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AMENDMENTS OF THE BRETTON WOODS AGREEMENTS
ACT

FRIDAY, AUGUST 27, 1976

U.S. SENATE,
Coymrrree oN BANKiNG, HoUSING AND URBAN AFFAIRS,
SUBCOMMITTEE ON INTERNATIONAL FINANCE,
Washington, D.C.

The subcommittee met at 10:10 a.m. in room 5302 of the Dirksen
Senate Office Building; Senator Adlai Stevenson, chairman of the
subcommittee, presiding.

Present : Senators Stevenson, Proxmire, Tower, and Helms.

Senator StevensoN. The meeting of the Subcommittee on Inter-
national Finance will come to order.

The purpose of this hearing is to consider H.R. 13955, a bill to au-
thorize the U.S. acceptance of certain amendments to the Articles of
Agreement of the International Monetary Fund, and an increase of
the U.S. quota. ‘

The amendments would legitimize floating exchange rates. The im-
mediate issue is whether the Congress should approve this authorizing
legislation, but the larger question is whether the amendments, the
quota increase, and other so-called reforms instituted in recent years
fulfill the U.S. objective of moving toward a stable noninflationary
international monetary order.

‘We are fortunate to have with us this morning a distinguished
roup of witnesses, all of whom are well qualified to testify to this
arge complex subject.

The first is our colleague from Illinois, the distinguished senior Sen-
ator, Charles H. Percy.

OPENING STATEMENT OF SENATOR TOWER

Senator Towzr. This morning we meet for hearings on a most impor-
tant matter—the structure and functioning of the international mone-
tary system. Since 1973, most major currencies have—to a large ex-
tent—been allowed to float. An international monetary system based
on floating exchange rates, however, constitutes a technical violation of
the Bretton Woods Agreements and the articles of the International
Monetary Fund. This is most important because it means that the IMF
cannot develop a consensus on “rules of the game” for our floating-
exchange-rate world and act as an umpire for those rules.

Without a consensus on rules of the game and an international orga-
nization to enforce those rules, the danger is increased that one or more
countries will attempt to manipulate the price of their currencies on
foreign exchange markets to give their exporters an unfair competitive
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advantage. This, of course, would put American producers at an unfair
competitive disadvantage. To avoid such an eventuality, I urge the
committee to give prompt attention to H.R. 13955.

STATEMENT OF CHARLES H. PERCY, U.S. SENATOR FROM THE
' STATE OF ILLINOIS, ACCOMPANIED BY CHARLES MEISSNER

Senator Percy. Thank you, Mr. Chairman. I am very pleased to
be with the subcommittee this morning, Senator Proxmire and my
flllilsj:inguished colleague, Senator Helms, and my colleague from

inois. -

You have a very distinguished panel following. )

‘We have a vote coming along fairly soon, so I will be brief.

I ask your unanimous consent to submit the entire testimony that I
am presenting this morning in the record at this stage.

nator STEVENsSoN, Without objection.

[Complete statement of Senator Percy, a copy of H.R. 13955 as re-
ported by the Committee on Foreign Relations, and a reprint of Senate
Report No. 94-1148 follow :] :

PREPARED STATEMENT OF SENATOR CHARLES H. PEROY

Mr. Chairman, I thank you/ for the opportunity to appear before you. It is
always a pleasure to deal with my fellow colleague from Illinois.

I strongly support the passage of H.R. 139556 as passed by the House and
reported by the Senate Foreign Relations Committee. I agree with the Com-
mittee's conclusion that in renegotiating the Bretton Woods Agreement the
Administration has achleved U.8. objectives and effectively protected U.8.
interests. In the process of accomplishing this task, numerous compromises were
made, none of them in my opinion are damaging to basic U.S. interests.

My purpose in appearing this morning is not to speak as an advocate for
H.R. 13955, but to explain to you the purpose and thought behind my own
amendment to H.R. 183055. The amendment appears as Section 4 in the bill and
amends Section 14 of the Bretton Woods Agreements Act by adding a para-
graph (b). The amendment is short but very significant. It reads as follows:

The President shall, upon the request of any committee of the Congress with
legislative jurisdiction over an international financial institution or economic
organization of which the United States is a member, transmit promptly to such
committee any appropriate information furnished to any department or agency
of the United States by such institution or organization.

The purpose of the amendment is to improve the potential of Congressional
oversight of U.8. governmental activities regarding U.8. participation in the
international monetary system and U.S. foreign economic policy. The growth
of economic interdependence and the increasing size of the international sector
of the U.S. economy necesgitate greater Congressional concern to these policy
areas, For example, in this Congress we have dealt with Bretton Woods, com-
modity agreements, energy problems and the OECD financial safety net.

‘The international monetary system and the International Monetary Fund
(IMF), as the central institution of that system, form the cornerstone of
U.S. foreign economic policy. Yet the switch from fixed to floating exchange
rates limits Congressional access to the policy process associated with the
monetary system or the IMF. With fixed exchange rates, adjustments in the
balance of payments were handled through controls on trade, financial flows,
military offset payments, ete. Congress had to approve these actions and could
express its poliey concern.

However, under floating rates the adjustment process takes place in the
rate itself, in the market place with no Congressional input. The system will be
run through the IMF and the financial organizations of the OECD and G-10.
Without some access to the papers and analyses of these bodies, Congressional
oversight of the new Bretton Woods Agreements will be minimal.

Becondly, because of the expanding role of economics, there is a growing
need by Congress for international economic information. One major center of
reliable economic data is the staff and secretariats of international financial
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institutions and economic organizations, The executive branch uses this material
in the formulation of policy on both bilateral and multilateral economic prob-
lems. I believe Congress should also have access to this economic information
it we are going to review policy options intelligently.

