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Communiqué
of the
Ministerial Meeting of the Group of Ten
on July 25th and 26th 1966 in The Hague

The Ministers and Central Bank Governors of the ten couniries participating in
the General Arrangements lo Borrow met in The Hague on 25th and 26th July
under the chairmanship of Mr. Anne Vondeling, Minister of Finance of the
Netherlands. Mr. Pierre-Paul Schweitzer, Managing Director of the International
Monetary Fund, took part in the meeting, which was also attended by the
Secretary-General of the O.E.C.D., the General Manager of the B.1.S., and the
Minisler of Finance of Switzerland.

The Ministers and Governors considered a report of Working Party 3 of the
O.E.C.D. on possible improvements in the balance-of-payments adjustment
process. They expressed their appreciation of the O.E.C.D.’s work on this report.
Recognising that the smooth functioning of the international monetary system,
as well as the general confidence in its stability, depend very much on progress
toward the elimination of imbalances, they agreed that improvements in the
adjustment process were needed and possible. They expressed the hope that
Working Party 3 would continue o work for improvements in this field on the
lines indicated in its report.

The Ministers and Governors also discussed a comprehensive report by their
Deputies on other possible improvements in the international monetary system,
including arrangements for the future creation of reserve assets, as and when
needed. This report also contains several suggestions for improving the existing
system otherwise than through reserve creation. These suggestions should be
given further study by the appropriate bodies. The report will be published in the
next few weeks.

As regards international liquidity, the Ministers and Governors were in full
agreement that there is at present no general shortage of reserves. On the other
hand, it was thought unlikely that the existing sources of reserves would provide
an adequate basis for world trade and payments in the longer run. Large U.S.
deficits are not a satisfactory source of future reserve increases for the rest of the
world nor are they acceptable to the United Stales. Moreover, gold alone is not
likely to supply sufficient additions to monetary reserves in the future. Conse-
quently, it was agreed that, at some point in the future, existing types of reserves
may have tobe supplemented by the deliberate creation of additional reserve assets.

As to the way in which such a future contingency could be met, the Deputies, in
their report to the Ministerial Group, have achieved a consensus on a number of
basic principles and elements of any such contingency planning, although they
have not reached agreement on all points or presented a fully developed plan.
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Among the agreed basic principles, the Ministers and Governors particularly
stressed the following:

— Deliberate reserve creation, when decided upon, should be neither geared nor
directed to the financing of balance-of-payments deficits of individual countries,
but should take place on the basis of a collective judgment of the reserve needs
of the world as a whole.

— All countries have a legitimate interest in the adequacy of international
reserves. However, a group of major countries with a key role in the functioning
of the international monetary system has a particular responsibility for the
financial backing for any newly created reserve assets. Consequently, there is
agreement that deliberately created reserve assets, as and when needed, should
be distributed to all members of the Fund on the basis of 1. M.F. quotas or of
similar objective criteria. The major couniries should be ready to provide
adequate financial backing through the extension of special lines of credit to
the Fund or through commitments to accept and hold such reserve assets.

A. There should be a clear distinction between the establishment of any contin-
gency plan and the activation of that plan which would involve the first actual
creation of reserves. The prerequisites for such an activation should be laid down.
They should include the attainment of a better balance-of-payments equilibrium
between members and the likelihood of a better working of the adjustment process
in the future.

B. Organisational arrangements for decisions on the activation of any conltin-
gency plan and for subsequent decisions on reserve creation may vary according
to the type of scheme adopted. Whatever scheme is adopted, it is essential that
the organisational arrangements for such decisions should reflect two principles,
namely, (1) the interest of all countries in the smooth working of the international
monetary system and (1) the particular responsibilities of a limited group of major
countries with a key role in the functioning of the international monetary system
and which in fact must provide a substantial part of the financial strength behind
any new asset. This could best be achieved by a procedure whereby proposals for
reserve creation would be considered both by the limited group and by the Fund.
The requisite majorities and voting procedures would have to give due recognition
to the two principles set out above and this recognition would be a necessary
condition for any decisions on reserve creation.

C. One Delegation did not agree with the views set out in subparagraphs Aand B.

The Ministers and Governors instructed their Deputies to continue their studies
on a number of unresolved questions. However they also thought it appropriate
to look now for a wider framework in which to consider the questions that affect
the world economy as a whole. With this in view, the Ministers and Governors,
after consulting with the Managing Director of the Fund, recommended a series
of joint meetings in which the Deputies would take part together with the
Executive Directors of the Fund. The Ministers and Governors of the Group of Ten
would expect a report from their Deputies not later than the middle of 1967. One
Delegation did not join in making this aforementioned recommendation.
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GROUP OF TEN July 8, 1966

Letter of Transmittal

To the Ministers and Governors:

In their communiqué of 28th September, 1965, the Ministers and Governors of the
Group of Ten instructed their Deputies to determine and report to them “what basis
of agreement can be reached on improvements needed in the international monetary
system, including arrangements for the future creation of reserve assets, as and when
needed, so as to permit adequate provision for the reserve needs of the world
economy.”

On behalf of the Deputies, I transmit herewith the report which we were instructed
to make.

In preparing the report, we have maintained close relations with the International
Monetary Fund, and with the Organisation for Economic Co-operation and Develop-
ment and the Bank for International Settlements. Representatives of the Managing
Director of the I. M. F. and of the other two institutions have taken part in our discus-
sions and have made valuable contributions to the work of the Group. Our discussions
have also benefited from the presence of representatives of the Swiss National Bank.

Otmar Emminger

Chairman, Group of Deputies

Federal Reserve Bank of St. Louis
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I. Introduction

1. This report is presented in response to the
requests of Ministers and Governors in their
communiqué of 28th September, 1965. That com-
muniqué read, in part, as follows:

"5. The Ministers and Governors noted in particular
that the deficit in the U.S. balance of payments which
had for years been the major source of additional
reserves for the rest of the world is being corrected
and that the United States has expressed its determi-
nation to maintain equilibrium in its balance of
payments, They welcomed this development in the
United States international payments position which
in itself contributes to the smooth functioning of the
international monetary system. At the same time, they
concluded that it is important to undertake, as soon
as possible, contingency planning so as to ensure
that the future reserve needs of the world are
adequately met.

6. TheMinisters and Governors recalled the mandate
given to their Deputies in October, 1963, to 'under-
take a thorough examination of the outlook for the
functioning of the international monetary system and
of its probable future needs for liquidity’. They noted
that their Deputies had submitted to them an interim
report on these problems in July, 1964, and had
arranged for a detailed examination of wvarious
proposals for the creation of reserve assets by a
Special Study Group. The report of this Group, which
has now been published, will facilitate, through its
exposition of the elements necessary for the evaluation
of wvarious proposals for reserve creation, the
acceleration of the work of contingency planning.

7. Therefore, as the first phase of contingency
planning, the Ministers and Governors gave instruc-
tions to their Deputies to resume on an intensified
basis the discussions which were the subject of the
Annex to the Ministerial Statement of August, 1964,
The Deputies should determine and report to Ministers
what basis of agreement can be reached on improve-
ments needed in the international monetary system,
including arrangements for the future creation of
reserve assets, as and when needed, so as to permit
adequate provision for the reserve needs of the world
economy. The Deputies should report to the Ministers
in the spring of 1966 on the progress of their delibera-
tions and the scope of agreement that they have
found. During the course of their discussions, it would
be desirable for the Deputies to continue to have the
active participation of representatives of the Man-
aging Director of the International Monetary Fund,
and also of the Organisation for Economic Co-opera-
tion and Development, and the Bank for International
Settlements. The Swiss National Bank will also be
invited to continue to send its representative to the
meetings of the Group.

8. The Ministers and Governors recognized that the
functioning of the international monetary system

would be improved if major and persistent inter-
national imbalances would be avoided. They recalled
that, in their statement of August, 1964, the Ministers
and Governors had invited Working Party 3 of the
Organisation for Economic Co-operation and Develop-
ment to make a thorough study of the measures and
instruments best suited for achieving this purpose
compatibly with the pursuit of essential internal
objectives. They expressed the hope that Working
Party 3 would be in a position to make their views
known at about the same time as the Deputies of the
Group of Ten report to the Ministers and Governors.

9. The Ministers and Governors recognize that, as
soon as a basis for agreement on essential points has
been reached, it will be necessary to proceed from
this first phase to a broader consideration of the
questions that affect the world economy as a whole.
They have agreed that it would be very useful to seek
ways by which the efforts of the Executive Board of
the Fund and those of the Deputies of the Group of
Ten can be directed toward a consensus as to desira-
ble lines of action, and they have instructed their
Deputies to work out during the coming year, in close
consultation with the Managing Director of the Fund,
procedures to achieve this aim, with a view to
preparing for the final enactment of any new arrange-
ments at an appropriate forum for international
discussions.”

2. Our discussions represent a sequel to those
which resulted in our Report to the Ministers and
Governors of July, 1964, and in the Report of the
Study Group on the Creation of Reserve Assets.
In our Annex to the Ministerial Statement of
1st August, 1964, we set out the major elements
of the present international monetary system
and the way in which it functions. We noted,
among other things, that the monetary system is
in constant evolution and that it has shown great
capacity for adapting itself to changing circum-
stances. We also noted the increasingly close
co-operation between central banks and the
development of short-term credit facilities as
significant features supporting the system. This
capacity for adaptation has permitted it both to
withstand successfully intermittent periods of
considerable strain and to accommodate un-
precedented growth.

3. Nevertheless, as indicated in our earlier
report, the system is confronted with certain ac-
tual or potential problems. These can be grouped
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under three main headings: (1) insufficient
effectiveness of the adjustment process, (2) the
risk of instability resulting from shifts between
reserve assets, (3) the probable inadequacy of
gold and reserve currencies as a source of new
reserves in the future.

4. As to the first problem, our report of August
1964 stressed that the smooth functioning of the
international monetary system depends on the
avoidance of major and persistent imbalances.
It would be impossible, and inappropriate, to
attempt to eliminate imbalances entirely; re-
serve movements up and down can serve to
cushion the effects of divergencies in national
economic developments which are inevitable
and often desirable. But, large and prolonged
imbalances often have undesirable repercussions
on the economies of the partner countries.
Moreover, such imbalances can foster doubts
about the stability of exchange rates and the
effectiveness of government policies and ulti-
mately threaten confidence in the payments
system as a whole. The speed and efficiency of
adjustment policies in correcting payments
imbalances also influence the need for inter-
national reserves. In view of the importance of
this problem, Working Party 3 of the O. E. C.D,
was invited by the Ministers and Governors of
the Group of Ten to examine possible improve-
ments in the adjustment process and to report
at about the same time as the present report is
submitted.

5. As to the second problem, a system in which
gold and foreign exchange reserves exist side
by side and can be freely exchanged into one
another entails certain risks of instability; in
particular, shifts may occur from one currency
into another or from currencies into gold. Not
all such shifts are destabilising; but where they
are due to, or give rise to, confidence move-
ments out of reserve currencies they can put
strains on the system. We have considered
various suggestions for dealing with such strains.
These suggestions are outlined in chapter II of
our report.

6. As to the third problem, our report of 1964,
which stressed the importance of maintaining
the established price of gold, indicated that the
growth in the stock of monetary gold has not
been, and is not expected to be, adequate to meet

the reserve needs of the international monetary
system. In the past, official needs for reserves
beyond those served by gold have been met in
the main by increases in official holdings of
reserve currencies, especially U. S. dollars. For
avariety of reasons, further substantial increases
of dollar reserves are unlikely to occur and in
our view it would indeed be undesirable that the
increase in the external short-term indebtedness
of the U. S. should continue as in the recent past.
Paragraph 7 of our mandate therefore specifi-
cally instructed us to determine what basis of
agreement could be reached on arrangements
for the future creation of reserve assets as and
when needed. We have accordingly studied
ways in which the responsibility for meeting
overall reserve needs could be more widely
shared and in which those needs could be met in
a more deliberate and systematic way than
hitherto, rather than being left to the outcome
of individual countries’ balance-of-payments
deficits.

7. Insodoing, wewere able to start from agreed
basic ideas, which had in part already found
expression in our 1964 report and in the 1965
report of the Study Group on the Creation of
Reserve Assets. Briefly stated, these ideas are
the following:

(a) There is at present no general shortage of
international reserves.

(b) It is, however, likely that a need for larger
international liquidity will develop in time,
which might call for the creation of new or
additional international reserve assets.

(c) There is no single, unique manner in which
the growing requirements for liquidity have
to be met.

(d) Inthepasttheneed for international liquidity
has been met by improving credit facilities,
as well as by additions to reserves. In the
future, credit facilities can no doubt continue
to play a constructive role, but their use can
be only a partial and temporary substitute
for reserves which are at the full disposition
of the country holding them,

(¢) We have been exploring arrangements
wherebynew reserve assets could becreated

not in connection with balance-of-payments (

2
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deficits of individual countries, but by delib-
erate decision on the basis of global reserve
needs.

(f) We have been aware that the problem of
ensuring a proper supply of international
reserves is of interest and concern to all
countries of the international community.
We have, therefore, from the beginning
taken account of the needs of all countries.
In doing so, we have treated reserve creation
as a problem distinct from the provision of
capital for developing countries.

8. We are conscious that deliberate creation of
new reserve assets represents a bold venture.
The possibilities are numerous, the pitfalls are
substantial and the consequences weighty. One
member indeed expressed the view that, in the
present imbalance of world payments, it would
be inadvisable to formulate a complete and

detailed plan which could be adopted in case a
shortage of reserves should occur; this member,
therefore, felt unable to participate in the discus-
sion of the technical aspects of reserve creation.
Most of us feel nonetheless that it would be
prudent to embark on full-scale contingency
planning now. Failure to anticipate future needs,
especially when new territory has to be explored
and the length of time required to set in motion
new arrangements is inevitably great, could
place strains on the payments system.

9. In their Mandate, Ministers and Governors
have indicated (paragraph 9) that as soon as a
basis for agreement on essential points has been
reached among the Ten, it will be necessary to
proceed from the first phase of discussions in the
Group of Ten to a broader consideration of the
questions that affect the world economy as a
whole.

II. Possible improvements in the present system

10. In response to our mandate, we review in
this chapter possible areas of agreement with
respect to improvements in the international
monetary system, otherthan future reserve asset
creation. The question of reserve asset creation
will be dealt with in subsequent chapters. We
agreed that promising areas for improvement of
the present system lay in the field of the adjust-
ment process and of multilateral surveillance.
Furthermore, we examined possibilities for im-
provement regarding certain aspects of reserve
policies and I.M.F. practices and procedures
in relation to quasi-automatic drawing rights.
Finally, recognising the growing role of short-
term credit facilities in the functioning of the
system, we agreed to keep such facilities under
review for their potential further contribution.
The possibility of special long-term loans of
reserves was also considered.

11. On balance, it was generally agreed that
improvements in these areas might be potentially
useful and that they deserved further study. By
contributing to the smoother working of the
system they might, furthermore, in some respects
lessen the demand for additional reserves. Never-
theless, they cannot beregarded as an alternative

to new reserve asset creation or take precedence
over contingency planning. Nor of course should
contingency planning for reserve creation be
regarded as a substitute for, or take precedence
over, progress in improving other aspects of the
existing system.

1. Improvements in the adjustment process

12. We have not sought to anticipate any of
the findings of Working Party 3 in its broad
study of the adjustment problem. We do, how-
ever, wish to highlight the importance of the
adjustment process and of the need for improve-
ments in adjustment policies by both deficit
and surplus countries in order to assure the
smooth functioning of the international mone-
tary system. Insufficient adjustment efforts by
deficit countries may put an undesirable burden
on the real resources and monetary stability of
other countries and thereby contribute to infla-
tionary tendencies in the world. On the other
hand, the absence of appropriate efforts by
surplus countries towards reaching equilibrium
may result in a large-scale accumulation of re-
serves by these countries, leading to deflationary
and restrictive international policies elsewhere.

3
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13. Persistence of such disequilibria could
clearly endanger the soundness of the inter-
national monetary system. This is particularly
true of large and prolonged deficits of reserve
currency countries which may give rise to
uncertainty and doubts as to the stability of the
system as a whole. On the other hand, a harsh
and abrupt adjustment process could endanger
the objectives we all share for the growth and
stability of the world economy. We have recog-
nised that the supply of international reserves
has a bearing on the functioning of the adjust-
ment process. Indeed, in assessing the need for
reserves, this relationship is highly relevant.

2. Strengthening of multilateral surveillance

14, In their Statement of 1st August, 1964, the
Ministers and Governors decided to institute a
procedure for multilateral surveillance of the
ways and means of financing external surpluses
and deficits of Group of Ten countries, compre-
hending the various elements of international
liquidity, both official and private, that are
available or used for this purpose. This decision
was based on recognition of the fact that the
way in which balance-of-payments deficits and
surpluses are financed has implications for
countries other than those directly concerned.
It also took account of the fact that a significant
development of the system during the last few
years has been the emergence of a wide range
of bilateral and multilateral credit facilities,
intended mainly to cope with speculative move-
ments and sudden pressures.

