith the highly undesirable result that restrictive externsl policies &¢nd
deflationary domestic policies would reduce growth of world trade #nd the
world economy.

To make this a little clearer, let me give you some rough figures.
During the psst decade, the increese in world reserves has averaged close
to $2 billion a yesr. If one excludes the United States, which has ex-
perienced z substantial decline in reserves, reserve growth of the rest of
the world hes averzged nearer to $3 billion a yecr. But enalysis of trends
in the principzl components of that reserve growth point to the likelihood
of future difficulties.

Taking newly mined gold first, there has been very little eddition to
internationasl reserves from this source in recent years--perhaps 209 to 320
million dollars & ye:r. And, beginning in 1965, there was actuelly & net
drain from monetesry reserves into nonmonetary uses--reflecting increased
industrial uses essociated with space exploration, jewelry, etc., and,
egpeci:lly in the last few months, heavy cpeculative demand. So gold alone
does not seem to provide the answer to the need for growth in international
reserves 2s we look ahesd. The decisions of the Central Bank Governors ¢t
Weshington in mid-March further underscore the diminishing role and con-
tribution of gold.

What about dollars--or about some other currency performing this
function? Again, there zre clecr indicrtions that growth in foreign official

belances alone, or even in combinction with new gold, could not be expected
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to meet these nrospective needs. For substantial growth of dollar holdings
abroad requires continued overly large deficits in the U. S. belence of
payments to provide such »n outflow. Yet, such deficits are clearly un-
desirzble, for they csn only cerve to werken the strength of the dollar

and lead more ond more to :n unwillingness of foreign monetary authorities
to cccent, or at leest to hold, such dollsrs in their reserves. The why

of our secrch, therefore, is the strong evidence that the supply of reserves
from traditional sources--meinly gold snd dollars--would not meet growing
needs.

As for any other nztiomnal currency filling the breach, apart from the
special role of sterling, 211 major countries have made cleer their un-

currency
7illingness and inability to zccept the burdens of a reserve/country. Thus
it has been only prudent to look elsewhere, and that prudent look--sometimes
c-lled '"contingency planning' for reserve asset crection--led directly to
the Rio agreement last fall, to the subsequent painstaking work by the IMF
Executive Directors to implement it, and to the Stockholm decisions last
weekend.

Against this background of a brief look at the '"why" of our search for
an intermational money, the crucizl question to be :nsvered is whether the
new asset incorporated in the SDR facility meets the demonstrable need for
a new reserve asset to occommodate @ secular growth in reserves. An
unequivocal affirmetive ¢nswer can be given to this question.

As I have clreedy indicated, the IMF Governors at Rio aoproved an Qutline
of a Facility based on Special Dr:wing Rights in the Fund. The introduction

to that Outline stated: '"The fzcility described in this outline is intended
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to meet the need as znd vhen it arises, for a supplement to existing reserve
essets.' These same words recppear in the first article of the Proposed
Amendment to the IMF Articles, as endorsed ct Stockholm, covering the
allocation of special drawing rights. Without attempting to cover all of
the details as to the nature of the agreed facility for reserve asset creation,
some of the key features are as follows:

First, this supplementary reserve asset takes the form of Special Drawing
Rights that are set up in 2 separate and segregated account in the Inter-
national Monetary Fund. This brief statement vegisters two important

decisions. The accounts of the SDR facility are entirely segregated and use

of SDR will be clearly distinguished from the use of other resources in the

Fund, but the Speciel Drawing Rights will be set up &¢s a part of the Inter-

national Monetary Fund, by emendment of the Articles of the Fund.

Second, participation is offered to any member of the Fund which under-

takes the obligations of the emendment. That is, this is a universzl scheme

that is not limited to & particular group of members of the Fund. When
Special Drawing Rights are created, they 7ill be allocated to all member
countries participating in the scheme in proportion to their IMF quotas.

Third, the new reserve zsset will normelly be crezsted for a besic period

of five vears at & time. That is, it is designed to provide for the grouth

in reserves over a considercble period of time, so that international
decisions, vhich are not likely to be taken easily, would normally need to
be made only at five-year intervals., The IMF itself has had a provision for
quinquennizl review of the adequacy of its regular resources.