In the past, we have tried to get this information, and for the most part, I
think members of the Committee and staff of Senate Foreign Relations have
been successful because they have “friends” at Treasury or State who are willing
to “help.” But on the more sensitive documents, I must admit that I find it an-
noying to be told: “Well, you can certainly read the documents; we will bring
them to your office and you can read them while we wait.” This is really a slight
to Congress. I don’t see how we can exercise adequate oversight on a basis
that maybe we can see them and maybe we can’'t. We must have access to in-
formation and, in turn, must be held fully accountable for the documents and
policies we approve.

The amendment has some key words in it that must be explained. First, it is
directed to the President because the responsibility for development of foreign
economic policy is shared mainly between the Secretary of State and the Seec-
retary of the Treasury. However, other agencies such as the Federal Reserve,
the Council on International Eeonomics, the Economic Policy Board, the Special
Trade Representative, the Council of Economic Advisors and the Office of Man-
agement and Budget, all contribute and in some cases represent the United
States in international bodies.

Secondly, the amendment does not demand all documents, but only those re-
quested by a committee, The word committee is important because the amend-
ment is not seen as applying to personal requests by members of Congress, It
deals with committee business and oversight responsibilities.

The most significant modifier in the amendment is the word appropriate which
appears in the phrase “. . . transmit promptly to such committee any appropriate
information . . .”. This word was very thoughtfully inserted by our colleague
Jacob Javits to avoid a constitutional clash over the issue of Congress reguest-
ing documents from the President and having him refuse. The word provides
a buffer for reasons of vagueness in that gray area of the Constitution on the
separation of powers. The Committee, however, made clear that it would not
accept a decision that sensitivity or classification of a document defined that
document as inappropriate.

The Department of Treasury is in opposition to this amendment. Their con-
cerns are twofold. First, they believe that there is a right of executive privilege
that this amendment may violate. This is difficult to accept. The amendment
deals only with information provided to the executive branch from an external
source and given to all other international members. Second, Treasury objects
to the amendment on the basis of confidentiality of the material. They argue
that material is provided to an international organization on a confidentiai basis
and should be held as closely as possible. I don’t accept the position that exposure
to Congress is tantamount to public disclosure. This body handles classified
documents daily without mishap. Certainly, on the Senate Foreign Relations
Committee all reports printed publicly which may have classified information
included are cleared by the executive branch. Furthermore, the -executive branch
does not have an untarnished record in this area either.

One other objection has been raised, that is the issue of germaneness. H.R.
13955 deals only with the IMF and the IBRD (World Bank). Those opposed
to my amendment believe it to be itoo broad in its scope, applying to all institu-
tions and economic organizations. I disagree. A close reading of Section 14 of the
Bretton Woods Agreements Act shows that the drafters of that Act, even 30
years ago when the international economy was of much less importance than
today, recognized the interdependence of various aspects of the international
economy. The major objectives outlined were to ‘“facilitate the expansion and
balanced growth of international! trade and promote the stability of interna-
tional economic relations.” The Congress directed the U.S. representative of the
Fund and the Bank to formulate policy taking into account all the various as-
pects of our economic relations. I don’t see how Congress in its oversight role
can ask any less of itself.

I urge this Committee to study my amendment closely and give its stamp of
approval. Congress must have information if it is to do its job adequately. There
is no reason why we must duplicate the executive branch in size and staff to
effectively formulate policy options for this country. We are one government,
not two. There is no reason we cannot share the information provided to our
government resulting from U.S. participation in an international institution
or organization.
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Calendar No. 1081
w1, R. 13955

[Report No. 94-1 14‘8]

IN THE SENATE OF THE UNITED STATES

JoLy 28,1976
Read twice and referred to the Committec on Foreign Relations

Auvcusr 10,1976
Reported by Mr. Sparxaran, with amendments

[Omit the part struck through and insert the part printed in italie]

AN ACT

To provide for amendment of the Bretton Woods Agreements
Act, and for other purposes.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,

That the Bretion Woods Agreements Act (22 U.8.C. 286-

S W b

286k-2) is amended by adding at the end thereof the fol-

b }

lowing new sections:

6 “S8gc. 24. The United States Governor of the Fand is

authorized to accept the amendments to the Articles of

8 Agreement of the Fund approved in resolution numbered .
9 31-4 of the Board of Governors of the Fund.

10 “Sge. 25. The United States Governor of the Fund is

11 anthorized to consent to an increase in the quota of the United
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* States'in the Fund equivalent to 1,705 million Specjal Draw-

ing Rights.

“SeC. 26. The United States Governor of the Fund is
directed to vote against the establishment of a Council
anthorized under Article XII, Section 1 of the Fund Arti-
cles of Agreement as amended, if under any circumstances
the United States’ vote in the Couneil would he less than
its weighted vote in the Fund.”.