15. This procedure for multilateral surveillance
came into operation late in 1964. Since then it
has been in constant evolution and has proved
itself to be useful, in addition to the consultations
that take place within the ILM.F,, in judging
international monetary trends, both in individual
countries and from a more general point of
view. Its starting point is the statistical infor-
mation which participants provide every month
confidentially to the B.I.S. on their external
monetary positions. This informationis regularly
reviewed both at the B.I.S. and in Working
Party 3 of the O.E.C.D., and it gives participants
a clearer and more up-to-date view of events
in this field than they had in the past. At the
same time, it helps them in forming a collective
judgment on developments in individual coun-

4

tries of the Group, as regards both the methods
used to finance external surpluses and deficits
and the trend of their overall balance-of-pay-
ments positions. As such, it should strengthen
the self-discipline of countries participating in it.
Furthermore, and because of the importance in
international monetary affairs of the partici-
pating countries taken as a group, multilateral
surveillance has proved useful in understanding
and assessing the working of the monetary
system as a whole.

16. We are in agreement that the processes of
international consultation, including particularly
those of multilateral surveillance, will have an
increasingly important role to play in future
international monetary co-operation. We sug-
gest that their functioning should be strength-
ened, and it is widely felt that multilateral
surveillance has a useful function to perform
by providing for the periodical review of policies
with regard to traditional reserve assets. Fur-
thermore, a future decision to proceed with the
deliberate creation of new reserve assets would
call for collective judgments and decisions,
arrived at in the appropriate bodies specified in
the contingency plan, as to global reserve needs.
Such judgments would be facilitated by the
experience gained with the existing multilateral
surveillance procedures. It was also suggested
that, should a new reserve asset be introduced,
the fears sometimes expressed regarding its
possible impact on holdings of existing reserve
assets could be allayed by agreeing, at least
during a transitional period, on some under-
standings concerning reserve policies within
the framework of multilateral surveillance.

3. Lessening possible strains on the international
monetary system

17. The foreign exchange element in reserves,
which within the Group of Ten consists mainly
of dollar holdings, has grown considerably in
the course of the last decade and represents an
appreciable part of total official reserves. While
it has been recognised that the contribution of
dollar holdings to the growth of reserves is
unlikely to continue as in the past, it has been
felt that a sudden and massive contraction would
impair the stability of the international mone-
tary system. Such strains on the system could
result from, or take the form of, sudden and
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appreciable increases in countries’ gold ratios,
or movements of funds from low gold ratio to
high gold ratio countries. Various proposals
were put before us with a view to minimising
such strains, in full recognition that they would
not deal with all the fundamental causes under-
lying such strains.

(a) Harmonisation of reserve policies

18. One proposal put forward would involve
a very gradual approach, within the framework
of strengthened multilateral surveillance, to-
wards harmonising members’ practices relating
to the composition of their reserves, in particular
as regards the gold element. According to this
proposal, high gold ratio countries would settle
deficits mainly in gold and accumulate surpluses
mainly in other reserve assets, whereas low
gold ratio countries would do the opposite. In
this way, members would make an effort to
narrow down the existing discrepancies between
their gold ratios by bringing each individual
ratio, progressively and by stages, towards a
band established around the average ratio of
the Group. In view of the use of its currency as
a reserve asset by other countries, participation
of the U.S. in a harmonisation scheme would
call for further study.

19. This proposal has not found general accept-
ance in the Group. Some members, while con-
curring in the objectives of this proposal, con-
siderthat its administration would raise practical
difficulties and that it would interfere unduly
with the freedom of choice of monetary author-
ities as regards the composition of their reserves.
Several members pointed out, however, that in
the longer run some understanding with regard
to the composition of reserves would become
necessary in any case in order to adjust reserve
policies to the declining share of gold in total
reserves which will inevitably come about.

(b) Other possible arrangements

20. A second proposal, by another member,
envisages that a new reserve asset might be
used not only in order to satisfy additional
reserve needs but also to prevent the existing
stock of reserves from shrinking. According to
this proposal, there should be full freedom to
convert any part of existing reserve currency
balances into the new asset through a Trust

Account, which would issue supplementary re-
serve units in return for them. The facility should
not, however, become a means of financing
deficits of the reserve centres themselves. Sev-
eral members of our Group expressed doubts
about this proposal.

21, It was widely felt that progress towards
the aims which have prompted the proposals
under (a) and (b) above and which most members
of the Group would share, could be achieved
by periodical review of reserve policies within
the framework of strengthened multilateral
surveillance.

4. Improvement of the quality of existing reserve
positions in the Fund

22. As a consequence of the increase in the
operations of the International Monetary Fund,
net creditor positions in the Fund of member
countries whose currencies are drawn from the
Fund, either under quotas or under the G.A.B,,
have been rapidly increasing over the past few
years. "Reserve Positions in the Fund", which
include these creditor positions and gold tranche
drawing rights, amounted at the end of 1965 to
about § 5'/: billion, of which § 4!/2 billion, or 84
per cent, were held by members of the Group
of Ten.

23. As was already noted in the Annex to the
Ministerial Statement of 1st August, 1964, and
elaborated in the Report of the Study Group on
the Creation of Reserve Assets, gold tranche
positions, which represent quasi-automatic draw-
ing rights on the Fund, have many of the qual-
ities of a reserve asset. They have also been
included inthe statistics of reserves as presented
by the Fund and the Deputies. They do not,
however, have all the characteristics thatseveral
members would think desirable in order for
them to be counted as owned reserves together
with gold and reserve currencies, It was there-
fore suggested to us that their nature and char-
acteristics should be improved so as to make
them acceptable to all countries as fully-fledged
reserve assets. It was felt by some members that
this would facilitate not only the inclusion of
Fund reserve positions in countries’ official
reserves, but also their development as an
instrument for deliberate reserve creation should
the need arise.
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24, It was suggested to the Group that gold
tranche positions could be improved by changes
in their juridical status (namely their liquidity
and unconditionality) and in their presentation
in the accounts of the Fund (so as to reflect the
international unit of account implicit in the
Articles of Agreement), as well as by measures
to facilitate their use (e. g. in the field of service
charges, conditions of convertibility into na-
tional currencies, transferability and repurchase
obligations). It was further suggested that the
“super gold tranche” (i. e. that part of the gold
tranche position which comes into being through
the Fund's net use of a member's currency for
other members’ drawings) should carry a rea-
sonable remuneration.

25. Whilefull automaticity, changesin account-
ing procedures and transferability of Fund
reserve positions might raise problems (e. g.
requiring a change in the Fund's Articles, or
interfering with the Fund's established policies
on the selection of currencies to be drawn), and
doubts were expressed as to the feasibility or
desirability of some of these proposals, the
Group was of the opinion that it was worthwhile
to pursue them and it was suggested that the
Fund should examine them further.

5. Short-term credit facilities between
monetary authorities

26. As the international monetary system
evolves and the volume of freely transferable
private funds increases, there will be a contin-
uing need for official short-term credit facilities
to help provide stability to the payments system.
The principal existing network of reciprocal
credit (or “swap"”) arrangements extends be-
tween the U.S. authorities and the monetary
authorities of a number of other countries. These
facilities have been utilised from time to time, in
both directions, in response to short-term vari-
ations in payments flows between the United

States and other countries and on some occasions
have been called into play in response to swings
in payments not involving the United States.
A further refinement and extension of existing
facilities are possible. Such a development might
take the form of one or more additional swap
networks. The most recent development in this
field has been the arrangements, announced in
June, 1966, between the Bank of England, other
central banks, and the B.1.S.

27. Whatever form they take, it is important
that such credits be of a short-term nature and
that they be used only when it appears likely
that the flows to be offset are of a temporary
and reversible character; information on the
availability and use of such credit should con-
tinue to be fully and regularly communicated
to other participants and discussed within the
framework of multilateral surveillance, under
the agreed procedures described in paragraph 15.

6. Long-term loans of reserves

28. The Annex prepared by the Deputies in
1964 noted that, while countries are ordinarily
expected to overcome balance-of-payments
difficulties within a reasonably short period of
time, there may be exceptional cases where
longer-term lending for monetary purposes on
an ad hoc basis, by members of the Group of
Ten, might be in the general interest. Although
in the two years since the 1964 Report no such
loans have been made, occasions may arise when
the interests of the international community
would be served by a loan of reserves from
countries which have built up substantial re-
serves to a country whose reserves are not
large enough to handle within a short period
of time the various demands that might be made
upon them. It was agreed that, while there was
no need for immediate action, it might be useful
to examine further the problems involved in
such long-term loans.
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III. Deliberate reserve creation

A. General principles

1. The need for reserves

29. Provision for adequate growth of monetary
reserves is of major importance to the monetary
system and to the world economy. Reserves can
be and are supplemented by short-term credit
facilities arranged by monetary authorities, and
by short- or medium-term credit facilities through
the International Monetary Fund; any future
assessment of reserve needs will have to take
into account the availability of such credit facil-
ities. But these facilities, important as they are,
cannot be a complete substitute for owned
reserves. Countries will wish to hold a signifi-
cant stock of unconditional liquid assets on which
they are able to count unquestionably and under
all circumstances. Such a stock of reserves is
generally thought indispensable, not only to
allow time, in case of an adverse balance of
payments, for corrective measures to have their
full effect, or until foreign credits can be nego-
tiated, but also as a basis for keeping trade and
payments free from restrictions and for main-
taining international confidence in the currency
in general. Very often countries are able to
obtain foreign credit only if they have a rea-
sonable amount of reserves.

30. It is the global need for reserves with
which we have been concerned. We use the
word ‘“global” in two senses: first, to take
account of the interest in this problem not only
of the Group of Ten, but also of other countries;
second, to direct attention not to the reserve
needs of specific countries in particular deficit
situations, but to the provision of adequate
monetary reserves for the system as a whole.

31. Although factors such as regional integra-
tion, improvements in the adjustment process,
and equilibrating capital flows could, over a
long period, lead to an economy of reserves, we
expect that the global needs of the world will
increase over time, for the following reasons:

(I) The secular growth of world trade and
payments is likely to be accompanied, on
average, by larger swings in payments
imbalances (at least in absolute amounts).

() Partly for this reason, but also for more
general reasons, most countries will try to
achieve an increase in their reserves over
time, whereas no country appears to be
willing to accept a secular decline in re-
serves; the United States, which has been
an exception to this latter statement, can no
longer be expected to take this position.

32. We turn now to the prospects for the future
supply of reserves. Gold going into monetary
stocks has become a shrinking proportional
addition to total reserves. Over the decade to
1964, the annual increase in official world gold
stocks has averaged about § 600 million, which
provided about one third of the average annual
increase in official reserves. In 1965, it shrank
to § 250 million. For a number of years, the
United Stateshas provided a large partof reserve
additions to the rest of the world in the form of
gold and dollars. But, as noted in paragraph 6,
a continuance of large U.S. deficits must be
ruled out as a source of future reserves for the
rest of the world.

33. On the basis of these considerations, we
have come to the conclusion that the supply of
reserves from traditional sources — gold and
reserve currencies — is unlikely to keep pace
with legitimate demands, at any rate in the long
run. Supplementary means are therefore likely
to be needed in order to provide for an adequate
secular growth in world reserves. One of us,
however, in view of the uncertainty that inevi-
tably exists concerning the future evolution
both of global needs and of the overall supply
of reserves, was prepared to accept the notion of
a shortage of reserves sometime in the future
only as a legitimate working hypothesis.

34. As regards determining the optimum rate
of growth of reserves, we recognise that there
is no satisfactory quantitative formula at hand.
No direct proportionality between the need for
reserves and the growth in the volume of world
trade and payments can be established, espe-
cially in the short run. Nor, for a variety of
reasons, would a projection of the tendencies
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noted in the recent past provide an accurate
guide to the desirable rate of growth in reserves
in the future. On the one hand, the postwar
growth in reserves of countries other than the
United States and United Kingdom represented
partly a reconstitution from what were unusu-
ally low levels; moreover, during recent years,
the growth of reserves in some parts of the
world has been felt by a number of countries to
have been more than adequate, an impression
supported by the inflationary tendencies that
have prevailed. On the other hand, the decline
in the United States reserves, which made
possible much of the reconstitution of reserves
elsewhere, has largely run its course. No firm
conclusions, then, can be drawn from examining
this past experience. Nevertheless some of our
members consider it significant that over the
recent past the growth of reserves, even for
Group of Ten countries excluding the United
States, has lagged far behind the expansion of
international trade.

35. Nor will it be easy to evolve qualitative
criteria for a collective judgment on the need for
additional reserves in the future. Nevertheless,
despite the difficulties involved, some of us
think it important to pursue the investigations
into this subject with the aim of arriving at a
generally agreed set of principles. The problem
of evaluating the reserve needs for a certain
period ahead is, in many respects, similar to
that of evaluating the need for conditional
liquidity at five-year intervals on the occasion
of the quinquennial review of members' quotas
in the I.M.F., as provided for in the Articles of
Agreement of the Fund. Some other members
questioned whether it will be possible to arrive
at a common judgment regarding such criteria,
as member countries may differ considerably
in the relative weight that they would attach to
various factors. They consider that an analysis
of the decisions taken will in the course of time
provide precedents, derived from the test of
actual experience, from which criteria can be
developed.

36. We have not, at the present stage, gone
into this question in more detail. We wish, how-
ever, to stress that, even without more elaborate
calculation and estimates and in spite of the
difficulties and uncertainties involved in any
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evaluation of the need for reserves, it may
safely be said that the additions to the stock of
world reserves to be expected from gold alone
will in all likelihood be insufficient to meet
global requirements over time. As we noted in
paragraph 32, the annual increase in gold re-
serves has averaged about $ 600 million over
the decade to 1964, a figure which is less than
1 per cent of total world reserves of § 70 billion.
Thus, a global shortage of reserves calling for
deliberate reserve creation is a contingency
with which we must reckon, even if it is at
present uncertain when it will arise.

2. The aims of deliberate reserve creation

37. As has already been said in chapter I, we
are agreed that deliberate reserve creation
should be neither geared nor directed to the
financing of balance-of-payments deficits of
individual countries but rather that it should
provide for the global needs of the system. This
implies distribution of additional reserve assets
to all participating countries in accordance with
an agreed general formula. The direct purpose
would be to permit countries to achieve adequate
secular growth in reserves, without relying on
deficits of individual countries, in particular the
reserve centres. This in turn will facilitate the
achievement of wider aims.

38. One of these wider aims, in our view, is the
maintenance of overall monetary stability in
the world. A general shortfall in the supply of
reserve assets may lead to widespread deflation-
ary tendencies, damaging controls on trade and
payments and unstable exchange rates. On the
otherhand, an excessive supply of reserve assets
may weaken the constraints on domestic eco-
nomic policies and thereby contribute both to
inflationary pressures and to persistent payments
imbalances. The supply of reserves should there-
fore be such as to promote a proper functioning
of the adjustment process.

39. Another aim is the maintenance of confi-
dence in the international monetary system in
general, and in particular in the capacity of the
monetary authorities to maintain control over
the provision of reserves. This implies, on the
one hand, that they should be seen to be able
to prevent a serious shortage of reserves from
developing; on the other hand, there must be
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adequate safeguards to prevent risk or appre-
hension that such a new instrument might be
misused. It was widely felt in our Group that the
drawing-up of a convincing scheme, combined
with improved adjustment processes, might lead
to less hoarding of gold and thus reduce the
quantity of new reserve assets needed.

40. We are agreed that deliberate reserve
creation is not intended to effect permanent
transfers of real resources from some countries
to others. We are furthermore agreed that, since
we are dealing essentially with the problem of
secular additions to world reserves, it follows
that the deliberate provision of reserve assets
should not be adjusted to short-term fluctuations
in the international level of demand. Indeed, by
itsverynature it cannot be used as an instrument
for short-term “demand management” on an
international scale. Variations in the global
supply of reserves, at least when they do not
originate in large deficit and surplus positions,
do not usually have effects on the international
level of demand in the short run.

3. Creating reserves on the basis of a trend

41. In view of the foregoing, we consider it
advisable that decisions on the amount of re-
serves to be deliberately created should be taken
for periods of some years ahead. Such decisions,
even though subject to possible revision within
certain limits, (e. g., in situations when actual
additions to monetary gold differ widely from
those anticipated at the time the decision was
taken) would help to strengthen general confi-
dence in the system and would in particular
allow the gold and exchange markets to operate
on the basis of more certain expectations.