Fourth, the procedures for taking a decision to create reserves are

spelled out rather carefully. It is not surprising that this is the case
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because, as I heve indicated, the decision deliberztely to create inter-
national reserves is indeed something new and unique, and it is very
important that it be done in a responsible manner by collective judgment,
so that the world will have confidence that the new asset will be of the
highest quality.

To achieve this, the plan proposes that the IMF Managing Director
would normelly initicte any prooosal to activate the plan to bring about
the actual creation of & given quentity of Special Drowing Rights. Before
doing so he would consult ccrefully to ascertain that there is broad
support among the participating countries. His proposal would need the
concurrence of the Executive Directors, and then would be put to the
Governors of the Fund. It would become effective only if 85 percent of the
veighted votes of the participating countries were in favor of the creation.

You are probably awere that this 85 percent majorlty requirement was
one of the crucial decisions reoched in negotiation of the SDR facility.

It is no secret that it was strongly urged by the members of the European
Common Market, whose cggregate votes in the IMF are just over 15 percent.

In other words, this provision would mean that no decision to create Special
Drawving Rights could be passed 1f all of the Common Market countries were

to participate and unanimously to oppose the proposal. The United States
resisted the 35 percent proposal, advancing among other arguments the
suggestion that the Common Merket countries might appropriately increase
their quotas in the Internationcl lonetary Fund in order to bring their

2,
2.

weighted vote just beyong/ga,pgrgent, and retaining an S0 percent weighted

g

,{\:/ PR ‘
majority vote for appl %htiop-ta'the new facility. When other aspects of
,I'-'J{ "‘ > : t

oI
the SDR facility develﬁé@d to our sotisfaction, we agreed to the 85 percent
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provision, recognizing that as a prectical matter the new facility could
not operate in the face of opposition on the part of all of the Common Market
countries ccting together. While French abstention from pecrticipation would
mean that the G5 percent provision no longer nrovided the other Common Market
countries with 2 veto, the practical need for the participation of these
other countries would remain.

Fifth, ond most important of all, vhet about the quality and usefulness
of the new asset? As to the quality of the Special Drawving Right as a new

asset, it will be unimpeachable. It will consist of 2 firm, unequivocezl

and solemn obligation on the part of the participants to accept the new asset

when it is presented and to pay currency in exchange. That obligation is the

fundamentecl assurance of the useability of the asset and is the princinal
factor which will ensure its value. Each participant will be obligated to
accept Special Drowing Rights up to an amount equal to its cumulative
2llocations, plus two times its cumulative zllocstions: 1in other words,
three times the initicl allocotions. As I mentioned earlier, cllocations
will be made to participants in proportion to their IMF quotas. This
results in a margin between smounts created and acceptonce obligations wide
enough to assure that any country uvishing to use its holdings of Specicol
Drawing Rights will be 2ble to do so without question. At the same time the
existence of specified acceptance obligations assures each participant that
it is not undertaking an unlimited commitment.

As to use of the new asset, one way to visualize this is to conceive
of it being used in a foshion similar to the use of gold but with the IMF

acting as ¢ kind of traffic director, at times guiding the flow of Special
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Drawing Rights ¢s they are transferred from one country to another. Finally,

there cre rules and rerulations governing the reconstitution (or restoration

of holdings) by countries, in order to avoid a situation in which some

countries might pay out (i.e. use) the entire amount of the SDR's that they
have been zlloccted, ond then leave them outstanding with other members
indefinitely. If they did not reconstitute &t least ¢ part of the initial
allocation they would be using them improperly ¢s a means of deficit financing.
The essence of this provision, as it applies for the first five years, is

that countries should on the average retcin over ¢ five-year period =zt

least 30 percent of their averege cllocation. There will be a revieu

of these rules in the light of experience, but they ccnnot be changed

for the future without an 05 percent majority.