SEC. 2. Section 3 of the Bretton Woods Agreements Act
(22 T7.S.C. 286a) shall he amended as follows:

(1) section 3 (c) shall be amended to read as fol-
lows:

“(c) Should the provisions of Schedule D of the Ar-

tieles of Agreement of the Fund apply, the Governor of the

TFund shall also serve as councillor, shall designate an alter-

naté for the councillor, and may designate associates.”:
(2) a new section 3(d) shall be added to read as
follows:

“(d) No person shall he entitled to receive any salary
or other compensation from the United States for services
as a Governor, executive director, councillor, alternate, or
associate.”,

SEc. 8. The first sentence of seetion 5 of the Bretton
Woods Agreements Act (22 T7.8.C. 286¢) is amended to

read as follows: “Unless Clongress hy law authorizes such
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‘action, neither the President nor any person or agency shall

on behalf of the United States (a) request or consent to any
change in the quota of the United States under article I1I,
section 2 (a), of the Articles of Agreement of the Fund; (D)
propose a par value for the United States dollar under para-
graph 2, paragraph 4, or paragraph 10 of schedule C of the
Articles of Agreement of the Fund; (¢) propose any change
in the par value of the United States dollar under para-
graph 6 of schedule € of the Articles of Agreement of the
Fund, or approve any general change in par values under
paragraph 11 of schedule C; (d) subscribe to additipnal
shares of stock under article II, section 3, of the Articles
of Agreement of the Bank; (e) accept any amendmment
under article XXVIII of the Articles of Agreement of the
Fund or article VIII of the Articles of Agreement of the.
Bank; (f) make any loan to the Fund or the Bauk; (g)
approve the establishment of any additional trust fund
whereby resources of the International Monetary Fund
would be used for the special benefit of a single member, or
of a particular seginent of the membership, of the Fund.”.
Sec. 4. Section 14 of the Breiton Woods Agreements
Act is amended as follows:
(1) Immediately after “SEc. 14.” insert “(a)”.
(2) At the end thereof add the following new sud-

section:
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“(b) The President shall, upon the request of any com-
mittee of the Congress with legislalive jurisdiction over an
tnternational financial wnslitulion or cconomic organization
of which the United States is « member, transmit promplly
to such commitlee any appropriale information furnished lo
any department or agency of the Uniled States by such
institution or organization.”.

SEC. 4 5. The first sentence of section 17 (a) of the
Bretton Woods Agreements Act (22 U.S.C. 286e~2 (a)) is
amended to read as follows: “In order to carry out the pur-
poses of the decision of January 5, 1962, of the Executive
Directors of the International Monctary Fund, the Secretary
of the Treasury is authorized to make loans, not to exceed
$2,000,000,000 outstanding at any onc time, to the Fund
under article VII, section 1 (i), of the Articles of Agreement
of the Fund.”.

SEc. & 6. The Special Drawing Rights Aet (22 U.S.C.
286n-1) is amended by:

(1) deleting “article XXIV” in scction 8 (a) and
inserting in lieu thereof “article XVIII”;

(2) deleting “article XX VI, article XXX, and arti-
cle XXXI” in section 3 (b), wherever it appears, and
inserting in lieu thereof “article XX, article XXIV, and
article XXV*';

.org/
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(8) deleting “article XXIV” in section 6 and in-
serting in lieu thereof “‘article XVIII”;
(4) deleting “article XXVII (b)” in section 7 and
inserting in lieu thereof “article XXI(b)”.
SEC. 6 7. Section 2 of the Par Value Modification Act

- (31 U.S.C. 449) is hereby repealed.

- 8EC. 7 8. Section 10(a) of the Gold Reserve Act of
1934 (31 U.8.C. 8222 (a)) is amended to read as follows:
“SEC. 10. (a) The Secretary of the Treasury, with the

approval of the President, directly or through such agencies

as he may designate, is authorized, for the account of the

fund established in this section, to deal in gold and foreign
exchange and such other instruments of credit and securities
as he may deem necessary to and consistent with the United
States obligations in the International Monetary Fund. The
Secretary of the Treasury shall annually make a report on
the operations of the fund to the President and to the
Congress.”.

SEc. 8 9. Section 14 (c) of the Gold Reserve Act of
1934 (31 U.S.C. 4055) is amended to read as follows:
“The Secretary of the Treasury is authorized to issue gold

. certificates in such form and in such denominations as he

may determine, against any gold held by the United States

Treasury. The amount of gold certificates issued and out-
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standing shall at no time exceed the value, at the legal stand-
ard provided in section 2 of the Par Value Modification Act

(31 U.S.C. 449) on the date of enactment of this amend-

ment, of the gald so held against gold certificates.”.
~ SEC. 9 10. The amendments made by sections 2, 3, 4;
5, 6, 7 and + 8 of this-Act shall become effective upon entry
into force of the amendments to the Articles of Agrecment
of the International Mouetary Fund approved in Resolution
Numbered 314 of the Board of Governors of the Fund.
Passed the House of Representatives July 27, 1976.

Adtest: - EDMUND L. HENSHAW, JR,,
Clerk.
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Calendar No. 1081

94mH CONGRESS SENATE { RepoRT
2d Session No. 94-1148 "

AMENDMENT OF THE BRETTON WOODS AGREEMENTS
ACT

AvausT 10, 1976.—Ordered to be printed

Mr. SparReMAN, from the Committee on Foreign Relations,
submitted the following

REPORT

[To accompany H.R. 13955)

The Committee on Foreign Relations, to which was referred the
bill (H.R. 18955) to provide for amendment of the Bretton Woods
Agreements Act and for other purposes, having considered the same,
reports favorably thereon with amendment and recommends that the
bill as amended do pass._

Purrose or THE BiLL

The purpose of the bill H.R. 13955 is threefold. First, the bill au-
thorizes the U.S. Governor of the International Monetary Fund
(IMF) to sign for the United States the amended Articles of Agree-
ment of the Fund. The new amendment IMF Articles of Agreement
are printed in House of Representatives document no. 94-447. (The
corresponding pages of the old Articles of Agreement are printed on
the opposing pages of the House document.) Second, the bill author-
izes an increase in the United States quota to the IMF by 1,705 mil-
lion Special Drawing Rights (SDR) or approximately $2 billion
with the SDR valued at 1 gDR--$1.16 U.S. Third, H.R. 13955 amends
three other acts of relevant financial legislation to reflect the changes
in the amended IMF Articles of Agreement.