4. Role of the . M. F.

42. Most membersbelieve thatreserve creation
should be carried out within the International
Monetary Fund or in close association with it.
The Fund already undertakes a number of func-
tions in support of, and it has come to play an
increasingly large role in, the world's monetary
system, Its most important present function is
the provision, under adequate safeguards, of
short- or medium-term facilities for countries in
balance-of-payments difficulties. The role of the
Fund in any future reserve creation scheme

could have two main aspects: one relates to the
creation and/or use of new reserve assets, the
other to the process of decision-making, to both
of which we shall return later in this Report. If
the Fund were to undertake important new re-
sponsibilities in connection with the deliberate
creation of reserves, this function should be kept
distinct from its traditional function as a source
of conditional credit.

5. Allocation of newly created reserves

43. As stated in paragraph 37, there is general
agreement that distribution of additional reserve
assets should take place in accordance with an
agreed general formula. Most members consider
that allocations of newly created reserve assets
should be determined on the basis, either of
I.M.F. quotas, or of I. M.F. quotas plus G. A.B.
commitments, or of a formula similar to the one
on which present I. M. F. quotas are based.

6. Contingency planning

44, 'We are in agreement that there is no global
shortage of reserves at the present time and that
no immediate action to create reserves is called
for. In our discussion of how to proceed in the
future we have therefore drawn a distinction
between planning for the contingency that most
of us visualise and activating, at a later stage,
any systematic procedure for deliberate reserve
creation.

45. Most members consider that, while the
precise moment for the activation of reserve
creation is not clearly discernible at present, it
would be prudent to establish a contingency
plan now. A contingency plan, of course, implies
not only basic agreement on the various ele-
ments involved, but also a possible combination
of those elements into a plan that would estab-
lish the broad lines of appropriate institutional
arrangements for eventual parliamentary ratifi-
cation”).In support of the view that it is essential
to proceed with the development of a contin-
gency plan in the sense set forth above, several
reasons have been advanced.

(a) The prospective imbalance between the
aggregate world demand for reserves and
the supply requires that assurance be given

*) A brief description of the main schemes put before us is given
in Annex I to this report.
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to the world that the monetary authorities
are determined not to let a potential short-
age of reserves disrupt the world economy
in general and the international monetary
system in particular. Such planning, when
successfully completed, should discourage
speculation and hoarding of gold by dis-
pelling uncertainty as to this disparity be-
tween demand for and supply of reserves.

(b) Even after full agreement on a contingency
plan, the process of legislative approval by
a sufficient number of countries to make the
plan effective could easily require a year or
two.

(c) The absence of a coherent and well-prepared
contingency plan might force resort to hasty
and ill-considered measures.

46. One member, while not excluding the pos-
sibility that there might be an insufficiency of
reserves in the long run, considers that con-
tingency planning, in the sense of trying to reach
agreement on all the major elements of a scheme,
would at the present time be inadvisable and
even risky.

(@) In the view of this member the Group does
not, at the present time, have sufficient expe-
rience of collective decisions in international
monetary matters to enable it safely to
manage a scheme for the deliberate creation
of reserves. Before taking such a step, it
would be necessary to ascertain what the
practical possibilities of collective manage-
ment in this field are. From that point of
view, improvements in the multilateral sur-
veillance system and inthe adjustment proc-
ess would be obvious prerequisites.

(b) This member considers that, if contingency
planning were undertaken too long in ad-
vance, in circumstances which might prove
quite different from those prevailing at the
time when a definite need emerged, there
would be a great risk that the mechanism
provided would turn out to be ill-adapted or
unsatisfactory in actual use.

(c) Furthermore, this member considers that the
drafting of an international agreement for
the deliberate creation of reserves would, in
present circumstances, give rise to an irre-
sistible temptation to activate the agreement
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prematurely. He feels that the prevailing
tendencies in both reserve currency coun-
tries and developing countries make it un-
likely that the activation of an agreed scheme
could in practice be deferred until a real
need for additional reserves arose.

(d) This member considers that the present diffi-
culties of the international monetary system
are due not to the likelihood of a shortage
of reserves in the near future but to the per-
sistent imbalances of the reserve currency
countries. If the problem of creating new
reserve assets were given precedence over
other, more necessary, reforms, the author-
ities in those countries would find it harder
actively to pursue their current efforts to
eliminate their balance-of-payments deficits;
in particular, their action in this field would
be hampered by the presumed availability
of new financing facilities. Far from helping
to reinforce confidence, then, contingency
planning at this stage might further delay
necessary adjustments and thus aggravate
the insecurity and instability of international

payments.

This member therefore believes that contin-
gency planning, in the sense accepted by the
majority of the Deputies, is premature and that
it could even prove inopportune if decided on in
circumstances widely different from those taken
into account by the Ministers and Governors
in September 1965 when they contemplated a
prompt redressment of the U.S. balance of pay-
ments. This member nevertheless considers that
the Group of Ten should keep the problem of
global needs under constant review, and that it
should continue to analyse the possible solutions
and to specify the various elements that would
need to be taken into consideration if and when
it should become necessary to set up a reserve
creation mechanism.

7. Activation

47. All those members who think it desirable
now to undertake contingency planning agree
that it is essential to distinguish very clearly
between the working out of a contingency plan
and the activation of that plan. It is their belief
that a decision to activate can only be taken on
the basis of a general assessment of the situation
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and that it will be necessary to establish in ad-
vance a definite procedure for taking such deci-
sions. An established procedure for reserve
creation would, in any case, be necessary before
the requisite legislative action could be taken in
most countries.

48. It is agreed that activation should not take
place unless it was decided, on the basis of a col-
lective judgment, that a clear need for reserves
would arise in the near future. In making this
judgment, the availability of other elements of
liquidity, as well as the aims of deliberate re-
serve creation set out in paragraphs 37-40
would be taken into account. Moreover, we are
agreed that the circumstances in which a deci-
sion to activate a contingency plan could appro-
priately be taken should include:

the attainment of a better balance-of-pay-

ments equilibrium between members;

the likelihood of a better working of the
adjustment process in the future.

49. The process of reaching this collective
judgment on activation would have three main
elements:

first, the regular and periodic evaluation of
the factors bearing upon the basic long-term
need for reserve growth;

second, the formulation of a proposal on the
timing and amount of new reserve creation;
and

third, decisions taken in appropriate forums
and under specified voting procedures.

The same elements are relevant to subsequent
decisions on reserve creation. We shall return
to this matter of decision-making later in our
report.

50. There was not unanimous agreement on the
necessity to set out now a full-scale contingency
plan. Those members, representing all but one of
us, who consider it prudent to do this, proceeded
to study the practical means by which reserves
could be deliberately created. The member who
considers that such contingency planning is pre-
mature refrained from participating in the dis-
cussion and drafting of the remaining paragraphs
of this chapter.

B. Elements to be considered in contingency planning

1. Nature and form of new reserve assets

51. Any new reserve asset would be held only
by monetary authorities and would, therefore,
not be an instrument for direct official inter-
vention in the exchange market. It is generally
assumed that the existing system of market
intervention, whereby a country's foreign ex-
change deficit is normally covered by the central
bank selling U.S. dollars in the market, would
in any case be preserved. The normal use of a
new reserve asset, whatever form it might take,
would therefore consist in transferring it to
another country in exchange, directly or indi-
rectly, for dollars.

52. The two basic forms of reserve asset that
we have considered are drawing rights and re-
serve units. Whichever of these forms the asset
might take, it would always essentially represent
the right to obtain currencies from other partici-
pants through an automatic giving and receiving
of credit. Although drawing rights and reserve

units have distinctive attributes, as noted below,
it was recognised that at the margin their charac-
teristics tend to merge. If drawing rights were
made directly transferable (which would not be
possible under the present procedures of the
Fund) they would be rather similar to units. And
units that involved guided transferability by an
agent would be rather close to drawing rights.
Nevertheless most members see significant dif-
ferences in the manner of transferring reserve
units and drawing rights and especially in the
attitudes of monetary authorities and of the gen-
eral public toward the two types of assets.

53. Deliberately created drawing rights would
be used in a similar way to gold tranche drawing
rights under I.M.F. procedures and would pre-
sumably be subject to policies similar to those
that govern the selection of currencies to be
drawn from the Fund. Currencies drawn would
be provided by lines of credit from member
countries and, as these lines of credit were used,
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the country providing its currency would accu-
mulate additional drawing rights. The similarity
of the proposed new drawing rights to existing
claims on the Fund is a feature that recommends
them to those members that stress the desira-
bility of building on the familiar drawing tech-
niques of the Fund.

54. Reserve units would, at least in normal cir-
cumstances, be directly transferable between
participants in exchange for their currencies,
which in turn would ordinarily be converted into
dollars for use in the exchange market. Such
reserve units would, it was thought, be more
in line with the reserve assets traditionally held
by monetary authorities and would be more
readily seen by them, by the markets and by
the public at large as a supplement to gold. In
the longer run, when countries might be holding
a substantial part of their total reserves in the
form of new reserve assets, units might be more
suitable than drawing rights. As to the technical
way in which the unit accounts might be estab-
lished, two possibilities were mentioned: one is
deposits, and the other an overdraft facility, in
the books of an agent. Advantages were claimed
for each.

55. Preferences for units or for drawing rights,
or for some combination of the two, tend to be
associated not only with their particular at-
tributes but also with members’ views about
other features of contingency planning, espe-
cially the scope and nature of participation by
countries in reserve creation.

2. Participation

56. We have considered the size and com-
position of the group of countries which is to
participate in a scheme for the deliberate crea-
tion of new reserve assets. Participation has
three aspects: participation in drawing up the
scheme and in subsequent decision-making, par-
ticipation in the distribution of reserve assets,
and participation in the obligation to accept and
hold (and, in the event of liquidation, to redeem)
reserve assets. Any arrangements made must
conform to two important realities: first, that the
aim of deliberate reserve creation is to meet the
reserve needs of the world as a whole; and,
second, that a particular responsibility for the
successful working of any scheme must in prac-
tice rest on the major countries with a key role
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in the functioning of the international monetary
system.

57. For reasons given in paragraph 54, most of
us consider that a reserve unit should be brought
into existence. Indeed several members consider
that the deliberate creation of supplementary
reserves should, for the main industrial coun-
tries, take the form exclusively of units.

58. A number of arguments have been but for-
ward in favour of limiting participation in a
reserve unit scheme. Not all of these arguments
are accepted by all those of us who find a limited
group reserve unit scheme acceptable.

59. A first argument was that a reserve unit
scheme would consist of a network of mutual
financial obligations; but that, as there would be
no formal provisions for ensuring that countries
which made use of their allocations of units
should reconstitute them within a given period
of time, these obligations could only be under-
taken by a coherent group of countries. Partic-
ipants in such a scheme must be willing and
able to share the burden of temporary payments
disequilibria and of restoring equilibrium within
the framework of co-ordinated adjustment
policies. Such a framework already exists be-
tween the members of the Group of Ten and we
have proposed that it should be strengthened.

60. A second argument was that fullacceptance
of such reserve units requires that they be backed
by major trading and financial countries which,
in the event of liquidation or withdrawal, would
be able to convert them into other usable assets.
More generally, confidence in deliberately
created reserve units would be likely to be the
better maintained the more the units werelimited
to a coherent group of countries and the more
they were backed only by major trading and
financial countries.

61. A third argument was that countries, espe-
cially those which traditionally hold their re-
serves largely in gold, would find a reserve unit
more convincing as a supplement to gold if it
were created by a limited group of countries
which together hold a substantial amount of
gold.

62. Those of us who favour the creation of re-
serveunits by a limited group havenot, however,
suggested that the group should necessarily be
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restricted to the present Group of Ten. In their
view, participation should be based on agreed
qualifications, so that the group could be an
open-ended one. At the same time, they consider
that the group should not be too large and that
its membership should not be changed frequently.

63. Furthermore, all of us, including those who
favour a limited group reserve unit scheme,
recognise that a legitimate need for reserves can
arise for all countries and that, therefore, any
reserve creation scheme should also include
arrangements for countries outside the limited
group.

64. Those who favour the unit approach for a
limited group consider that the reserve needs of
non-group countries could be met either by
creating special drawing rights for them in the
LM.F. or by distributing units to them. In the
case of drawing rights, group countries would
extend lines of credit to the Fund in their own
currencies, to finance these facilities. Thus the
group members, as well as financing the reserve
unit scheme among themselves, would also
provide the necessary supplementary finance
for the facilities placed at non-group countries’
disposal. It was suggested that the Fund should
make a proportionate use of these lines of credit,
so that the group countries would share the
financing burden pro rata to the size of their
individual lines of credit. Some members held
that claims on the Fund arising out of the use of
these facilities by non-group countries should
not have the character of primary liquidity. If
units rather than drawing rights weredistributed
to non-group countries, group countries would
undertake to accept units from non-group coun-
tries. The latter would not necessarily undertake
acceptance obligations. The choice between the
two alternatives would be left over for the
second stage of discussions, when the views of
non-group countries would be available.

65. Anotherview on participation, that was put
to us and supported by some members and by
the Managing Director of the Fund, is that there
is no clear basis for distinguishing a priori be-
tween those countries that might, and those that
might not, be in a position to accept the obliga-
tions of a reserve-creating scheme. Many coun-
tries, in different stages of development and
throughout the world, have shown a willingness
and capability to meet a major requirement

underlying these obligations, namely, to achieve
over time a balance between external deficits
and surpluses; and indeed they have added to
their reserves. All countries should therefore,
according to this view, fully participate in the
decisions to create reserve assets and in their
distribution, and fully share in the responsibility
of being obliged to accept them.

66. Those who take this view favour the cre-
ation of new reserve assets jointly by and for all
Fund members on a uniform basis. It was
proposed to us that special reserve drawing
rights should be created in the Fund, financed
by special lines of credit to be provided by all
Fund members. Another proposal put before us,
based on this view, provides for the creation of
reserve units for all Fund members, each of them
undertaking the corresponding obligation to ac-
cept transfers of units under procedures and
rules to be established. It is recognised that in
such schemes, too, the main burden of financing
would rest with a relatively limited number of
countries whose currencies would be mainly
requested by the users of the scheme.

67. One member favours a solution which
would provide (a) reserve units for a limited
group of countries, together with facilities for
all other Fund members financed by the limited
group, and (b) special drawing rights for all Fund
members on a uniform basis, financed by lines
of credit extended to the Fund by each member.
This proposal is designed to combine the advan-
tages of a universal approach and an approach
involving different arrangements for different
groups of countries. The point was made that the
total amount of new reserve assets to be created
under this dual or combined approach would not
necessarily be different from that which would
be created under any alternative system.

3. Provisions for acceptability and use

68. Any new reserve asset would, of course,
enjoy a high degree of acceptability for each
individual member of the scheme owing to the
obligations of the other participating countries
to accept it. However, since the world will be
unaccustomed to it, there is general agreement
that such a new asset would have to have certain
additional features to enhance its acceptability.
Three general categories of provisions to ac-
complish this objective were discussed: a gold
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value guarantee, interest and provisions on
holding and use.

(a) Gold value guarantee

69. There was a consensus that new reserve
assets should, as a step towards assuring their
full acceptability, have a gold value guarantee.
It was assumed that if the assets took the form of
drawing rights created under the Fund's Articles
of Agreement, they would be covered by the
Fund's maintenance of value guarantee. There
was a consensus that in other cases a gold value
guarantee of the kind that attaches to claims
under the G. A.B. would be appropriate.

(b) Interest

70. We consider that interest should be paid
on new reserve assets, mainly in order to
encourage the holding of them as a supplement
to gold and reserve currencies. A number of
suggestions were made as to a rate that would
satisfy this objective, while not being so high as
to compete with that obtainable on reserve
currency holdings. Wedid not think it necessary
at this stage to reach an agreed view on these
matters.

(c) Holding and use

71. Proposals under this heading have the gen-
eral objective of enhancing the willingness of
monetary authorities to accept the new assets.
Some of them are also intended to serve other
purposes, such as promoting the working of the
adjustment process. (We return to this aspect
in paragraph 81 below.) Primary attention was
given to two basic techniques. One was a holding
limit under which a participant would not be
required to hold more of the new assets than an
agreed multiple of his cumulative allocation. The
other was to link the use of assets to the use of
gold or total reserves. Under a drawing right
scheme a participant's obligation to accept and
hold the reserve asset would be limited by the
size of the credit line which he would have to
provide to the Fund. Thediscussion of the above-
mentioned techniques, therefore, concerns main-
ly schemes which are based on units and not on
drawing rights.

72. It was suggested that a holding limit tech-
nique would make it possible for individual par-
ticipants to avoid acquiring a disproportionate
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share of the units. While no participant would
be required to hold them beyond his limit, the
obligation to accept them would continue.
Various suggestions as to the size of the holding
limit were put forward.