These reconstitution rules, zlong with the procedures for decision
making, required very intense negotiations up to the Rio approvcl of the
Outline Plan. Existing reserves of gold #nd foreign exchenge moy, of
course, be spent by &ny countr s without any formal requirement that they
be reconstituted. 1In their own interest, cauntries will normclly wish
to reconctitute their reserves after a period of temporcry strain., Some
of us, therefore, felt that no formal reconstitution requirement wecs

necessary.
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On the other hand, the institutionzl reserves vhich have developed

in the nast in the Internationcl Monetzry Fund in the form of claims on

the Fund hove been subject in part to repurchase obligations. It wes

urged by some European countries thet there was a need to ¢oply some plean

of reconstitution to the new SDR. The resolution of this question is set

forth in the Qutline Plan &nd incorporcted in the Proposed Zmendment.

The essenticl onercting rule in effect allovus - country to make its own

decision regarding the timing of reconstitution of 70 perxcent of its

allocation, but estsblishes the nrinciple that on the sversge over a

period of vecrs at lecst 33 nercent of any given country's zllocation of

the newr asset should be held., There is zlso ¢ gener:l stoatement of a

vroader obligation to 'say due regecrd to the desireblility of oursuing over
time 2 balinced relctionschin between their holdings of Special Draving

Rights ¢nd other reserves." It is our view that under these nrovisions,

it is quite cnpronriote for countyies to consider all of their holdings of

Snecial Dreying Riohts ¢c recerves,
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The United States, n turn, will be able, subject to the general
test of need, to use its Special Drawing R.ghts to acquire dollars
from any other country agreeing to such a transaction, And we will
be able to acquire foreign currenc'es under the Fund's rules of
guidance. We would expect to retain over time a rising total of the
new reserve assets in our reserves, The reconstitution feature sug-
gests that these holdings averaged over time should be at least 3) per-

cent of our allocations. While in our own opinion, we would have been

prepared tp place a greater measure of responsibility on indiv:dual

countr’'es for management of their own reserves rather than apply such

a_spec’fic reconstitution rule, we are satisfied that the rule that

has been adopted is reasonable and can be_made to work, It would be

our hope that over time, as experience accumulates, it will be found
unnecessary to place great emphasis on reconstitution rules.

The Stoclztholm agreement, building on the Rio resolution and all
of the subsequent work of the IMF Executive Directors, is another
landmark in the search for a new reserve asset to strengthen the inter-
national monetary system in the interest of the entire free world. By
the time of the meeting last weekend at Stockholm the issues in the
construction of the necessary machinery to provide a new reserve asset,
and in a reform of the existing machinery of the International
Fund, (a report on which had also been called for in Rio), had become
inextricably linked in the negotiations.

Roughly speaking, there were six issues remaining, largely
technical, with respect to the SDR facility and another six issues,

also largely technical, with respect to the so-called Reform of the IMF.
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In the latter case, three of the most technical issues were referred
back to the IMF Executive Directors for resolution., Two of the other
issues involved voting majorities; for increases in quotas and for
changes in uniform par values and maintenance of value, Adoption of
an 85% voting requirementsfor quota increases--despite objections
raised prior to Stockholm by Executive Directors of countries outside
the Group of Ten, objections which the U, S. shared and voiced at the
meeting--was part of the package advanced strongly by the EEC countries;
the 85% voting requirement for uniform par values and related main-
tenance of value simply strengthens existing procedures protecting
against any change in gold price or related consequence to Fund
liquidity. The final IMF Reform question involved a suggested appeal
procedure for interpretations of the Fund Agreement; this was satis-
factorily resolved by a procedure within the IMF whereby a Committee
of Fund Governors, or their temporary Alternates, will serve as an
initial appeal board subject to reversal by an 357% vote of Fund Governors,
On the SDR itself the principal issue was that of "opting out,"
specifically whether a member country could become a participant in
the scheme but not join in the first "activation' or creation of
assets when it had been decided by an 85% majority. All countries
finally agreed to grant this concession, designed to encourage French
acceptance, which permits a country voting against an activation to
opt out of any receipt of assets and subsequently, with majority
approval, to opt back in again, Other issues were similarly settled;
provisions governing Other Holders, Other Transactions, and Transactions

with IMF General Account, The special considerations relating to
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initial activation are now essentially identical with those in the
Group of Ten's Hague Communique of July 1966, namely, a collective
judgment that there is a global need to supplement reserves, and the
attainment of a better balance of payments equilibrium as well as the
likelihood of a better working of the adjustment process in the future.