Cost oF THE BnL

There are no budgetary implications in this bill. The expansion of
the U.S. quota at the IMF is treated as an exchange of assets between
the Fund and the U.S. Government. Such an exchange must be author-
ized but not appropriated since there is no uncompensated expenditure
of fiscal resources.
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HastroricaL BACKGROUND

The international monetary system as it has been experienced over
the last three decades in the creation of the Bretton Woods Confer-
ence in 1944. The conference agreement was authorized by the United
States and the United Kingdom. The objective of the system was to

rovide financial stability in international markets. This was achieved

y fixing exchange rates, by setting an official price for gold, by guar-
anteeing the conversion into gold of major currencies, and by form-
ing the IMF to oversee the system and provide it with the credit fa-
cilities to stabilize the currencies of countries having balance of trade
difficulties.

The dissolution of the monetary system created by the Bretton
Woods Agreements can be traced to the early 1960s. The monetary
system during this time period made a de facto transition from a
“gold standard” to a dollar standard. The continuing annual balance
of payments deficits of the United States, which were seen as a bless-
ing in the 1950s when the new post-war monetary system was starved
for liquidity, produced a dollar glut abroad by the early 1960s. There
were more dollars abroad than the U.S. had gold. The U.S. commit-
ment to redeem international dollars for gold became a physical im-
possibility. The reality of dollar convertibility ended. The strength
of the dollar and the U.S. economy became the base for the system,
as major trading countries were forced to hold their international
monetary reserves in dollars.

Continuing U.S. balance of payments deficits through the 1960s
meant the U.S. was providing more monetary paper for the real re-
sources it bought from abroad. The dollar was overvalued in relation
to other major currencies. The inflation generated by the Vietnam
War expenditures further accelerated both the flow of dollars abroad
and the overvaluation. However, during the~1960s, devaluation of the
dollar was not politically acceptable in the United States nor desired
abroad by our trading partners. A number of actions during the 1960s
marked the U.S. efforts to help relieve pressures on the monetary sys-
tem. The interest equalization tax (IET) and regulations on capital
flows were instituted. Military offset agreements were ne%otiated.
Agreements were made between the largest 10 countries on gold hold-
ings, the price of gold and foreign dollar holdings. A system of cur-
rency swap arrangements between the major central banks came into
being to help stem short-term speculative flows against major cur-
rencies, U.S. Export-Import Bank activities were expanded in the
hopes of reducing the deficit and the domestic international sales
corporation (DISC) authorized to further stimulate exports.

y the late 1960s, major pressures were building for change. The
monetary system was not serving the objectives of major interest
groups. The Europeans became sensitive to U.S. purchases of Euro-
pean firms with overvalued dollars. U.S. labor felt that jobs were being
shipped abroad at the same time that imports were competing easily
with domestic production because of the overvalued dollar. U.S. ex-
porters were losing overseas markets and finding it difficult to com-
pete with European firms in third country markets. Studies by the
OECD (Organization for Economic Cooperation and Development)
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n to show that under a fixed exchange rate system, the U.S. had
exported to Eugxope and the world its own inflation. The Europeans
argued that the dollar had two functions, one as a domestic currenc;
and one as an international currency. The United States was accuse
continually of opting for domestic political considerations rather than
fulfilling its international responsibilities as a reserve currency
country. :

T]u)e:y system had been faltering for a decade, but the benchmark
date of the collapse is put at August 15, 1971. On this day, President
Nixon reversed U.S. international monetalg' policy by officially de-
claring the non-convertibility of the U.S. dollar into gold and uni-
laterally imposing a 10 percent surcharge on all imports. The latter
act represented a 10 percent devaluation of the dollar. The August 15
declaration led to the Smithsonian Agreement of December, 1971,
which realigned the exchan% rates between the dollar and other
major currencies in the world. As part of the agreement, the dollar
was devalued by 8 percent in relation to gold, while such currencies
as the Deutsche mark and the Japanese yen were appreciated
substantially. g

The Smithsonian Agreement was an attempt to hold together the
monetary system under the Bretton Woods structure of fixed exchange
rates and currencies denominated in gold at official prices. But eco-
nomic pressures in the United States, in the face of continuing balance
of payments deficits, forced the United States to unilaterally devalue
again by 10 percent in January, 1973. This devaluation signaled the
end of the Smithsonian Agreement and the demise of the fixed rate
exchange of Bretton Woods. By March of 1973, all of the major trad-
inf nations, with few exceptions, were floating their currencies and
allowing world exchange markets to set currency values. While sanc-
tioned by the IMF, the float was in technical violation of the Bretton
}‘;Voo&ls greements and the Articles of the International Monetary

und.

The 1973 float of currencies eventually ended IMF efforts to struc-
ture a new monetary system on the principle of fixed exchange rates.
The focus of reform was redirected to structuring a new system re-
flecting the realities of the floating rates. During t%e summer of 1974,
the Interim Committee of the I%{F was formed to negotiate this
change. The major industrialized countries are represented directly
on the Committee, with other members of the IMF selecting repre-
sentatives that each represent a group of countries. The representa-
tives are of ministerial rank. The Interim Committee was set up with
the basic idea that the finance ministers have the capacity to make the
political decisions necessary to reach the compromises needed to form
a consensus on the shape of a new international monetary system.

There were three major issues facing the Interim Committee when
it began negotiations in September 1974, These three issues were: the
future role of gold in the new monetary system, the changes in the
IMF quota structure to reflect the changes in economic wealth in the
world, and the structure of the exchange rate system in the new mone-
tary system.