73. Those who favour holding limits recognise
that, in any reserve unit scheme with such limits
and in which the obligation to accept units would
continue beyond the limits, it would be neces-
sary to have agreed provisions as to what hap-
pens beyond the limits. Under one suggestion, a
participant acquiring units in excess of his
holding limit could continue to hold such units,
or, at his option, transfer them to an agent, who
would redistribute them among other partici-
pants in exchange for their currencies, on the
basis of appropriate criteria. While transfers
within the holding limits could take place freely
anddirectly without the intervention of an agent,
the proponents of holding limits were of the
view that the use of an agent to redistribute units
held in excess of holding limits would not be a
significantinterference with their transferability.
Another proposal was that excess holdings of
units be converted under an agreed formula into
gold provided by participants who are below
their limits. In both proposals, it is envisaged
that, as experience was gained in the use of
units, holding limits might over time be less
needed or even discarded.

74. One member who favours a holding limit
considers that this by itself would not suffice to
ensure orderly transfers of units and to avoid
making the acceptance obligations unduly
burdensome, He therefore suggested that there
should be an understanding among participants
according to which transfers would tend towards
an equitable distribution of units, among coun-
tries not in balance-of-payments difficulties,
broadly in proportion to other forms of reserves.

75. The second major technique of providing
for the acceptability of units would be a transfer
ratio linking the use of the reserve unit to gold.
In the scheme put before us each transfer of units
would be accompanied by an equivalent transfer
of gold. The participant receiving the units
could, if he wished, waive his right to receive
gold.

76. Anotherproposal, which would make partial
use of a transfer ratio, would not require it to be
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employed except by an individual participant
who had become a net debtor of the system to
an extent that reduced his holding of units to
some "lower holding limit"” expressed as a per-
centage of his cumulative allocation of units.
Below that limitany transfer of units would have
to be associated with a transfer of gold or other
reserve assets in a ratio which might be either
fixed or progressive.

77. Anothersuggestion wouldbe torequire that
the use of units be linked not to gold alone but to
gold plus other reserves. Some other possibilities
were also put forward, including the suggestion
that participating countries hold units broadly
in uniform proportion to the total of other re-
serves,

78. It was recognised that the use of newly
created units might have special implications
for reserve centres, arising out of the probability
that countries using units would normally want
to acquire dollars for operations in exchange
markets. Such countries would find it more con-
venient to sell units to the United States than
elsewhere, but the dollars so acquired could pass
to other countries that might wish to convert
them into gold. Various suggestions were made
for dealing with this problem. Under a system
of holding limits, it was suggested that a country
providing gold convertibility should have the
option to transfer units to other participants
directly against delivery of its own currency.
Under a gold transfer ratio system, such a coun-
try should have the option to convert its cur-
rency into gold and units at the transfer ratio.
It was agreed, as a general principle, that reserve
units should not be used solely to change the
composition of a member's reserves.

79. Proponents of a holding limit suggested
that this method of assuring the acceptability of
reserve assets was the one most consistent with
the objective of creating an independent reserve
asset. In their view, linking the use of new
assets to other assets and especially to gold
would have the following disadvantages: it
would compromise their standing as an independ-
ent and full supplement to gold; it would also
make for difficulties in the circulation outside
the limited group if that were desired; countries
would have a disincentive to use units when in
deficit, but would tend to use dollars instead,

and this could mean that the reserve centre,
although in equilibrium itself, would be faced
with conversions of dollars into gold by surplus
countries on a larger scale than would occur if
deficit countries were more willing to use units.
Furthermore, in this view, if a gold transfer ratio
were established, it would become more difficult
to convince the public that the world's monetary
authorities had been able to break their depend-
ence on new gold supplies for increases in re-
serves; in addition, countries outside the group
would be inclined to increase the proportion of
gold in their reserves, while countries inside the
group that maintain low gold ratios would have
to acquire additional gold in order to be in a
position to make desired use of reserve units.
For these reasons, there could be an increase in
demand for gold, which would tend to converge
on the reserve centre.

80. Those who favour a gold transfer ratio
consider that it would have the following advan-
tages: it would allow direct transfers of units
between participants without any guidance by
an agent; it would bring units nearer to an equal
footing with gold than would holding limits; and
it would make units more acceptable to mone-
tary authorities, and more convincing to the
market, as a supplement to monetary gold. In
their view the unit system would thereby dem-
onstrate beyond doubt that the monetary au-
thorities had been able to break their depend-
ence on new gold supplies for increases in re-
serves. Thus, one of the main factors that has
contributed to gold hoarding and that has given
rise to doubts about the long-run stability of the
established price of gold would disappear and
demand for gold could be expected to lessen.
Moreover, there are in their view no grounds
for expecting that a gold transfer ratio would in
other respects lead to additional demand for
gold. Countries outside the group, seeing that
group countries had broken their dependence
on gold, would have little reason to increase the
proportion of gold in their reserves. As regards
countries inside the group with low gold re-
serves, it was pointed out that they were in any
case not likely to be faced with a problem for
some years and that the problem could be met
when it arose by channelling new gold supplies
to these countries or by relatively modest gold
reshuffles. The proponents of a gold transfer

15

Digitized for FRASER
http://fraser.stlouisfed.org
Federal Reserve Bank of St. Louis



ratio are of course aware that over the longer
run the gold element in the ratio would have to
be lowered, since the relative share of gold in
world reserves would decline. In order to safe-
guard the United States’ gold stodk, they envis-
age that dollars presented to the United States
for conversion could be converted either into
gold (as at present) or fractionally (up to the
transfer ratio) also into units. Proponents of a
gold transfer ratio also consider that it would
tend to strengthen balance-of-payments disci-
pline for deficit countries.

81. Many members consider that, in order to
maintain full confidence in the operation of a
system of deliberate reserve creation, there
must be arrangements to prevent misuse of the
new assets and to lessen the risk of long-term
transfers of real resources. In their opinion it
would not be enough, given the uncertainties
mentioned in paragraph 34 with respect to the
quantitative assessment of reserve needs, torely
solely on the safeguard that new reserves will
be created in judicious amounts. They therefore
believe that it will be wise to provide for some
additional safeguards. The gold transfer ratio
discussed in the preceding paragraph would, in
the view of its proponents, be such a safeguard.
Other safeguards suggested were that reserve
drawing rights should be used pari passu with
an acquisition of currencies from the Fund,
either by means of a gold payment or by the use
of other available drawing rights; that countries
with drawings outstanding in their Fund credit
tranches should use their allocations of new
assets in the first place for repurchasing their
currencies from the Fund; and that persistent
debtor positions in new assets could be avoided
by rules concerning the average net use to be
made of the assets over a longer period.

82. Other members, while agreeing fully on
the need to improve the adjustment process,
believe that it would be inappropriate to attach
special disciplinary provisions to the use of
reserves that are designed to be unconditional.
Such special provisions would in their view be
inconsistent with the character of reserve assets,
the loss of which in any event imposes in their
opinion restraint on countries in deficit. Further-
more, they consider that the proposed conditions
on the use of reserves would be asymmetrical,
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since they would not impose corresponding
pressures on countries in surplus. Instead of
attaching built-in disciplinary restraints to the
use of new assets, these members would rely on
reserves being created in judicious amounts and
only in response to a collective judgment re-
garding global needs for reserves.

4. Decision-making

83. Organisational arrangements for decisions
on the activation of a contingency plan and for
subsequent decisions on reserve creation may
vary according to the type of scheme adopted.
Whichever scheme is adopted, it is essential that
the organisational arrangements for such deci-
sions should reflect the two principles outlined
in paragraph 56, namely, (a) the interest of all
countries in the smooth working of the inter-
national monetary system, and (b) the particular
responsibilities of a limited group of major coun-
tries with a key role in the functioning of the
international monetary system and which in fact
must provide a substantial part of the financial
strength behind any new asset.

84. Thus,there is agreement that, with any type
of scheme, decisions on the timing and amount
of new reserve creation should be taken on
the basis of a proposal from an independent
authority. A proposal could also come from
participating countries, in which case it would
be referred to the independent authority for
his advice. This independent authority could
be the Managing Director of the . M.F. In the
view of some of our members, proposals should
also be referred to the Secretary-General of the
O.E.C.D. and the General Manager of the B,I.S.
for their advice.

85. Furthermore, a majority of members fa-
voured a two-stage procedure whereby, which-
ever scheme is adopted, a proposal would first
be considered and decided upon by the members
of the limited group and, on being accepted by
the requisite qualified majority vote, would be
submitted to the appropriate body of the Fund
which will decide, according to a specified voting
procedure, whether it will be accepted or not.
Some members believe that therequisitequalified
majority vote in the limited group should be on
the G.A.B. model. Others believe that if a pro-
posal obtained the requisite weighted vote in the
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limited group, but was opposed by less than a
majority of the unit votes in that group, it could
be referred to a vote in the Fund, where a heavy
qualified majority would then be required for
final approval.

86. Some members held the view that, if re-
serves were created and distributed on a world-
wide basis through the Fund, or a Fund affiliate,
the only proper forum would be the Fund itself,
or its affiliate. In this view, the decision-making
procedures should recognise the particular re-
sponsibilities of certain countries by providing
that decisions to create reserves in the Fund, or
a Fund affiliate, would become effective only
with the support of some qualified majority of
Fund members.

87. It has been suggested that any member
dissenting from a decision to activate a contin-
gency plan should be allowed to opt out of the
rights and obligations implicit in the initial distri-
bution of reserve assets, while retaining the
possibility of taking part in the scheme later. As
far as subsequent decisions on reserve creation
are concerned, the view was put forward by

some Deputies that a participant should not be
allowed to opt out of individual decisions, while
retaining his membership in the scheme.

5. Liquidation, withdrawal and amendment

88. We have not given detailed consideration
to possible liquidation and withdrawal provi-
sions. Webelieve that a contingency plan should
contain provisions for liquidation and with-
drawal, and that these should be consistent both
with thelong-term nature and with the monetary
character of the arrangements envisaged. In
order to reinforce the acceptability of new re-
serve assets, there should be provisions assuring
holders that they would be able to realise their
claims within a reasonable period, if a with-
drawal or liquidation actually occured; but the
withdrawal provisions should adequately safe-
guard the interests of the continuing members.

89. Any contingency plan should contain pro-
visions for review and, if necessary, amendment
which will balance the need for stability in the
arrangements with the need to adapt them to
changing circumstances.

IV. Conclusions

90. In our mandate we were asked to “deter-
mine and report toMinisters what basis of agree-
ment can be reached on improvements needed
in the international monetary system, including
arrangements for the future creation of reserve
assets, as and when needed”. In this concluding
part of our report we wish to summarise the
bases for agreement that we have reached on
the varied aspects of the international monetary
system which we have discussed.

91. We wish to stress our general agreement
that the stability and smooth working of the
international monetary system dependin a direct
and substantial way upon the maintenance of a
satisfactory equilibrium of the balances of pay-
ments of the larger countries. The restoration of
such an equilibrium is important in maintaining
confidence in the monetary system and in avoid-
ing the danger of massive and possibly damaging
conversions of one type of reserve asset into
another. We, therefore, attach the greatest im-

portance to the adoption of internal economic
policies which are conducive to success in
adjusting payments imbalances.

92. We agree that improvements in the adjust-
ment process are needed and possible; but we
realise that progress is bound to be gradual and
this makes it the more necessary to keep the
possibilities for improving the process under
constant and active review within the appro-
priate bodies.

93. We are in agreement that the processes of
international consultation, including those of
multilateral surveillance which were instituted
by Ministers and Governors following our first
Report of 30th May, 1964, have proved to be
of great value and should be continued and
strengthened. Since these processes permit na-
tions to learn of the effects of their policies upon
others and to explain theirpolicies to othersthey
offer important opportunities both of advancing
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knowledge and understanding of the adjustment
process and of avoiding conflicts of policy re-
specting reserves and the balance of payments
which could threaten the international monetary
system. We are also agreed that efforts should
be pursued within the framework of strengthened
multilateral surveillance to avoid, by periodical
review of reserve policies, any sudden and mas-
sive contraction of reserves.

94. We have examined some suggestions for
improving the status of I. M.F. reserve positions
as reserve assets and we are agreed that the
Fund should be asked to examine these sugges-
tions further.

95. We are agreed that, while global reserves
are sufficient at present, the existing sources of
reserves are unlikely to provide an adequate
basis for world trade and payments in the longer
run, because a continuance of large U.S. deficits
must be ruled out as a source of future reserve
increases for the rest of the world, and because
gold alone is not likely to supply sufficient addi-
tions to monetary reserves,

96. Accordingly, we are agreed that at some
point in the future existing types of reserves may
have to be supplemented by the deliberate cre-
ation of additional reserve assets.

97. Most of us are agreed that, although the
precise moment for deliberate reserve creation
is not clearly discernible at present, it would be
prudent to begin preparing for such a contin-
gency now. One member did not share this view.
This member refrained from participating in the
discussion and drafting of all those passages of
this report that relate to the technical elements
of contingency planning. The reasons underlying
these different attitudes towards contingency
planning for reserve creation are spelled out in
detail in paragraphs 45 and 46.

98. While those members who are in favour of
going forward with contingency planning would
not all proceed in the same way as regards all
technical details, they are agreed that any con-
tingency plan should encompass the following
principles and elements:

(1) Deliberatereserve creationshould beneither
geared nor directed to the financing of bal-
ance-of-payments deficits of individual coun-
tries, but should take place on the basis of a
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collective judgment of the reserve needs of
the world as a whole.

(2) Deliberate reserve creation cannot be aimed
at dealing with short-run or cyclical prob-
lems of international demand management
but should be geared to long-term trends in
global needs for reserves.

(3) The amounts to be created should be such as
to assure sufficient growth in reserves to
avoid world-wide deflationary pressures,
disruptive external economic policies or
excessive strain on the monetary system,
but not so large as to create inflationary
pressures orundermine balance-of-payments
discipline and the general stability of the
system.

(4) Any contingency plan should rest on the
principle of creating reserves for distribution
to all members of the I.M.F., on the basis
either of I.M.F, quotas, or of I.M.F. quotas
plus G.A.B. commitments, or of a formula
similar to the one on which the present
I.M.F. quotas are based.

(5) The supplementary reserve assets should
be unconditional in principle; nevertheless
there must be arrangements to prevent mis-
use of the new assets and to lessen the risk
of long-term transfers of real resources.
It was, moreover, agreed that such assets
should not be used simply to change the
composition of a country's reserves; this
might be achieved by some provisions re-
garding the holding and use of new reserve
assets.

(6) The need for supplementary reserves, as
ascertained by collective judgment, should
be met through issues of a new reserve unit
which is directly transferable between mon-
etary authorities and/or through special re-
serve drawing rights in the I.M.F. Both kinds
of asset would originate in an automatic
giving and receiving of credit and would
confer the right to obtain other participants’
currencies, New reserve assets would be held
only by monetary authorities and could,
therefore, not be used fordirect market inter-
vention. The existing system of official inter-
vention in the exchange market would not
be changed.
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(7) All countries have a legitimate interest in
the adequacy of international reserves. How-
ever, the major countries with a key role in
the functioning of the international mone-
tary system have a particular responsibility
regarding the financial backing for any
newly created reserve assets in terms of ac-
cepting and holding such assets or of ex-
tending special lines of credit to the Fund.
Therefore, the organisational arrangements
for decisions on the creation and manage-
ment of reserve assets should reflect both
(a) the interest of all countries in the smooth
working of the international monetary sys-
tem, and (b) the particular responsibilities of
a limited group of countries.

(8) It is essential to distinguish clearly between
the working out of a contingency plan and
the activation of thatplan. Activation should
not take place unless it was decided, on the
basis of a collective judgment, that a clear
need for reserves would arise in the near
future. In making this judgment, the consid-
erations in subparagraphs (1)—(3) as well as
the availability of other elements of liquidity
should be taken into account. Moreover, the
circumstances in which a decision to activate
a contingency plan could appropriately be
taken should include:

— the attainment of a better balance-of-pay-
ments equilibrium between members;

— the likelihood of a better working of the
adjustment process in the future.

(9) The decision on activation of a contingency
plan and subsequent decisions on the crea-
tion of supplementary reserve assets would
be taken on the basis of probable needs over
a period of three to five years ahead, with
provision for adjustment in the light of
circumstances.

99. Most of us favour, as part of a contingency
plan, the creation of a new reserve unit by the
limited group referred to in subparagraph (7) of
the preceding paragraph. The creation of such
a reserve unit should take place in close associa-
tion with the I. M. F. As regards the correspond-
ing reserve asset creation for Fund members
outside the limited group, the character of these
assets and further particulars attaching to them
should, regardless of whether they were units

or drawing rights, be among the questions to be
discussed in a wider forum at the second stage.
The limited group should be willing to provide,
in. a manner to be agreed upon, the additional
resources for the financing of these assets.

100. - In the opinion of certain others of us, any
additional reserves should be created in a uni-
form way for all Fund members, either special
reserve drawing rights in the Fund or reserve
units in a Fund affiliate. Financing would be
provided, either by a sufficient number of coun-
tries with strong currencies or by all Fund mem-
bers, through special lines of credit or acceptance
obligations. In any case the main financing would
be supplied by the group of countries mentioned
in subparagraph (7) of paragraph 98.