As to where we go from here in implementing the Rio and Stockholm
agreements procedurally, the next step--already under way--is for the
IMF Executive Directors to complete the final draft of the proposed
Amendment to the Articles of the IMF and to transmit it to the Fund's
Board of Governors for approval, After this approval, which may take
a month or so, the Amendment will be submitted to individual country's
Parliaments and legislatures for ratification,

The Amendment to the Articles will enter into force only after
it has been ratified by a weighted majority of 8)% of the IMF membership
which must also comprise 3/5ths of the member countries. Following this
so-called "entry into force" stage of the SDR facility, further time is
involved in the consultative processes leading up to a decision to acti-
vate the facility, The first activation--possibly sometime in 176J--
will represent the first actual deliberate creation of the new reserve
assets.

This br .ngs me full circle in my remarks this noon. I began by
stressing the historic significance of the Rio and Stockholm decisions,
and I would like to make a few concluding comments on that point,

What do these decisions really mean for the United States and for
the international monetary system? To me, at least, they mean two very

important things. First of all, the countries which are members of the IMF
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are going to put into place machinery for creating a new reserve asset
that can function as a full supplement to existing reserve assets, The
very act of agreeing to set up such machinery is a notable historic
event., It is commonly and correctly realized, as I pointed out earlier,
that a desirable rate of growth of the total of world monetary reserves
cannot be achieved by increases in the supply of the kind of reserve
assets now in use, Without such machinery in place for creating new
reserve assets as and when they are needed, therefore, the present
international monetary system would have been exposed to increasing,
perhaps even intolerable, strains. The blueprint of the muchinery agreed
on goes a long way toward preventing these strains and remedying this
problem,

The second thing the SDR facility signifies is the firm commitment
of the monetary authorities of major countries to continue to strengthen
international monetary cooperation, This was again explicitly recognized
in the Stockholm Communique. It strikingly illustrates the clear intent
of all these countries to build strongly and securely on the base of
our current international monetary system--including the present official
price of gold. There has been no lack of gloomy prophets ready to pro-
claim that the framework of international financial cooperation was some-
day bound to breal: down and that the key features of the presznt system--
the present fixed price of gold and a pattern of stable exchange rates--
would someday have to be abandoned., In recent months, these prophets
have been particularly vocel in inveighing against the $35 official
price of gold, The manifest strength of international monctary coopera-

tion--in Rio, in Washington last month, and most recently in Stockholm--
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discredits the views of these prophets of doom and substantially re-
inforces the international monetary system,

I do not want to leave you with the impression that all the hard
work on international financial problems is finished or that the blue-
brint for creating Special Drawing Rights provides a panacea for all
such problems, This is patently not true. I would also like to em-
phasize that the creation of new reserve assets does not remove the
need for continued efforts to make the balance of payments adjustment
process work more smoothly. This was recognized explicitly last month
in the Washington and Stockholm communiques. The SDR facility in no
way alters the importance of further intensive efforts by the United
States and by European surplus countries jointly to restore a reasonable
pattern of payments balance in their external accounts-~-other than,
perhaps, to make the price of failure even higher because failure to
reach equilibrium now on our part could jeopardize all that has been
achieved. The establishment of machinery for the orderly and deliberate
creation of new reserve assets to supplement gold, reserve currencies,
and IMF reserve positions is indeed a necessary condition for a continued
nhealthy expansion of world trade and commerce. But, in my view, it
would be seriously misleading to regard it as a sufficient condition,

We cannot, just because of the successful culmination of move than
four years of discussion and negotiations, look forward to an era in
which international financial problems are absent. On the other hand,
it would also be a mistake to mirnimize the impurtance of the agreement
to establish the SDR facility. Evclution cerurs in sicall steps which,

when viewed at the time, may not always seem sufficiently radical to be
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noteworthy. In retrospect, however, and seen in the full context of
subsequent developments, some evolutionary steps can turn out to be
tremendously important, 1 firmly believe that future historians of
international financial affairs will look on the recent and prospec-
tive agreement among the IMF Governors to create international money
in precisely this manner, as one of the significant milestones which

mark the progress of the world economy,.
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