The basic political compromise on the issue of gold was reached be-
tween the French and Armericans at the bilateral summit meeting in

- -
:
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Martinique, December, 1974. President Ford met with President Gis-
card d’Estaing, with finance ministers William Simon and Jean-Pierre
Fourcade present. The agreement, accepted by the Interim Committee
in August, 1975, abolished an official price for gold, allowed each na-
tion to value its gold reserves at market price if it so wished, and
advocated the sale of IMF gold assets. It seemed to indicate substan-
tial withdrawal by the French from their long-held position that gold
should remain central to the monetary system. Yet it is argued by
some that the agreement may allow gold actually to come back into
the system in the future. The United States advocates that the Special
Drawing Right (SDR) replace gold in the system. The U.S. also
surfaced the proposal at Martinique that the IMF might sell a portion
of its gold, the profits from the sale being placed in a fund to be used
by less developed countries to help with special balance of payment
%robéems. This proposal evolved into the idea of the new IMF Trust
und.

The second question before the Interim Committee, that of chang-
ing quotas in the IMF, was approved on August 31, 1975, at the
Committee’s meeting in Washington, D.C. It was decided to expand
the total quotas of the IMF by one-third. Almost all countries will
increase their quotas by an absolute amount but a limited number
of countries will increase their quotas by a larger percentage than
others. This will result in a change in the relative percentage of na-
tional participation in the IMF. The most significant relative increase
in participation was an expansion of the OPEC (oil-exporti na-
tions’ percentage from 5 percent to 10 percent, with the U.S. and
other OECD nations reducing their cumulative percentage by 5
percent.

On the third issue—exchange rates—the main differences were be-
tween the French position advocating fixed rates and the American
gosition promoting floating rates. The issue was not resolved at the

eptember, 1975, IFM/IBRD meeting, but a consensus was reached
among the industrial countries that if the French and the Americans
could solve their differences, the others would accept the compromise.
Accordingly, the U.S. took advantage of the opportunity to work with
the Frenc%l to design the foundation of the new international monetary
system. The drafting was carried on in relative secrecy until the
French-U.S. agreement surfaced at the November, 1975, economic
summit conference at Rambouillet, France. The other countries at-
tending Rambouillet had no previous knowledge of the document,
afl;hough they were cognizant of the French-American negotiating
effort. .

The negotiations began with both countries committed to the same
objective, the reestablishment of stability in the international mone-
tary system. It was the French belief that this stability could be im-
posed by the central governments. The Americans countered with
the argument that the central governments did not have the resources
to stabilize the market without each economy reaching its own internal
equilibrium. The French came to accept this position.

The actual document still remain classified as secret. However, U.S.
Treasury Under Secretary for Monetary Affairs, Edwin Yeo, ITI, dis-
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cussed the contents of the document as follows before the Senate
Foreign Relations Committee on June 22, 1976:

The understandings at. Rambouillet came in two forms:
one, an agreement between the French government and our-
selves which dealt with our mutual perception of the shape
of international monetary reform. In other words, we had a
number of points on which we had been unable to agree, and
the understanding dealt with those disagreements.

The second aspect of the understanding of Rambouillet
involves, again between the French and ourselves, an agree-
ment to collaborate to (sic) consult between Treasuries and
central banks regarding exchange rate developments—
specifically an agreement to counter disorderly market con-
ditions, which has been our policy for some time.

The other participants at Rambouillet associated themselves
not with the understanding per se, but with the communique
which came out of that understanding . .

While it is publicly known that the agreement contained a working
draft of the key compromise on a new Article IV of the IMF Articles
of Agreement, the second aspect of the Rambouillet Agreement men-
tioned by Under Secretary Yeo has received minimal public attention.
From his statement, it must be concluded that a process involving
national treasuries and central banks has been put into place to oversee
the management of the new monetary system. The Rambouillet Agree-
ment, therefore, takes on a longer term significance than just a com-
promise on the issue of the structure of the exchange rate system.

The Rambouillet compromise on the structure of the exchange rate
system formally was accepted by the other members of the IMF at the
Interim Committee meeting in January, 1976, in Kingston, Jamaica.
With this key deciston made, it was possible for the Governors of the
Fund to vote on resolutions expanding quotas and accepting the
amendments to the Articles of Agreement. The amended agreements
enter into force upon signature of three-fifths of the members having
four-fifths of the weighted voting power. :

The Secretary of the Treasury, as U.S. Governor of the Fund, cast
a favorable vote on the quota resolution in March, 1976, and a favor-
able vote on the amendment resolution in April, 1976. These votes did
not constitute acceptance by the United States of the resolutions. Under
Section 5 of the Bretton Woods Agreements Act, Congressional
authorization is necessary prior to U.S. acceptance of amendments to
the Articles of Agreements or of the expansion of quotas. The necessary
leglslaitlon was transmitted to the Congress and introduced on May 19,
1976, in the Senate as S. 3454 and on May 21, 1976 in the House as
H.R. 13955.

CoMMITTEE AcCTION

_ The bill to amend the Bretton Woods Agreements, S. 3454, was
introduced (by request) by Senator Sparkman on May 19, 1976. The
Committee held two days of hearings on S. 3454. On June 22, 1976, the
Committee heard Under Secretary of the Treasury Edwin H. Yeo IT1.
Senator Sparkman also introduced into the record a letter in support
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of the bill on behalf of the Atlantic Council from former Secretary
of the Treasury Henry Fowler. On June 29, 1976, the Committee
invited a panel of three Brookings Institution economists to comment
on the implications of S. 3454: Edward R. Fried, William Cline and
Philip H. Trezise. The Committee also took testimony from Eugene A.
Birnbaum, Vice President and Chief Economist of the First National
Bank of Chicago and Patrick M. Borman from the Institute for
Economic and Legal Analysis in New York City. The Committee held
the record of the hearings open for two weeks for those parties who
wished to submit statements for the record. Statements were received
from Deputy Assistant Secretary of State for International Finance
and Development Paul H. Boeker and from Irving S. Friedman from
Citibank of New York City.