101. A dual or combined approach was also
suggested by one member. This would comprise
reserve units along the general lines proposed
in paragraph 99 and drawing rights for all Fund
members financed by lines of credit from all Fund
members.

102. As concerns the institutional arrange-
ments and voting procedures for taking deci-
sions, both on the activation of any contingency
plan and on the amounts and timing of subse-
quent reserve asset creation, we have not yet
reached agreement. For a discussion of these
questions, we refer to paragraphs 83—87.

103. There are also other problems of partic-
ular interest to the Group on which further
work remains to be done. In the field of delib-
erate reserve creation, this is for instance the
case with regard to the provisions which should
govern the use and acceptability of new reserve
assets, a problem on which we have not yet
reached a conclusion. Apart from future reserve
creation, there is also further work to be done
on some of the possible improvements in the
international monetary system which we have
discussed in chapter II of our report. Thus, the
role of multilateral surveillance in reviewing
reserve policies, and the techniques for min-
imising strains on the system through better
adjustment policies should be given further con-
sideration in our Group. We recommend that
the Deputies continue to study these questions,
together with any other questions of common
interest to the Group concerning international
monetary reform.
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ANNEX I

Description of main schemes

1. In our work we have considered a number
of proposals for the deliberate creation of re-
serve assets. In what follows we present a brief
description of the main schemes put before us.

2. A personal proposal has been made to us by
the Secretary-General of the O.E.C.D. that, as

a step which should be taken immediately and
without waiting for the outcome of contingency
planning, the existing lines of credit to the . M. F.
under the G.A.B. should be made available to
the Fund for use in exchange transactions not
only with G.A.B. participants but also with
other I.M.F. countries.

Scheme A

3. The main features of one proposal for con-
tingency planning can be summarised briefly as
follows: a group of countries establishes a
scheme for the creation and holding of reserve
units. Membership of the limited group would
be open-ended. It would be open to countries
that qualify for assuming the obligations at-
taching to participation in the G. A.B., that have
currencies which are convertible and available
for use in short-term international assistance
operations, that assume the obligations of multi-
lateral surveillance and that accept any agree-
ment that may be reached on the adjustment
process. In addition, members of the group
would be required to provide the Fund with
usable currencies by extending lines of credit
tothe Fund in a certain proportion to the reserve
units created; this would enable the Fund to
create drawing rights (or other special facilities)
for non-group members. The Managing Director
of the I.M.F. (or the Managing Director of the
I.LM.F. together with the Secretary-General of
the O.E.C.D. and the General Manager of the
B.1.S.) would participate in the process of deci-
sion-making by having the right to initiate pro-
posals, or giving advice on proposals originating
from members, with regard to reserve unit crea-
tion by the group.

4. A clear distinction is drawn between the
agreement on contingency planning and the
agreement to activate the scheme. Both decisions
should be unanimous. As concerns activation a
qualified majority vote under a special proce-
dure could also be envisaged. The decision on
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activation would be taken in the light of circum-
stances, for instance, after a better balance-of-
payments equilibrium within the group was at-
tained, and after rules for improved adjustment
policies had been agreed upon. At the time of
the activation the group would decide to create
reserves for a period of several years, with the
possibility of adjusting such decisions within
certain limits during that period.

5. The asset would take the form of a reserve
unit with an absolute gold value guarantee of the
G. A.B. type, and would have interest attached
to it. It would be directly transferable to other
participants in the books of the Agent (I.M.F.).
Participants would have to supply against the
reserve units their own currency, of which they
assure convertibility. A special feature of this
scheme is that, not only for ensuring accepta-
bility but also for other reasons (see para. 80),
each transfer of reserve units would have to be
accompanied, at least initially, by an equivalent
transfer of gold; this obligation could be waived
at the option of the country receiving reserve
units. To safeguard the position of the United
States against conversions of reserve units into
gold via dollars, provision is made for the United
States to have the option of converting dollars
presented to them by members not only into
gold, but fractionally (up to the transfer ratio)
also into reserve units.

6. This scheme attaches particular importance
to the role of multilateral surveillance as a frame-
work for consultations on the use of the reserve
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units and on reserve policies in general, and in
particular on the role of traditional reserve cur-
rencies in the new reserve system.

7. The details of how non-group countries
would participate would be left for later discus-
sions in a broader framework. One possibility
mentioned was that the Fund should, on the basis
of the lines of credit extended to it by the group,
provide unconditional drawing rights to those

Annex |

Fund members not participating in the scheme.
Such unconditional drawing rights would carry
with them some obligation to assure the tempo-
rary use of the asset and to avoid a permanent
transfer of real resources from the group coun-
tries to individual non-group countries, since
such transfers are not considered to be in line
with the strictly monetary aims of deliberate
reserve creation.

Scheme B

8. Another proposal provides for the simul-
taneous creation of reserve units by a limited
group of countries and of special reserve draw-
ing rights (S.R.D.R.) to be created by and dis-
tributed to all members of the Fund including
those of the limited group. The constitutional
decision to establish this scheme would be taken
under the auspices of the Fund Board of Gover-
nors and would enter into effect after approval
by a qualified majority of participants with a
specified share of the allocations. Proposals for
reserve creation, containing equal amounts of
reserve units and S.R.D.R.'s, would be put for-
ward, by the Managing Director of the Fund (or
by members), and decisions on them would be
taken under separate voting procedures by the
limited group and the Executive Directors of the
Fund. These decisions would become effective
for the limited group, and for the Fund, when
participants with a qualified majority of the
shares of allocations of each reserve asset had
signified that they had completed all require-
ments necessary to bring the decisions into
effect in accordance with their law. The Man-
aging Director of the Fund would play a co-or-
dinating role in consideration of reserve creation
proposals by the two decision-making bodies.
A participant accepting allocations of reserve
units would also be required to accept drawing
rights created at the same time.

9. S.R.D.R.'swouldbecreated for each member
country in the Fund in proportion to its quota
and would be available at the discretion of the
holder on terms of use similar to those applying
to the gold tranche. All participants would be
required to provide unconditional lines of credit
to the Fund in their own currencies at least as

large as the allocation of S.R.D.R.'s and would
also agree to make these currencies fully con-
vertible when called by the Fund. When a coun-
try’'s line of credit is called, that country's
S.R.D.R.’s would increase by the same amount.
This proposal would extend S.R.D.R.'s fully to
all Fund members, without regard to whether
they had Fund drawings outstanding since delib-
erate reserve creation should take no account
of the balance-of-payments positions of individ-
ual countries. The S.R.D.R.'s used by a country
would be reconstituted, either by its own pay-
ments of convertible currencies to the Fund or
by drawings of its currency from the Fund by
other countries exercising their special drawing
rights, in accordance with policies to be estab-
lished by the Fund.

10. As regards reserve units created by the
limited, but open-ended, group, and allocated in
proportion to participants’ share of Fund quotas
plus G.A.B. and similar commitments to the
Fund, their transferability and acceptability
would be assured by an initial holding limit for
each participant, together with a gold value
guarantee. Such holding limits would be defined
as a multiple of three times each participant's
cumulative allocation of reserve units or ?/s of
the total reserve units outstanding, whichever
is smaller. If units are presented to a participant
beyond his holding limit, he would accept them,
but could in turn transfer them to an agent who
would redistribute them among other partici-
pants on the basis of appropriate criteria. To
ensure that the unit will serve to supplement
aggregate reserves and that its purpose will not
be frustrated by destabilising shifts in the com-
position of reserves, any participating country
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which fulfills its exchange stability obligations
under the Fund Agreement by freely buying and
selling gold may, at any time, at its option,
present units to another participating country
against payment in the presenting country’s own
currency, unless the receiving country would be
forced thereby to exceed its holding limit.

11. Members of the limited group would also
be required to allocate an appropriate propor-

tion of reserve units created by them, or alter-
natively amounts of their own currencies, to the
Fund which would administer these funds for the
benefit of non-group members of the Fund; the
use of these resources would be decided by the
Fund. Such a provision of resources would be in
addition to the lines of credit which members of
the group would have to extend as participants
in a scheme for special reserve drawing rights
as outlined in paragraph 9 of this Annex.

Scheme C

12. According to this scheme (described by its
authors as a sample scheme), the members of the
G.A.B., plus Switzerland, would agree on an
initial agreement for deliberate creation of
reserve units, a proportion of which would be
reserved for use by non-G. A.B. countries. The
uses to which these setaside units would be put
are left to be determined in the second phase of
wider international negotiation. So far as the
initial agreement is concerned, the management
and fundamental obligations would rest with
its members, together with the Managing Di-
rector of the I. M. F., whilst participation in the
distribution of the reserve units would be world-
wide under conditions to be agreed in an
extended arrangement.

13. The initial agreement to create reserve
units would become binding as a contingency
plan on those who adhered to it when a specified
number of G. A.B. members representing a spec-
ified percentage of total G.A.B. credit lines
signified their adherence. The initial agreement
would come into operationforadheringmembers
when a specified number of them representing
a specified percentage of such countries’ G. A.B.
credit lines decided, on the proposal of the
Managing Director of the I. M. F., to activate it.
Those countries that agreed to activate the
scheme would become operating members of it.
The same procedure would apply for subsequent
decisions to create units, with the proviso that
any operating member could opt out of any such
decision, and of the vote on it, in advance.

14. The operating membership of the scheme
would be open-ended, since there would be a
review of membership every four years. At the
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same time the number of operating members
would be limited by the fact that all operating
members would undertake the following obli-
gations: to buy units without limit against their
own currencies; to buy from a withdrawing
member any units held by him in excess of his
cumulative allocations;to assume the obligations
of multilateral surveillance and to accept any
agreements that might be reached on the adjust-
ment process and on reserve policies; and to set
aside an agreed amount of any units created
for use, under the extended arrangement, by
countries that were not operating members.

15. Reserve units would be denominated in
terms of a given weight of gold, they would be
fully gold-guaranteed, they would bear a low
rate of interest and they would be directly
transferable between monetary authorities, in-
cluding those of countries that were not oper-
ating members, and the I. M. F.

16. Units would be allocated to operating
members in proportion either to their Fund
quotas or to their Fund quotas plus G. A.B. com-
mitments. The rules governing allocations to
non-operating members have been left for later
determination in the second phase.

17. Each operating member, whilst obliged to
buy units without limit against his own cur-
rency, would have an upper and a lower holding
limit. The upper holding limit would be defined
in terms of a uniform multiple of his cumulative
allocations. Any accumulation of units by an
operating member above his upper holding limit
would, at that member's option, be convertible
into gold by other operating members who were
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below their upper holding limits. The lower
holding limit would be defined in terms of a
uniform fraction of each operating member's
cumulative allocation. Any transfer of units by
an operating member whose holding of units
was below his lower holding limit would be
accompanied by the transfer of an agreed pro-
portion of gold or other reserve assets.

Annex |

18. Badking for the units in the event of lig-
uidation or withdrawal would be ensured by
a provision that all recipients of units, whether
operating members or not, would undertake in
such event to return to the I. M.F., as agent for
the scheme, the same number of units as they
had cumulatively been allocated since joining
the agreement.

Scheme D

19. According to this proposal, of which there
are a number of variants, special reserve drawing
rights (S.R.D.R.) would be deliberately created,
consisting of unconditionally available drawing
rights which would be additional to the existing
unconditional and conditional drawing rights
of Fund members. S.R.D.R.'s would be distrib-
uted to all members of the Fund, broadly in
proportion to their I. M. F. quotas. Financing and
transfer of the reserves so created would be
accomplished by each member providing to the
Fund an unconditional line of credit in its own
currency at least equal to the amount of
S.R.D.R.'s allocated to it.

20. Particular S.R.D.R. proposals differ prima-
rily in the degree to which the special drawing
rights would automatically and immediately be
made available to all Fund members for adding
to their monetary reserves and for use in settle-
ments. One proposal would make S.R.D.R.'s
available only to countries which are not, at the
time of the creation, making use of their condi-
tional drawing rights, while providing condi-
tional drawing rights for Fund members which
are making such use. A second proposal envis-
ages that S.R.D.R.'s would be available without
policy conditions, but that they would be used

pari passu with an equivalent acquisition of
currencies from the Fund, obtained either by
means of a gold payment or by the use of other
available drawing rights. A third proposal would
extend unconditional drawing rights to all Fund
members independently of their position in
the Fund.

21. In order to ensure adequate financial
backing of such S.R.D.R.'s it would be necessary
that a sufficient number of member countries
with strong currencies should put up large
enough credit lines in favour of the scheme. One
proposal, put forward by the Managing Director
of the Fund, provides therefore that, while deci-
sions on the creation of S.R.D.R.'s would be
taken by a majority of “weighted” votes, they
would only become effective when members
having 2/s of total quotas under the scheme have
agreed to grant to the Fund a credit in their own
currency, provided that this includes a special
majority of certain specified members. Another
variant proposes that a limited group of coun-
tries with "strong" currencies should, as a group,
take separate decisions on the provision of
credit lines to the Fund both at the beginning
and on the occasion of any further increase
in S.R.D.R.'s.

Scheme E

22. A reserve unit scheme in which all Fund
members could participate could be created
through a special affiliate of the Fund (“Inter-
national Reserve Fund''). This scheme and the
previous scheme could be combined by pro-
ceeding first with the establishment of special

reserve drawing rights in the Fund, to be
followed later by a reserve unit scheme.

23. On the adoption of a decision by the I.R.F.
to increase reserves, all members of the I.R.F.
would exchange claims with the LR.F. in
accordance with the rules of the I.R.F., unless
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they decided not to participate in the particular
increase. Members participating in this exchange
would acquire claims on the I.R.F. expressed in
I.R.F. units of gold weight, and the I.R. F. would
acquire corresponding claims on the member,
The exchange of claims between the I.R.F, and
participants in the increases in question would
be in amounts broadly proportionate to I. M.F,
quotas,

24, On the occasion of any creation of units,
participants that had made a net use of condi-
tional drawing facilities of the I. M. F. would be
required to reconstitute those facilities through
repurchase up to an amount equal to the reserve
units they then received.

25. Units and counterclaims would enjoy a
gold value maintenance guarantee and would
bear interest.

24

26. Units would be usable only to meet over-all
payments deficits. Each country would under-
take to accept transfers, against dollars or its
own currency, up to a holding limit (e.g. three
times its cumulative allocation). These provi-
sions on transferability might be supplemented,
to the extent necessary, by rules intended to
distribute equitably among net creditor coun-
tries those units disposed of by other countries
in order to meet payments deficits.

27. In order to ensure adequate financial
backing in strong currencies, it will be necessary
to have minimum participation requirements for
the establishment of the I.R.F,, and requirements
of majority and effectiveness for the making of
decision by the LR.F., similar to those to be
provided for in the case of the S.R.D.R.
proposals.
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I. REPORT BY WORKING PARTY 3 OF THE ECONOMIC POLICY
COMMITTEE OF THE O.E.C.D. ON THE BALANCE OF
PAYMENTS ADJUSTMENT PROCESS

The MINISTERS and GOVERNORS considered the Report of
Working Party 3 of the O, E. C. D. on possible improvements in the
balance of payments adjustment process, after it had been introduced
by Mr. KRISTENSEN, Secretary General of the O.E.C.D., and
Mr. VAN LENNEP, Chairman of Working Party 3. They expressed

their appreciation of the O. E. C. D.’ s work on this Report. Recognizing
that the smooth functioning of the international monetary system, as
well as the general confidence in its stability, depend very much on
progress toward the elimination of imbalances, they agreed that
improvements in the adjustment process were needed and possible. They
expressed the hope that Working Party 3 would continue to work for

improvements in this field on the lines indicated in its Report.

IE;, STATEMENT ON ADJUSTMENT MEASURES BY UNITED KINGDOM

Mr. CALLAGHAN outlined the recent adjustment measures taken

by the United Kingdom Government with the intention of restoring the

basic balance of payments equilibrium over the year 1967 as a whole,
MINISTERS and GOVERNORS expressed their support of the U. K.

Government measures and wished it full success.

III. DISCUSSION OF THE DEPUTIES’ REPORT AND OF THE PRESS
COMMUNIQULE

The MINISTERS and GOVERNORS of the Group of Ten APPROVED
the Report of their Deputies and AGREED on the text of a press
communique. They also AGREED to publish the Report with its Annexes.

The following points were made in the course of the discussion:

Mr. EMMINGER presented the Deputies’ Report to Ministers and

Governors. Referring to the 1965 mandate, hedescribed the work done

by the Group of Deputies since September of that year, and ouilined

the findings that had been set out in the Report. Regarding improvements
in the system other than reserve creation, he noted the Deputies’
conclusion that the best way of reducing the strains which might be
placed on the system as a result of sudden and massive shifts from one
reserve medium to another was to subject member countries’ reserve

policies to periodic reviews in the context of strengthened multilateral

.org
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surveillance. It had also been agreed to ask the I.M. F. to study the
possibility of further improvements in the status of reserve positions
in the Fund. As far as the deliberate creation of reserve assets was
concerned, consensus had been reached on a number of basic points
which were spelled out in the Conclusions to the Report. Certain
questions still remained to be resolved, however, and thus required
further study. These included, in particular, the form and acceptability
of the asset, the conditions for its use, the participation in the
distribution and decision-making processes and, finally, the decision-
making rules. Agreement had been reached on the general principles _
relating to the latter point, but their implementation still generated
differences of view that were fundamental, in that they raised the issue
of actual control over the reserve creation process. It had seemed that
some member countries considered a satisfactory agreement on this
point as a pre-requisite for any decision of going over into a second

and wider phase of discussions.

Mr. Emminger continued by drawing the attention of Ministers
and Governors to the fact that the Report called for their decisions on
two further, more technical points: the publication of the Report itself
and the issuance of a mandate to Deputies for the continuation of their

work.

Finally, Mr. Emminger pointed out that Ministers and Governors
would have to decide on the basis of the Report whether to move to a
"second stage'' and widen the scope of participation in the discussions.
He outlined the procedure recommended by Deputies for further work
in the second stage. Under this procedure, the parallel work of
Deputies and Executive Directors would be continued, but provision
would also be made for joint meetings aimed at reaching a consensus
of views. This consensus would subsequently be formulated in a joint
report (or two separate reports), which would then be presented by
the two bodies to their respective masters. The exact procedure would,
of course, depend on the type of plan recommended. The Deputies were
against drawing up too rigid a timetable for the joint meetings at this
stage, preferring to leave the Managing Director of the Fund and the
Chairman of the Group of Deputies to prepare these meetings through
informal consultations with each other. Arrangements should be made

for a full exchange of documents between the two groups.
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Mr. FOWLER stated that the absence of agreement on an number

of questions was not a good reason to delay the widening of the dis-
cussions, since most of the unresolved problerhs were of vital concern
to other nations. Full-scale discussions on liquidity were bound to
begin shortly in the I. M. F; the U.S. being in the process of formulating
plans for resuming progress towards balance of payments equilibrium
intended to participate fully in these discussions, in the belief that
further delay in the elaboration of a specific contingency plan would be
imprudent. It would require a long time to establish a full contingency
plan. It was important for the countries of the Group of Ten to retain
their leadership in this field, however, and the knowledge and
experience accumulated hy the Deputies should not be allowed to be
wasted in the forthcoming wider debates. It was therefore important
for the Deputies to continue their activity, and for their work to be
properly coordinated with any deliberations that took place in a broader

forum.

Mr. Fowler believed it would be both improper and unwise for
advance agreement on a rigid and precise decision-making formula
- requiring the prior approval of a limited group and permitting prior
veto by a clearly defined group of countries - to be exacted by the
Group of Ten as a condition to the second stage, regardless of the
character of the ultimate scheme for reserve creation. While the
decision-making process must, and clearly would give full recognition
to the particular responsibilities of a limited group, no formal or
informal agreement, tying the second-stage deliberations to the
acceptance of a prior veto power of a minority, perhaps a small as one
or two members, would be acceptable to the U.S. or to the rest of the

world.

With regard to the actual activation of a scheme Mr. Fowler felt
that it would be unrealistic to make this conditional on the complete
stoppage of U.S. balance of payments deficits. In his view, a distinct
slow-down in the supply of reserves from traditional sources was a
sufficient prerequisite to the activation of a newscheme, In that
connection, Mr. Fowler stated that, despite substantial progress
achieved in 1965 towards reducing the U.S. balance of payments deficit,
it would not be possible to eliminate it entirely in 1966 in view of the

heavy additional burdens imposed on the U.S. foreign expenditures by
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political and military developments in South East Asia. Aithough he
could not venture, at this stage, any prediction as to how long that
situation was to continue, he reaffirmed the declared intention of his
Government to seek a further reduction in the deficit in the light of the

prevailing situation.

Mr. DEBRE considered it premature to move to the second stage

of the discussions. The mandate given to the Deputies in September 1965
clearly subjected this move to the reaching of agreement not only on
general principles but also on their implementation. Furthermore, at

a time when so many countries were struggling with an excess - rather,
than a shortage - of liquidity, he feared that the combined pressure of
deficit countries for early activation of the scheme would be politically
more difficult to withstand in the wider forum, where prudence would

be mistaken for avarice. He warned that the alleged desire of developing
countries to participate in the process of liquidity creation was actually
the result of an illusion on their part that the availability of facilities of
a monetary nature could solve their basic problems. He stressed the
necessity of clear.-ly separating development problems from the liquidity

discussions.

Mr. Debré believed that the present disagreement among Deputies
had more to it than had been made out; it was not merely a question of
differences on procedural matters. There could be no need for the
creation of additional liquidity until the U.S. balance of payments had
been in equilibrium for some time. He was unable to agree with the
original wording of the communiqué, which implied that gold alone could
not, in any circumstances, represent a sufficient addition to monetary
reserves; such a statement was based on the arbitrary assumption that
the price of gold would remain unchanged. He could only agree to a less

categorical formulation of the relevant paragraph.

The roots of the present difficulties were to be found in the
operation of the existing system. Reserves were channelied to Central
Banks as a result of the vagaries of the balance of payments of reserve
currency countries. This, coupled with a deficient adjustment process,
was responsible for the export of inflationary pressures from deficit to
surplus countries. Such a situation could be corrected, not by moving
to the second stage, but by keeping the problem of the reserve currency

countries’ need for liquidity distinct from the wider problem of the
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overall need for liquidity. Only when the former problem had been solved,
through the cooperation of all industrial nations, would it be appropriate

to tackle the problem of creating an international currency.

Mr. Debré considered that the proposed joint meetings would be
most unwise unless it was made clear that no attempt would be made
in them to reach conclusions but they would be confined to discussions
aimed solely at the clarification of issues. Consequently, he requested
that the Communiqué should state that France did not join in the
recommendation concerning these meetings. Deputies should be
instructed to continue their work and to report to their Ministers and |
Governors by September 1967. A move to the second stage without
these reservations would be tantamount to the abdication of the Group
of Ten countries from their responsibilities; this could have far-

reaching consequences and precluded any endorsement on his part.

Mr. COLOMBO felt that the improvement of the adjustment

process and the elimination of de-stabilizing factors from the system

should be given priority over the creation of new reserve assets. He
was gratified to see that at least the aims of the Italian proposal for
harmonization of reserve policies had been generally agreed to. In
view of the inevitable decline of gold in relation to tatal reserves, such
harmonization would, in the long run, become indispensable to the
stability of the system, especially if a new reserve asset were added

to those already in existence.

As far as the deliberate creation of reserve assets was concerned,
he did not consider this as urgent, but held it prudent to be ready in
case a global shortage of reserves should arise. Since creation of
reserves should not take place to finance deficits he would have
preferred a more precise formulation of the conditions governing the
activation of a scheme. It was unthinkable to activate a scheme before
the reserve currency countries had achieved broad balance of payments
equilibrium. The Italian authorities felt that the U.S. could make a
substantial contribution to the stability of the system by abstaining
from financing their deficit through the creation of dollars, and by

having greater recourse to the drawing facilities of the I. M. F.

Digitized for FRASER
http://fraser.stlouisfed.org
Federal Reserve Bank of St. Louis



Many of the still unresolved questions relating to the elaboration
of a contingency plan could appropriately be solved in the second stage.
Mr. Colombo had serious misgivings, however, about leaving the
basic question of decision making open for that stage, and would have
preferred Deputies to be instructed to reach consensus on this issue
before moving to the second stage. He finally agreed to the wording
of paragraph 6 (b) of the communiqué, since it dealt only with the
decision-making rules for activation of a plan and subsequent creation
of reserves. Should countries feel that "the particular responsibility
of the limited group'" was not sufficiently safeguarded in the final
scheme, they could always refrain from adhering to it in the first

place.

It was important for the countries called upon to provide the
real resources in the reserve creation process to have effective
control of the process. This meant that all decisions should first be
taken in a limited group, through a procedure which would not give
a veto to a small minority, but would nevertheless'protect substantial
minorities from being overruled. A procedure analogous to that of
the G. A. B. could adequately meet this requirement. Mr. Colombo
expressed the hope that, in the forthcoming discussions in the wider
forum, members of the Group of Ten would feel bound to support the
compromises they had reached so far amongst themselves. He
supported the proposal for joint meetings between the Deputies and
the Executive Directors of the Fund, possibly with alternating Chairmen,
but felt that the Group of Ten should preserve its individuality during

the forthcoming discussions.
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Mr. CALLAGHAN agreed that the countries of the Group of Ten

would be running a certain risk by taking the discussions into a wider

forum at this stage; if they did not do this, however, there would, on
balance, be a far greater risk of other countries trying to take the
initiative out of their hands, If the impression were given that the Group
of Ten refused to discuss the issue with other countries, that could have
serious political consequences and it might also weaken the position of
the Fund, A decision at this stage as to whether or not the U.S. should
be 1n balance was less important. The persistence of the U.S. deficit

was due, to a large extent, to the fact that the country had assumed
responsibilities which were to the interest of the whole free world. Thus,
the existence of a U.S. deficit was no reason to arrest the process of
reserve creation, The problems that remained to be ¢=ttled were technical
in character and could easily be solved if the political will to solve them
existed. Mr, Callaghan had no strong views as to whether or not an
agreement on the decision-making rules should be reached before the
move to the second stage. He did not believe that in practice any minority

would wish to impose its will on the Group.

Mr, SATO considered that failure to move to the next stage would

create an atmosphere of uneasiness and cast doubts on the solidarity of
the Group of Ten, He agreed that the move to the second stage should not
be held up by the absence of consensus on the practical implementation

of the agreed decision-making principles. Should the new reserve asset
be created in the Fund, then he doubted it would be possible, from a legal
point of view, to subject the creation of reserve assets to prior decisions
in the limited group. Finally, he did not feel that members of the Group
of Ten should be bound by their earlier discussions when it came to taking

decisions in the wider forum.

Mr, HENRION hoped that the I. M. F, would give high priority to
the study of improvements to the status of reserve positions in the Fund,

as requested in paragraph 94 of the Report. As far as the next stage of

the discussions was concerned, he felt that this should be confined 1;0

studies and should not aim at reaching, by 1967, a de'pision on a
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contingency plan for reserve creation. He stressed the importance of
hinging the forthcoming discussions on the I, M. F., and of subjecting
the enforcement of any result of these discussions to approval by the

Group of Ten.
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Mr, ANSIAUX agreed with other speakers that the improvement of

the present system should have priority over the deliberate creation of
reserve assets and that the premature creation of reserve assets could

raise false hopes in developing countries. It was more important to

“improve the existing system than to create a new asset. There was no

current shortage of liquidity; the possibility of such a shortage arising in
the future was largely theoretical and could materialize only after the
U.S. deficit had been eliminated for some time. At present it was
impossible to see when the U, S. deficit would end and the excess liquidity
to which it was giving rise was the main problem at the moment, At
present, the size of both Fund quotas and claims on the Fund accumulatéd
by certain countries was sufficient to meet contingencies, It should be

a matter of course for countries to accept the use of the Fund for the
financing of their deficits and the settling of their surpluses. Mr. Ansiaux
did not object to a second phase of studies in a wider forum, but felt that
any result of these studies should be approved by the Group of -Ten before
being implemented, With regard to paragraph 6 (b) of the press communiqué,
he said that it was'the Belgian understanding that before any decisions on
reserve creation were taken there had to be a substantial majority in the

Group of Ten in favour of such creation,

Mr, SHARP felt that the machinery for the creation of the new asset

should be set up without delay. Only by doing this would it be possible to
convince the rest of the world that the system was well under control, The
Canadian authorities believed that reserve units should be distributed
across the board to all Fund members; they had a distinct preference for
the implementation of the second of the two schemes presented by the
Managing Director of the Fund, but were open to alternative proposals,
Canada would not, however, stand in the way of a general agreement on
reserve creation by a limited group, on the lines of the procedure outlined
in paragraph 99 of the Report, if this seemed to offer the best chance of
rapid progress, ‘As far as decision making was concerned, he agreed that
it was essential for the procedure to require the concurrence of a substantial
majority in the Group of Ten, as well as to recognize the interests of other

countries and to safeguard the position of the Fund.

Mr. LANGER said that, once a scheme was ready, there would be

great pressure (not only from countries outside the Group) for its activation.
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In view of this, satisfactory guarantees against premature activation were
1ﬁdiSpensable and should be clearly spelled out in the scheme, There was
also a danger that, once the need for activation arose, the scheme might
prove to be ill-suited to the prevailing circumstances. For these reasons,

it would not be prudent to deviate too widely from the well-tested procedures
of the I. M, F. |

As far as institutional issues were concerned, the control over the
liquidity creation process, should clearly lie with the limited group.
Within the Group itself, decisions should be carried only if supported by
a clear majority, If and when the creation of additional reserves proved to
be really necessary, Mr. Langer could not visualize the possibility that
a majority in favour of reserve creation would, in practice, fail to
materialize in the Group. As for the form of the new asset, he would
favour an asset that had an unconditional character but that also had
adequate built-in safeguards against the danger of its being used to cause

~rmanent transfers of real resources. This was an important condition,
in view of the fact that the Adjustment Process Report had revealed, in
all countries, an apparent lack of readiness to give the achievement of
balance of payments equilibrium high priority amongst their economic

policy goals.

Mr. WICKMAN considered it essential to start preparing a con-

tingency plan at the present time, in view of the need to convince the
market that they would not be forced into a rise in the gold price and of
the institutional delays that would occur in connection with its approval
by Parliaments, He saw no foundation for the fear that to set up the
machinery would also be to activate it. In any case, the amounts created
in the initial period were likely to be small. It was also necessary to
clarify the role of the Group of Ten in the liquidity creation process. He
agreed that the creation of the new assets should be conditional on a
substantial majority in the limited group. This was one of the facts of
life that could not be escaped. In his opinion, the Group underestimated
the outside world if it thought that the latter did not accept the fact of the

Group' s leadership and special position.

Mr. HOLTROP shared Mr. Colombo's views on the priorities for

future work, There was no urgency to create an additional asset. Too

many hopes had been raised in countries that thought of reserve creation
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as .a means of financing their deficits, If the new system were to avoid
strengthening inflationary pressures, agreement must be sought on many
important points that were still open. This was a good reason for asking
the Deputies to continue their work,

One of the points which deserved more study was that of the future
role of gold in the monetary system; a philosophy on the fiduciary element
of reserves could hardly be evolved if there were no philosophy on the
role of gold. Finally, Mr. Holtrop expressed his opposition to a move to
the second stage before an agreement had been reached on the decision-
making rules, on the lines of the procedure outlined in paragraph 85 of
the Report,

Mr. BONVIN felt that an excess of international liquidity in recent

years had been responsible for existing inflationary pressures. He
regarded the very principle of artificial creation of reserve assets with
reservation. He agreed, however, that the supply of traditional reserve
assets might, in the long run, taper off, and that it was thus necessary
to plan ahead for such a contingency. It should not be forgotten, however,
that the danger of premature activation was a real one, With regard to
the form of the new asset, it had to be borne in mind that deliberately
created assets could be nothing other than a mutual extension of credit
lines. He was therefore in favour of drawing rights similar to those
already in existence in the Fund. The creation of a unit-type asset would
raise difficulties with respect to its coexistence with traditional assets,
and would require the introduction of a limitation on the full convertibility
of the U, S. dollar, He favoured a pragmatic approach that would show
no marked departure from past experience: namely, cooperation within

the Fund or within the framework of inter-Central Bank swap operations,

Mr,.SCHWEITZER was strongly of the opinion that any scheme should

be truly universal in character and that all Fund members should participate

in it., There was no clear-cut distinction between countries belonging to the
Group of Ten and other Fund members which could justify a paternalistic
attitude towards the latter, No member of the Fund had ever stated that

the object of reserve creation should be that of financing balance of payments
deficits or the deve'lopment process; all agreed that its purpose was to take
care of global needs, and this view was clearly spelled out in the Fund' s

Annual Report, Mr, Schweitzer felt that the best way of meeting the

- P
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principle of universality, which the Deputies had underlined in their Report,
was for reserves to be created by the Fund. He-had made proposals to this
effect, which provided adequate safeguards for the legitimate interests of
the Group of Ten countries with respect to both decision making and the use

of the asset.

Mr, Schweitzer considered that the time had now come to proceed
to the second stage. As for the procedure for future discussions, he agreed,
in his personal capacity, with Mr. Emminger's suggestions. In order to
make the joint discussions both meaningful and successful, however, it was
important that the Executive Directors representing the countries of the
Group of Ten be authorized henceforth to participate fully in Board

discussions on the liquidity problem.