On July 27, 1976, the House of Representatives passed H.R. 13955
by a vote of 289 yeas and 121 nays, and that bill was referred to the
Cmeittee on Foreign Relations on the following day. The Commit-
tee took H.R. 13955 under consideration on August 8, 1976. The staff
reviewed for the Committee the House amendments. These amend-
ments are identified in the section-by-section analysis of the bill. The
Committee Lhad no objection to the House amendments except for one
technical point which was amended.

The technical amendment was made to Section 5 of the Bretton
Woods Agreements Act. Section 5 specifies certain actions which
neither the President nor any person or agency can take on behalf of
the United States unless authorized by Congress. The House amended
Section 5 by adding paragraph (g) which prohibits U.S. approval of
the establishment of any additional trust fund at the IMF which
would Erovide special benefits to a single member or group of mem-
bers. This language limited the U.S. Governor from approving IMF
management of national trusts without Congressional approval. Such
services are authorized under Article V, Section 2(b) of the IMF
Articles of Agreement. The Committee amended this amendment by
inserting the phrase “whereby resources of the International Mone-
tary Fund would be used.” This phrase makes it clear that the amend-
ment deals with IMF financial resources and not national or multi-
national resources being managed by the IMF on a contractual basis.
The amendment has the approval of the Department of the Treasury.

The Committee further amended H.R. 13955 on a motion by Senator
Charles Percy by inserting a new Section 4. Section 4 adds a new
subsection (b{ to section 14 of the Bretton Woods Agreements Act
which would require the President, upon the request of a Congres-
sional committee with proper jurisdiction, to transmit promptly to
such committee any “appropriate” information furnished to any
United States department or agency by any international financial
institution or economic organization of which the United States is
a member. The quoted word was an amendment to Senator Percy’s
amendment and carries special significance as later noted.

The Committee believes that this amendment will improve Con-
gressional oversight with regard to United States participation in the
international monetary system. More effective oversight is required by
the change to floating exchange rates. In the past, under the system
of par values or set rates, exchange management was carried out by
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means of controls over trade, financial flows, offset payments, and
other activities requiring Congressional approval. The move to float-
ing rates has eliminated many such oversight tools, however, while at
the same time increasing the need for reliable information on how
well the new system is functioning. Growing economic interdepend-
ence has added to that need.

The provision also strengthens Congressional oversight over United
States foreign economic policy. The staffs and secretariats of the in-
ternational economic institutions and organizations produce signifi-
cant economic research on national economies and international eco-
omic issues which they distribute to their members. This information
is available to the Executive Branch and it is the opinion of the Com-
mittee that it should be available to the appropriate legislative com-
mittees of Congress. ' ,

The provision should not create constitutional difficulties. It re-
quires the transmittal only of “appropriate” information. It would
not require the transmittal of confidential communications between
departments or agencies of the Executive Branch. Rather, it relates
to information furnished the Executive Branch by external sources.
In this regard, it is roughly analogous, constitutionally, to the “Case
Act”, which requires the transmittal to the Congress of international
agreements to which the United States is a party.

The Committee recognizes that there will be cases where the ap-
propriate information involved may be sensitive. But it notes that
such information is now disseminated to 20 directors of the IMF
representing over 100 countries. Access to such information, most
Committee members believe, is essential for the proper performance
of legislative functions. Nothing in this provision is to be construed
as limiting any Committee’s subpoena power. o

A portion of Senator Percy’s proposal which would have imposed
criminal penalties for unauthorized disclosure of sensitive information
was dropped because of uncertainty regarding its effect on activities
protected by the Speech or Debate Clause, Article I, Section 6, clause
1 of the Constitution. Such action was taken, however, without preju-
dice to consideration of a penalties provision on the Senate floor.

During its consideration of this amendment, the Committee heard
the testimony of Mr. Sam Y. Cross, U.S. Executive Director of the
IMF. Mr. Cross expressed concern over the amendment, especially the
transfer of highly sensitive economic information to Congress.

Thereafter, the Committee by voice vote and without dissent on
August 3 passed H.R. 13955 as amended and ordered it reported fa-
vorably to the Senate.

SecTION BY SECcTION ANALYsis oF H.R. 13955, as AMENDED

H.R. 13955 passed the House of Representatives on July 27, 1976,
and was referred to the Senate on July 28, 1976. The bill—which re-
places S. 3454—as amended in the House and by the Committee on
Foreign Relations, has ten sections. The first five sections of H.R.
13955 amend the Bretton Woods Agreements Act, the next four sec-
tions amend other relevant legislation, and the last section deals with
the date the amendment will become effective.

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



17

8

The first section of H.R. 13955 amends the Bretton Woods Agree-
ments Act by adding Sections 24, 25 and 26 to the Act. Section 24 is the
key section. It authorizes the U.S. Governor of the International
Monetary Fund, the Secretary of the Treasury, to accept the amend-
ments to the Articles of Agreement of the Fund. These amendments to
to Articles are contained in the IMF Board of Governors resolution
31-4. It is this document that contains the provisions that move the
exchange rate system from a fixed rate system to a floating rate sys-
tem, substantially reduce the role of gold in the international mone-
tal"ly system, expand the quotas of the Fund by 33.6 J)ercent, establish
a2 Trust Fund and more lenient access to the Fund’s resources, and
modernize the operations of the Fund to include authority to create a
Fund Council. The Council would be composed of finance ministers
and would replace the current Interim Committee.