IV. DATE AND PLACE OF NEXT MEETING

It was decided that Ministers would meet again in Washington during
the Annual Meeting of the Board of Governors of the Fund. It was left open

for the Chairman to decide on the exact place and date of this meeting.
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September 15, 1966

MEVORANDUM

Subject: Liguidity Resolution

The five EEC Executive Directors have now informed Mr. Schweitzer that
the EEC Ministers considered the matter of a liquidity resolution at their
meeting last Monday in Luxembourg. The Ministers have issued common instruc-
tions to the Executive Directors, and these instructions permit absolutely
no leeway for any negotiation or compromise. The position being taken by
the EEC is as follows:

(1) They would strongly prefer no resolution at all at the IMF
Annual Meeting.

(2) 1If, however, there is a strong majority of other Executive
Directors who nonetheless would still wish to put forward
a resolution, the EEC Directors could agree, but only on
their terms. Such a resolution would have to conform to
the following:

: (a) There must be reference to the Group of Ten in the
( operative provision, and this reference must consti-
; tute an affirmative response to the recommendation
in the Hague communique that there be joint meetings.
At the same time, it would not be acceptable to in-
clude any reference of any kind, regardless how in-
direct it might be, to any other group or body. Thus,
for example, a reference to "consultations", "including
with the Deputies of the GAB countries", would not be
acceptable.

(b) There must be no reference to “formulating a plan" or
to "making recommendations, as soon as feasible", or
to any other words which would create the impression
of in any way making haste toward actually reaching
agreement within the near future on a plan or scheme.
Indeed, it seems quite likely that they would object
to an instruction for the Executive Directors to report
to the Board of Governors pursuant to a resolution in
time for consideration of such report at the next Annual
Meeting of the Board of Governors.

Given this position, Mr. Schweitzer has concluded that it is not possi-

ble to reach agreement on a resolution which could be put forward at the
Annual Meeting as the basis for proceeding with the next phase. He has
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explored the matter sufficiently with the Executive Directors of the EEC’
to be satisfied that nothing would be acceptable to them which could re-
motely approach the basis for a compromise among other groups of members.
He urges that the idea of a resolution now be dropped promptly, since he
is deeply concerned that further extended efforts to reach a compromise
on a resolution would only serve to harden positions, and that this would
open the possibility of demands to review in advance what he intends to
say at the Annual Meeting, with the result that it would become extremely

_ difficult for him to set the stage in his speech for the coming activities.
His strategy at present is therefore to try to retain as much flexibility
as he can with respect to what he can say.

Mr. Schweitzer has also commented that the issuance of a communique
by the Six, as well as a statement to the press by Debre, has not made the
situation any easier. His interpretation is that the EEC communique seems
to harden the position expressed in the Hague communique. He further com-
ments that the issuance of a communique by the G-10 in ten days would make
the position somewhat difficult, and would tend to create a contrast between
what the Ten can do and what the Fund can do. Although he would prefer no
G-10 communique at all, the important point is that any such communique
should avold any new reference to reserve creation, but should perhaps
restriet itself to reaffirming the Hague position,

0 Ll )

William B. Dale

cc: Deming Group
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September 14, 1966
103 Members of the Executive Board
From: The Secretary

Subject: Statement of EEC Finance Ministers

There follows an unofficial translation of a portion of a press
release issued by the Ministers of Finance of the EEC countries at the close
of their recent meetings in Luxembourg. The full text will be circulated
when it becomes available.

Without ignoring the divergences which appeared between them
on the occasion of the work of the Group of Ten, particularly on
matters of procedure, the Six confirmed their agreement on the
principles which inspired the Hague Communiqué of July 26, and laid
pariicular stress on the following points:

A) The satisfactory operation of the international monetary
system requires the elimination of severe continuing disequilibria
frem the balance of payments. In addition certain improvements

_ ought to be made in the system itself. The EEC countries are
e prepared to collaborate actively in seeking and introducing these
improvements.

B) Notwithstanding the divergences on the desirability of
defining forthwith a mechanism for the future creation of additional
liquidity, they believe that in any event the effective introduction
of such a mechanism could not be decided upon before the achievement
of a better equilibrium in the balance of payments of the principal
countries, in particular the disappearance of the deficits of the
raserve currency countries, or before the emergence of a general

agreement that a world shortage of reserves exists. Such a shortage
is not visible today.

C) In the establishment of any mechanism for the creation of
additional reserves and in the adoption of all the decisions which
would be required by this mechanism, the main industrial countries,
which include the EEC countries, have a special responsibility.

D) While all countries have a legitimate interest in a distribution
of monetary reserves corresponding to the financing needs of expanding
international trade, it is nevertheless clear that the economic
growth of the developing countries calls for specific methods such
as investment ailds and various forms of technical cooperation and

trade policies. It cannot be sought through the creation of additional
liquidity.
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has not occcurred, end we shsll have to carry on as beco: we
can tovard meeting the needs of the futuve, It is the
sincere hope of the U,S, authorities that the furthex
consultations of the Executive Divectors, which have been
discugssed, can be instituted promptly, carried cut in a
practical spirit of cooperation, and will prove beneficial

within ths near future.
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DOCUMENT OF INTERNATIONAL MONETARY FUND AND NOT FOR PUBLIC USE

Presentation of the
Twenty-First Annual Report

' By the Chairman of the Executive Board end
Mapaging Director of the International Monetary Fund

Pierre-Paul Schweitzer

/Introductory peragraph of greetings./

I am pleased to present to you the 1966 Annual Report of the
Executive Directors of the Fund. I am sure you will agree that the

Report reflects the intensive and concentrated character of the work

{f}

that the Fund has pursued in the past year.

The Report records that in terms of financial operations the latest
fiscel year was the most active in the Fund's history. Assistance vas
extended to more members than in any previous year. ©Sales of currencies
reached a new record, exceeding the equivalent of $2,800 million, end
stand-by arrangements approved during the year amounted to $575 million.
Since the fiscal year ended,- the Fund has actively continued its work
of assisting members through financial transactions and through stand-by
arrangements. In this connection, I should like to mention an important
innovatioﬁ in the Fund's transactions with member countries. On August 18,

. the Fund borrowed the equivalent of $250 million in lire from the Italian
Govermment. This loan made possible a corresponding drawing of lire by
the U.S. Govermment notwithistanding the low level of the Fund's holdings

of lire. The transaction enabled the United States to acquire dollars
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from Italy against lire--a transaction of the kind which was specifically
provided for in the Articles of Agreement. .

Governors will be aware of the progress which has bteen made in
increasing members' quotas in the Fund under the Resolutions which they
approved in March of last year. As of today all but a few members have
agreed to the increases in quotas provided for under those Resolutions,
and total quotas now exceed $20.5 billion.

The Report also describes how the Fund has continued, and indeed
expanded, the activities whereby, in & variety of ways, it seeks to be
of assistaﬁce to its members. Programs of technical assistance have con-
tinued to help members in carrying out monetary, banking, exchange, and
fiscal policies and in developing financial statistics. The Fund also |
has begun to provide its courses on monetary policy and analysis in
Spenish as well as in French and Englisﬁ. Fundamental to all of these
activities, there has been a continuation of that close consultation and

_ cooperation with individual member countries which has always been the
heart of the Fund's endeavors.

In May of this year the Executive Directors marked the 20th enniversary
of their first meeting. As we reflect upon the past two decades of the
Fund's existence, we can point to the increase in its resources, the
_developmeﬁt of its policies and facilities, and the advances that have
been made toward carrying out the basic principles and objectives of the
Fund as set_forth in the Articles of Agreement. In any comparison of

the economic and financial record of the postwar period with that of i
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the interwar period, we cennot fail to note the unprecedented advances

in economic understanding and in international cooperation. Then, looking

at the latest developments, we observe that economic grqwth in most of
the industrial countries continues at a high rate, that international
trade goes on expanding, and that the exports of the primary producing
countries are being supported by high and rising levels of demand in
the industrial countries. |

A1l this gives much cause for satisfaction, and it is essential to

" keep it in mind as a matter of perspective. But I do not intend to dwell

upon the more favorable side of things, historical or current. I will
instead focus on certain problems in the world economy that require the

attention and efforts of all of us--in the Fund, in other international

; organizations, and in national goverrments--now and in the coming months

and years., Also, I shell have something to say about two matters that have
been important preoccupations of the Executive Directors and staff of the

Fund during the past year--compensatory financing and international

- 1iquidity.

y
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Looking at the industrial couhtries, I would draw your attention to
several developments during the past year. First, the further expansion
of economic activity in the United States and Cenada created a situation
in which, for the first time in the postwar period, virtually all indusfrial
countries are simultaneously enjoying high levels of employment and at the
same time experiencing pressures on resources. Second, chaﬁgba in economic
activity and in underlying demand pressures have not served to reduce the

imbalances in world payments. Third, the widespread strength of demand for
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credit and capital, along with other factors, has led to a drsmatic rise
of interest rates in most industrial countries. Tﬁese features of the
economic scene in the industrial world point up scme clear problems and
challenges in the field of national economic policy.

The problem of maintaining price stability in the world economy has
become greatly accentuated by the strain on resources that is associated
with the high levels of employment and activity currently prevailing in
nearly all the industriel countries. These countries have shown perseverance
and ingenuity in their pursuit of economic growth and full employment, but
they have been notably less successful in reconciling this with a reasonable
degree of price stability. In my view, the increases that have occurred
in the domestic prices of many industriael countries in recent years should

not be taken as a sign of overabundant international liquidity, but rather

SRR P T e ———

are atbtributable to the difficulties encountered by economic management

when unemployment gets down to low levels and structural factors come into
play. ©Such difficulties, experience shows, can afflict countries having
deficits in thelr external transactions as well as those in surplus positions.
Coping with infletionary forces in thetleading industrial nations will not

be easy, as it will require advances in our understanding of economic pro-

/

cesses, more effective uses of a wide variety of poliey instruments, and--
in some cases--giving a higher priority to the meaintenance of price stability
among the objectives of policy.

The fact that containing cost and price pressures for domestic reasons
has become & common problem 1in the industrial world also has relevance for
the balance-of-paymen?a adjustment process. It may be recalled that during
recent years the marked advances of prices and costs that occurred in
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European countries--combined with essentially stable prices and costs in

the United States--worked in the direction of redﬁcing the U.S. payments
deficit and moderating major surplus positions in Europe. However, with
emergence of the problem of cost increases and incipient inflation in the
United States, there would appear to be less assurance that price movements
.among industrial countries will continue, in general, to support the adjust-
ment mechanism. The adjustment of balance of payments positions is dependent
on an interaction between surplus end deficit countries, and the relative
shares of the responsibility that they should assume for the adjustment will
vary with the nature of the imbalances and with the underlying world economic
situation. At this juncture, the assumption by the deficit countries of a
major share of the responsibility for proper functioning of the adjustment
process seems3 indicated not only on the basis of current price trends

among industrial countries, but of other considerations as well.

Following reductions in their balance of payments deficits in 1965,
both the United States and the United Kingdom experienced payments develop-
ments in 1966 which, though of a very different character, have been dis-
appointing. As noted by the Executive Directors in their Annual Report,
the continuance of deficits in the two reserve centers no longer necessarily
produces a growth in world reserves and makes it more difficult to reach
agreement on conatructivé solutions to the pfoblem of ensuring an adequate
growth of reserves for the future.

Notwithstanding a tightening of monetary conditions and a sharp upsurge
of_interest rates, aggregate demand in the United States expanded rapidly

( in the past year. This has led to a further shrinkage in the customary

current-account surplué of the balance of payments, offsetting the reductions
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in capifal outflow. It 1s essential that policies in the period ahead

be directed toward the achievement of an effective payments equilibrium,

and one which safeguards the needs of other countries for capital and aid.
Tﬁe several measures of fiscal restraint proposed by the U.S. Administration
earlier this month in order to diminish inflationary pressures would con-
tribute to the desired equilibrium in external payments.

The balance of payments position of the United Kingdom, which showed
gradual improvement after the crisis of 1964 but remained weak, has been
made difficult by lack of confidence. The program adopted in July, together
with the earlier measures, represents alsubstantial diginflationary effort.
This should do much to relieve the pressure on British resources and so to
correct the external imbalance. The various measures now in effect will
entail some slowing down in investment and growth over the short term, but
the efforts being mede to improve the allocation of resources and to make
incomes policy more effective should serve to strengthen the basic structure
of the British economy and help ensure adequate growth with internal and
external stability in the longer run.

In both the United States and the United Kingdom, a rise in interest
rates was appropriate in the prevailing situvation of payments deficits

combined with excess pressures of domestic demend. However, its contribu-

tion to the capital account of the balance of payments of the two reserve

centers has been limited by a broadly parallel rise of interest rates in
many countries on the continent of Europe.

In view of the strength of economic expansion throughout the industrial
world, it is perhaps not surprising that interest rates in most leading

countries have been high and rising over the past year or so. In part, the

T T A i M ST
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dramatic rise of interest rates has been a natural phencmenon reflecting
the intensity of credit demands accompanying economic growth. However,
there have been various other causes, the most important of which has béen
the way that industrial countries have managed their financial policies.
Most of these countries have relied mainly on monetary policy to combat
domestic inflation. However, it would have been more appropriate from the
standpoint of international payments equilibrium if BEuropean countries in
relatively strong payments and reserve positions had made greater use-of
fiscal policy for the purpose of checking inflation. Within the over-all
degree of restraint obtained by the financial policies of such European
countries in the recent period, a combination of greater restraint through
fiscal poiicy and lesser restraint through monetary policy would have meant
lover interest rates in those countries and thus would have teen helpful to
the international adjustment process.

In short, interest-rate developments in the industrial countries have
not contributed significantly to a lessening of the disequilibrium in
international payments. But, at least in some cases, these developmenté

may also have disadvantages from a domestic viewpoint. There is room for

concern that the later impact of a rapid advance in interest rates upon

investment activity may be greater than desired. Moreover, in a few countries
the upsurge of rates in the last year or so has been symptomatic of a some-

what disorderly scramble for funds. Also deserving of attention is the

poﬁéntial danger that further squeezes on liquidity, and further rises in

interest rates, could have an adverse impact on particular categories of
financial institutions or borrowers, with consequent repercussions on

confidence and on real economic activity.
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In eny event, these considerations regarding interest-rate developments
point clearly to the need for better fiscal policies in the industrial
countries. Some improvement--perhaps not inconsiderable--could be realized
through a greater willingness on the part of national authorities to face

_ fiscal problems promptly, within the framework of existing arrangements.
More fundamentally, every effort should be made to bring greater short-run
flexibility into the instruments of fiscal policy in the industrial countries.
This would contribute materially to the general effectiveness of demand
management, enabling the authorities to cope more successfully with rapid
changes in domestic conditions or in the balance of payments. If fiscal
policies were better developed and could be adjusted more readily to changing |
circumstances, less reliance wou;d need to be placed on monetary policies
to influence domestic demand, and this, in turn, would permit more attention
to be paid to the effects of monetary policy on the international movement .
of capital. With the convertibility of major currencies, an unduiy heavy
reliance on monetary policy mﬁy induce capital inflows or outflows which
are disequilibrating to the balance of payments and also hamper the use of
monetary policy for domestic purposes.

The industrial countries, by and large, have achieved some fundamental
success in meeting their objectives of national economic policy in recent
years. However, in one vital respect the record has not been good. Pre-
occupied with their domestic problems of pursuing economic growth, combating
inflationary pressures, and protecting payments or reserve positions, the
industrial countries as a group have not expanded their various forms of

( : assistance to developing countries. In view of the sheer immensity of the
problems and needs facing the developing world, this situation is of the

graveat concern.
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High growth in the industrial countries, to te sure, has provided an
expanding market for the developing countries' exports during the 1960's.
However, the beneficial effects of this would have been great.y enhanced
if the industrial countries, by continuing to lower trade tarriers, had

- eased further the access to their markets. Only slight progress has been
made along these lines in recent years.

High growth in industrial countries, moreover, might te expected to
focilitate the flow of resources to the developing world. But, in spite
of increased efforts by some countries, foreign aid in the aggregate has
stagnated since the beginning of this decade. I%s terms have hardened in
the sense that the proportion of assistance in the form of grants has
fallen and that of tied eid has risen. Furthermore, the volume of private
long-term capital flowing to the less developed countries has increased
relatively little over the past few years. Althcugh the industrial
countries that impose restrictions on capital outflowﬁ have attempted to
insulate developing countries from the effects of such measures, the
general economic environment in the industrial world has not been one of
pocitive encouragement, by tax incentives or otherwise, to investment in
lens developed countries.

In view of this situation, the industrial countries should give a

Lo 'high priority to measures which ease the access to their markets and

g - gtimulate the flow of investment and development assistance. These
countries should make all possible efforts to avoid having such measures
become contingent on thé state of their balances of payments or of their

( budgetary positions. If these principles, which appear to find broad

acceptance, were to-be put into practice, we could then look forward to
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& time in which the potential benefits of high growth in the industrial
countries would be shared more fully with the developing world.

On the other hand, the developing countries themselves must play an
important role in eny such improvement. Financial prudence on their part
is more than ever necessary, not only in the interests of internal balance
but as a means of stimulating the inflow of foreign resources, both private
and official. While the control of some of the more conspicuous inflationary
situations in the developing world has met with a measure of success, there
hac been some deterioration in many of the milder cases and the over-all
outlook for internal price stability remains clouded. On the supply side,
ton, the developing countries must do more to marsnall and redirect domestic
resources 1f a higher level of exports to fill expanded markets is to be
generated and if an increasing flow of foreign resources is to be used
effectively. Particularly important, in view of the rapid growth in
population, is the need in many countries for a strengthening of the
agricultural sector.

The external_position of many less developed countries remains
precarious. The burden of servicing their accumulated foreign indebted-
ness has grown heavier, and the level of their reserves femains low. As
8 group, these countries have made sizable additions to their foreign
exchange reserves over the last three years, but these reserves in many
cases had fallen to very low levels and, besides, much of the over-all
increase has been concentrated in only a few countries. Whatever streng-
thening of reserves has occurred is certainly to be welcomed; the less
developed countries must have adequate reserves if they are to be able to

deal with balance of paymente uncertainties.
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The Fund's resources are available to the members, within the estab-
lished policies governing their use, to supplement their own reserves at
times of temporary balance-of-payments difficulty. A frequent cause of
difficulty is a shortfall in export earnings, and ordinary drawings can be

made on the Fund in such circumstances. However, in February 1963 the Fund

 extended its policies by making special provision for the compensatory

financing of payments deficits arising out of export shortfalls. Taking
account of suggestions made by Governors at the 1965 Annual Meeting and’

of a Resolution passed by the United Nations Conference on Trade and
Develorment, the Fund in the past year undertook en intensive re-examina-
tion of its compensatory financing facility. This resulted in the improve-
ment of the facility that is fully explained in a new report that has been
made public today. |

Here, I might note briefly that outstanding compensatory drawings under

the special facility--previously limited to 25 per cent of a member's quota--

Digitized for FRASER

may in the future rise to 50 per cent of quota, with the provision that net
drawings will ordinarily not exceed 25 per cent of quota in any one year.
Henceforth these drawings will be outside the Fund's tranche policies and
therefore they will not affect the member's ability to draw under those
policies. The facility can now be said, in colloquisl terms, to be a
"floating" one. This is, of course, an important liberalization of policy
for the benefit of countries eligible to use the facility. Countries making
use of this facility will repurchase in accordance with the Fund's estab-

lished policies which, in general, call for repurchases within three to five

years. At the same time, the Fund will in these cases recommend that countries
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apply to repurchases approximately one half of the amounts by which their
exports are above their calculated trend values in any year.

The compensatory financing facility provided by the Fund has been
useful to some Fund members and in the future is likely to te useful to
meny more. It is for thls reason that we have sought and achieved agree-
ment on the expansion and liberalization of that facility. This has Teen
done within the broad fremework of the Fund's policy on the use of its
resources, especially the requirement that those resources are available
to assist members in meeting temporary balance-of-payments difficulties.
As a result of our latest decision on this subject, the Fund is better
equipped to help countries which have encountered export difficulties not
of their own making.

I turn now to the subject of international liquidity--a subject on
vwhich the Fund has done a great deal of constructive work over the past

year. The main results of this work are discussed at considerable length

- in Chapter 2 of this year's Annual Report of the Executive Directors. It

is clear from this Chapter that the work done during the past year, Toth in
the Fund and elsewhere, has produced significant advances in und:rstanding
and egreement. I may mention as one example the issue of the distribution

of such reserves; very wide agreement has been gained on the principle that

all members of the Fund should participate in any distribution of newly

created reserves and that Fund quotas (or a closely related measure of the

relative economic position of countries) should serve as the yardstick for

the allocation of such reserves among Fund members. On other major points,

too, there 1s a growing convergence of views.
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There still remain a number of unresolved issues, including some

important ones of both technique and policy. I do not want to minimize

the difficulties involved but I am convinced that, given the will to
estublish a mechanism for the creation of reserves, these difficulties
can b2 resolved in a reasonably short time. On the basis of the experi-

ence w2 have had this far, I conclude that there are no technical reasons

' why concentrated work could not provide Governors with fully developed

suggestions for arrangements for reserve creation in time for next year;s
Annual Meeting. As an illustration of how certain aspects could be worked
out, I put forward some specific ideas last February for the consideration
of Executive Directors. These ideas, which are also covered in Chapter 2
of the Report, reflect the basic principle of universality and incorporate
those safeguards that are indispensable whenever the creation of money 1is
undertaken.

I may perhaps draw attention to the large increases, announced two weeks
ago, in the bilateral credit facilities and swap arrangements of the U.S.
Federal Reserve System and the Bank of England with each other and with a
number of other central banks. These arrangements are designed to cope
with the problem of heavy short-term movements of capital between financial
centers and are not intended to be & substitute either for the conditional
liquidity extended by the Furd or for the deliberate creation of new

reserves, but I mention them here because they provide impressive evidence

‘that decisive action can be taken quickly in the area of international
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liquidity.
I suggested in my address & year ago that it would be very useful if

the efforts of the Fund and the Deputies of the Group of Ten could be directed
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towards a common view on desirable lines of action in the fleld of reserve
creation. In my view, these efforts might now be Eelped by informal meetings
between the Fund's Executive Directors and the Deputies. I am discussing
practical arrangements for this purpose, and I hope to be able to sutmit pro-
posals to the Executive Directors in the near future. It may well be that
informal discussions with other groups would also appear uéeful during the
year, and if the Executive Directors wish these to be arranged I perceive no
difficulties. The most important consideration is to leave no procedure ;nd
no channel untried which can advance the work in which we are engaged.

I have made it clear that I consider it important that concrete arrange-
ments for the delibterate creation of additional reserves be agreed among
member countries without undue delay. I do not hold this view because I
believe that the international monetary system is in imminent danger without
injections of additional liquidity. But I do believe that world confidence
in this system will be greatly strengthened once it becomes established that
the members of the Fund have agreed on a system of deliberate reserve creation
intended to insure that reserves increase.by such amounts as are Jjudged
necessary for the full, free, and noninflationary growth of the world economy.

I do not harbor the illusion that reserve creation can serve as a panacea
for the economic problems of the world. But many of these problems can more
readily and more successfully be tackled if countries following prudent

policies can expect their reserves on the average to increase--that is to say,

..a:§1~ if countries can acquire the reserve increases they need over the long run out
of a growing total rather than at the expense of other countries. It is to
( ‘assure such an economic environmment that agreement should be reached on

arrangements for deliberate reserve creation. For that reason the most deter-

mined efforts of all of us should be devoted to this problem in the coming year.
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¥hile clveunsisnces gye proventing achievement of balance
in owr dnterpaticnsd payreonts this year, we do feel that keeping

L7

the deficii In ihe bounds we have, in the face of many difficul-
ties, particularly Vietnom, should be gratifying to this working
pariy.

The deficit on the liqnidiiy basis in the first half of
this year was $1,4 billion at an amnual rato - ‘\firi:ually the
same ag for the year 1965,

The deficlt on the basis of official selilerents wvas at an

enmual rate of $0,9 billicn in the first half compared to $1.3
billicn in 1865,

Ihe deficit in the third quarter on the liquidity basis will
probebly be within $100 miilion - plus or minus - of the deficii
in the third quarter of last year, which was sbout $530 million,

¥hile there has been no change in the over-nll liguidity

balance from last year there has been a substanbial chanre in the

comositicn of cur balsnce of payments, The trade surplus,

military account and Covernment grants and capital have worsened,

These losses, however, were offsel by gains in the capital eccount,
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Following ave the chanzea in the major accounts between 1965

and first hald 1855 of sl rates, nillions of dollars:

Trade bolonue =850
Xlitary -850

U, S. private caplials +£10
Foreign capitals: 41,610
Errors and calssions w220

YLiquidity balance =50

The balanco-of-peyrents ccath of ¥ieioonm is considerably
pore than perhsps is generally realized, In the first helf bf
this year, our military expecditures inm Japon aod other countries
in Asia were at an axmwal rate ebout $O00 million higher than

in 1964, Yoast of that rise can be aitributed to the hostitities

in Vietnan,

¥Excludes Delavare sub iscves of $203 1llilion in 1565 end §475

nillicn in first half of 18046,
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A second kind of impact on our balance of payments from

Vietnan i in the fom of the irport comtent of military pro-

curenent in the U, S, A receat analysis indicates that defense
needs have boon o major reascn for higher dmports of such items

as chenleals, engines, telecommunication equipment, textiles and
lght trorsport aleera

The need to meet tight militery delivery reguirements 1s
important herve, The mdlitary demand has been so great that present
capacity is inodequate and our normally sufficient domestie
supplies must be supplemented by irports,

Finally, there is the demand or incor-.w.—a- effect of damestice
military procurement vhich, of course, stimmulates irports,

Our balance of payments in the first half of this year also

vas adversely affected by the unevenness of receipts under the

CGerman }dlitary Offset Arvansements, These receipts have been

running at a rate below the quarterly average that would result
if they were spread evenly over the eight quarters (from July
1965 through June 1967) covered by the current arrangements,

The fact that these receipts have been rumming substantially
below the quarterly average for the entire first year of the
agrecment suggests that they will come in et a higher rate in
the gecand year,

In addition to the demands of Vietnam, the high level of our
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eivillan cconcoyr has taken its 1oll on the trade surplus, Jrmorts
in the first half were ot an ennual xate of 14 percont above the

A
LY S

year 1945 and 21 porcent ohove the first half of 1965, The

commodity distzisuvion of this rise is across the boavrd. Corparing
the firzst hall of 1006 with the first half of 1965 we £ind the

following pereentege Incroascs in tho major comodity groups:

Industrisl synplics snd naterisis 107
Food and beverages 25%
Conswzer goods 4153
Capital equipment 4.5

Fxmorts in the first half were running 8 percent sbove the
year 1965 and 12 poreent above the first half of 1965 (after
edjusting for the shipping strike in early 1965), However, _‘che
export increase leveled off after the third quarier of last year,
This flattening trend primarily reflected a slowing in the rate
cof expansion in exports to Furope and Iatin Arerica in the first

quarter and an absolute decline in the second quarder, There is

also gome evidence that the high rate of capaciiy wtilization '
has retarded the £i1lling of export orders,

Ve feel that the dajerioration in our trode surolug is due

Y0 cyclical rather than structural factora, There 1s a very

close corvelation between rates of increass in cur GIP and our
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For the poriod 1960 through the flrst half of 1966, comparing

vach quarior with the sons quarter of 4 T 3 yes e :
each quas 1@ quarter of the previous year, we have
found that (117 drcicoses of 6 poreent or more {(in current dollars)

have clicited move thon proportiomate inercases in imports, while
incresses of less than 6 peoveent in GIP have brought eboub less
than preportionste inercases in imports, Consequently, durdng
the past 2 1/2 years vhen GIP increases have ranged froa slightly
over 6 percent to negarly 9 percent inports bave been inereasing
at conslderably greater rales, By the same token, the more
moderate rates of Increasa in GIP vhilch we leok for in the months
ahead chould bring eboul a more than proporbionate moderation In
the growth rate of owr imporis,

The Presidont's eccononic peszare of September & should -have
8 ealulary effect on both exports and irports in two Important
reapects, |

The suspension of the investment tax credit and accelerated
depreeiation will cut back over-all investment dermnd vhich has
been one of the major caﬁses_ of the overheating of the economy,
This ghould relieve the pressure on imports of some industrial

%} mteriau as vell as :l.z:ﬂ:cc"*hs in response to over-all dc.:..’m&
The B‘LSEQIL;.,LGII of the investment tax credit should also

have a direct effect on our expords and imporis of caplial equip-
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rent by redueing the demand for foredign machinery and eventually
releasing cazaeity to £i11 cxpert orders for U, S, machinery,

Continued increasss in new export orders for machinery, vhich

-

lead delXiveriez by abhout six rwonths, indicate that these ghilp-
mente will rice in the second half of this year,

& Becond major part of the Presidenti's messege was his
commnitient to tale strong mecasures to reduce lower priority
federal expenditures,

Federal civilian egencies have been directed to defer,
etreteh out, and otherwise reduce contracts, new orders end
commitients, FEach major agency has been given a savings target,

th orders 1o n:ee.t that target,

The President stated that he is preparcd {o defer and reduce
Federal expenditures ‘

-~ by requesting eppropriations for Foderal programs at
levels below these now baing auwthorized by the Congress,

~ by withholding appropriations provided above his budget
recormendations vhenever possible, and

=~ by culling spending in other aveas which have significant
fiscal iwmpact in 1967,

The President aleso called upon the banks to rely less on high
interest rates and morve on the}ationirg of eradit,
Finally, the President has stated that ke will take vhatever

fucther fiseal measures are necessary when the figures indicate
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that such megovres g nezded, The Presldent 1s determined to

nto balonce,

s

- e e e e SRR, i 1 Getruspeyy
bring revenues and erponditures

Tha tvo 2 Jor wneartalnties in the budgetary pleture now are
vhat the futurs reguivenents vill be for the var in Vietnan and

the tolal arount sppropriated by the Congress for FY 1967,

The President stated that once these figures ave avallable they
viill be given a careful review and then it would not take him
long 4o declde vhat to do.

Tae 1965-1966 level of U, S, private caniial cutflows -
$3-3 1/2 billion (excluding Delavare sub issues) is conziderably
below the 1963-1964 levels of $4 1/2 enmd $6 1/2 billiem,
respectively, and, with the excepiion of one year, is as low as
any level over the past decade,

Ve would not think it in the interest of the econcmic health
end growth of the free world if cur capital cutflow were reduced
1o the degree needed to maintain an over-all egquilibriun at ocur
present rate of trade surplus, Thus, barring sharp cut-backs in
our military and foreign ald expenditures, or further restrictions
on private capital outflows, regardless of the impact on other
nations, or resirictions on cur current account, the answer must
lie in expondsd cwwent accomd receipts, particularly exports,

The past montha have glven us further experdence with

restrictive monetary policy, I am now going to ask my Federal
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Reserve associnte o roview developnents in this area over the

rast year,

At tha Jast ERC recting the U, S. Representative suggeated
sone further study of the effccta and the limitations of monetary
policy &2 o technique to yesirain demand, Events of the past
two months reinforce the view that such a study would be vseful,

The U, 8. is roving nov to put gdditional veight on fiscal
policy, If the need for further messures should become epparent,

edditional action will be taken,
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U.S. BALANCE OF PAYMENTS
1963 through First Half 19606

(Million_of dollars)

First Half

1963 1964 1965 1966 at
. . i o Annual Retes |
TRADE 2,079 £,676 4,788 3,942
Exports 22,071 25,297 26,276 26,464
Imports -16,992 -18,621 ~21,488 =24,,522
TRAVEL (incl. fares) -1,653 -1, 601 -1,743 -1,841 2/
Receipts 1,052 1,245 1,377 1,500
Payments -2,705 -2,846 -3,120 -3,341
MILITARY 1/ -1,932 -1,859 i B o -2,572
Receipts 1/ 1,004 975 1,158 962
Payments -2,936 -2,834 -2,881 -3,534
OTHER SERVICES & TRANSFERS 749 953 994 1,167
(excl. direct inv. income)
GOV, GRANTS & CAPITAL NET -3.542 -3,325 3,492 ~4,100
Outflows =4, 551 -4,263 <k, 277 4,642
(Dollar outflow) (-814) (-685) (-708) (-728)
Debt repayments 970 703 902 824
U.S. Gov. non-liquid liabilities 39 235 =117 =282
D. . INVESTMENT 1,158 1,254 5% 830
Capital outflows -1,976 ~-2,416 -3,371 -3,288
Investment income 3,134 3,670 3,961 - 4,118
BANK CLAIMS -1,535 ~2,464 2% 264
Short-term ~-731 -1,523 325 110
Long-term =154 =941 =231 154
NON-BANK CLAIMS 159 -966 345 -366
Short-term -4 -623 436 -220
Long~term 163 =343 -9l -146
FOREIGN SECURITIES . -1,104 - -£77 758 -6
New issues -1,250 -1,063 -1,206 -1,296
Outstanding issues & redenptions 146 386 448 662
FOREIGN CAPITAL 303 222 -3 2,092
ERRORS & QMISSIONS -352 -1,011 =429 -668
OVERALL (Liquidity) BALANCE -2,670 -2,798 -1,337 -1,426
OFFICIAL SETTLEMENTS BALANCE ' -2,044 -1,546 -1,305 -8e4
i;:£ solished by the Commerce Department; includes ' advance receipts,
Source: Su of Current Business, June and September 1966.

Fares are estimated for 1966,
September 23, 1966
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