Section 25 specifically authorizes the increase in the U.S. quota in
the IMF. The increase is 1,705 million Special Drawing Rights (SDR)
or approximately $2 billion. The SDR value is based on an average
daily value of 16 international currencies and fluctuates daily. Pres-
ently, the U.S. quota is SDR 6,700 or approximately $8 billion. The
U.S. quota expansion is less than the general one-third expansion of
the Fund’s resources, therefore the U.S. percentage in the Fund drops
from 2293 percent to 21.53 percent. Roughly every five years since
1958-59, the Fund’s resources have been increased to keep in step with
the growth of international monetary resources and trade. This one-
third increase is the fourth expansion.

Section 26 was added on the floor of the House of Representatives.
It instructs the U.S. Governor to the IMF to vote against the forma-
tion of the new IMF Council if the Council will not follow the prac-
tice of weighted voting. Weighted voting provisions of the Fund are
stated in Article XTI, Section 5, They apply to all organs of the Fund
and all votes. The addition of Article 26 has the effect of expressing
(tlhe.serlﬁiment of the Congress that weighted voting in the Council is

esirable,

Section 2 of H.R. 13935 was inserted by House Committee action
and amends Section 3 of the Bretton Woods Agreements Act. Section
3 deals with the “Appointment of Governors, Executive Directors, and
Alternates.” The amendment anticipates the formation of the IMF
Council by stipulating that if the Council is formed, the U.S. Gover-
nor of the Fund will serve as Councilor and have the authority to
designate an alternate and associates. The second part of the amend-
ments prohibits the Councilor, his alternate or associates from receiv-
ing salary or other compensation from the U.S. Government. This is
standard language for all U.S. legislation on international financial
institutions, The U.S. Secretary of the Treasury receives no compen-
sation for representing the United States. The other positions are paid
by the institution. The provision prohibits double salary payments.

The third section is a House provision which amends Section 5 of
the original Act. Section 5 prohibits specific acts of the Executive
Branch without prior Congressional authorization. H.R. 13955 amends
Section 5 by adding part (g). Part (g) will prohibit the U.S. Gov-
ernor to vote for the establishment of any new trust funds at the IMF
without the prior approval of the Congress. The amendment reflects
House sentiment that the Trust Fund, with its concessional lending
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to specified poor members, is an economic aid mechanism and past
U.S. Executive support for such a fund without the consent of Con-
grws has been seen as a circumvention of Con, ional authority.

imilar concerns have been expressed in the U.S. Senate. The Com-
mittee on Foreign Relations amended the House amendment, insert-
ing a technical phrase allowing the U.S. Governor to vote without
Congressional authority on trust funds that might be managed by
the IMF but would not include financial resources of the Fund. This
initiative is explained fully in the section of this report titled Com-
mittee Action. '

The Committee amended H.R. 13955 to insert a new Section 4 and
consecutively renumbered House sections 4 through 9 to 5 through 10.
Section 4 amends Section 14 of the Bretton Woods Agreements Act
by designating the present language of Section 14 as paragraph “(a)”
and adding a new paragraph lettered “(b)”. The new paragraph pro-
vides legislative authority for the committees of Congress with legis-
lative jurisdiction over international financial institutions or economic
organizations to request from the President that he furnish any ap-
propriate information provided by these institutions or organizations
to any department or agency of the United States Government. The
intent of the Committee in amending the legislation in this manner is
exglained in the section of this report entitled “Committee Action.”

ection 5 of the bill, reflecting House Committee action, amends
Section 17(a) of the Bretton Woods Agreements Act. The section
deals with U.S. obligations under the 1962 General Agreements to
Borrow. The amendment changes the IMF Article reference to the
appropriate paragm h in the new IMF Articles. It also deletes the
last sentence of 17(a) which stated that any loan must take into con-
sideration the U.S. balance of payments and reserve position. This
provision was logically consistent with a fixed exchange rate system
where reserves were needed to defend the par value of the doliar. Under
a floating rate system, the reserves play a much smaller role in the
adjustment mechanism. ’

Section 6, dealing with amendments to the Special Drawing Rights
Act, and Section 7, dealing with the par Value Modification Act, con-
tain a series of technical amendments that change appropriate refer-
ences from the old IMF Articles of Agreement to the new amended
Articles, or delete language that is inconsistent with the new Articles.

Sections 8 and 9 reflect House amendments to the Gold Reserve
Act of 1934. These are technical amendments, with the exception of
the amendment of Section 10(a). Section 10(a) of the present Act
authorizes the Secretary of the Treasury to use the resources of the
Exchange Stabilization Fund gESF) “for the purposes of stabilizing
the exchange value of the dollar.” The amendment deletes this lan-
guage since under the amended IMF Articles of Agreement there is
no obligation to stabilize the dollar at a par value. The new language
directs the Secretary of the Treasury to use the ESF “as he may deem
necessary to and consistent with the United States obligations in the
International Monetary Fund.”

Section 10 of the bill states that the amendments made in Section 2,
3, 5,6, 7, and 8 of the bill will become effective upon entry into force
of the amendments to the IMF Articles of Agreement.
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TMPLICATIONS OF THE AMENDMENTS TO THE BRETTON WoODS,
AGREEMENTS AcCT

The amended Bretton Woods Agreements Act authorizes the United
States Governor of the IMF to accept the amended IMF Articles of
Agreement and authorizes the expansion of the U.S. IMF quota. Au-
thorizing these two actions will have a broad impact in five major
areas of the international monetary system: the exchange rate system,
the role of gold in the system, the expansion of IMF quotas, the ex-
pansion of access to IMF resources, and the formation of the IMF
Council. In discussing these five areas, it is important to realize that
the amendments of the IMF Articles and the expansion of quotas were
negotiated as one package. The compromises which made this package
a reality took place over a two-year period. They were achieved among
the industrial nations, as well as between the industrial nations an
the developing countries, The package is the result of both economic
and political craftsmanship. It is the opinion of the Committee that
the basic U.S. n:gotiating objectives were achieved and U.S. national
interests protected.

Fxchange Rate System

Of all the changes in the Fund, the agreement sanctioning the float-
ing exchange rate system is the most significant. Moving to a floating
exchange rate for international commerce means that private enter-
prises and not the central governments bear the risk of currency fluct-
uations. It also means that trade restrictions such as fixed tariff sched-
ules are of less importance, since the exchange rate should compensate
to a degree for these impeciiments. Variable tariffs and non-tariff bar-
riers will remain as effective impediments to trade. It is also felt by
some that floating rates will complicate domestic monetary policy be-
cause interest rate changes may affect international capital flows
which, in turn, will affect exchange rate levels.

The negotiations on the exchange rate structure centered on how
the system would be managed, not whether the system would be man-
aged. A fixed rate system 1s managed by direct government involve-
ment in the money markets, as well as by controlling certain items in
the balance of payments that affect the demand and supply of a cur-
rency on foreign currency markets. A floating system is managed by
individuals in the market responding to economic stimuli that in-
fluence decisions to buy or sell foreign currency. These incentives
register themselves through price or interest rates. In the first case,
the central government provides guidance to the market. In the sec-
ond case, this gnidance is provided by forces in the market which en-
courage or inhibit economic activity. Adjustment takes place in the
exchange rate and the national economy rather than through govern-
ment regulation of trade or capital flows. Governments enter the for-
eign exchange market only to stabilize the market in cases of erratic
fluctnations,

The exchange rate decision that is incorporated in the amendment
to Article IV of the IMF charter is not a straightforward declaration.
The article in fact allows for the simultaneous existence of numerous
systems of exchange rates. It does not state that a floating system is
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authorized but implicitly states that the system presently in force is
sanctioned. It also states that on the vote of 85 percent of the members’
quotas, the IMF can return to a fixed exchange system. The agreement
allows coordinated floats such as the European “snake”, as well as tied
floats where-one currer&%v is fixed to another that is floating. For ex-
ample, Mexico could affix'ifs currency to the dollar. Its exchange rate
with the dollar would remain constant while its exchange rate with
other major currencies would float as these currencies floated against
the dollar. The wording very effectively allows all parties in the pro-
ceeding to save face. Its central importance for the U.S. position is
that the present floating system is sanctioned and the U.S. has veto
power over any move to adopt another system.

To help assure that governments do not secretly enter the foreign
exchange market to influence the exchanfe rate of national currencies,
the IMF members have accepted the following obligations. First, all
nations commit themselves to foster domestic economic policies which
assure reasonable price stability and which assure a monetary system
reasonably free o? erratic disruptions. Secondly, all nations pledge
not to manipulate exchange rates other than short-term market action
to stabilize market disruptions. The success of the effort will rely on
the integrity of the countries involved to live by the spirit of the
agreement. o

The Role of Gold

The compromise -on the future role of gold in the monetary system
was reached, except for some decisions on beneficiaries of distribu-
tions, at the August 1975, IMF Interim Committee meeting. The de-
cision was to remove gold from the international monetary system. It
has long been reasoned that gold is not a good “numeraire” for the
system. There are many long dissertations on this issue, but the basic
argument is that the supply of gold is determined by factors outside
the monetary system. Liquidity in relation to the needs of the system
is critical for its stable operation. In the past, gold supply has not
kept pace with the need for international liquidity. Furthermore, the
use of gold as a central part of the system favors those nations with
large reserves, mainly South Africa and the Soviet Union. Finally,
there are competing uses for gold as a commodity, the demand for
which influences the structure of the monetary system—an influence
that is.not seen as productive.

To remove gold from the international monetary system necessi-
tated a decision on how to remove from the IMF its store of 150 mil-
lion troy ounces which had been contributed to it by member coun-
tries as part of their quota obligations. The decision was to sell this
gold. However, it was realized that any massive sale of gold would
collapse the world gold market. The first two sections of the accord
set up a procedure for the IMF to divest itself of one-third of its goal
leaving two-thirds of the gold to be handled at some later date at the
discretion of the IMF. : =

The gold at the IMF is officially valued at SDR 85 or approximately
$42 per ounce. The present world price of gold is near $120 per ounce.
It was decided that in anﬂ distribution or sale of gold, the Fund
would keep the figure of SDR 35 per ounce so that the IME’s assets
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would not be depleted. The benefits to members from the redistribution
of IMF assets (described below) made the gold arrangement accept-
able to promote a larger consensus,

The first part of the compromise is the restitution of one-sixth of
the IMF gold holdings to IMF members on the basis of their quotas
in the Fund. The main beneficiaries of the restitution are the devel-
oped countries who hold the major portion of the Fund’s quotas. This
restitution to the developed countries was seen as a quid pro quo to
France which has opposed for a long time the removal of gold from
the monetary system. The countries will pay the IMF the official
price for the gold, $42.00, in an exchange of assets. Should these
countries wish to sell this gold on the open market, they would realize
the profits. '

The second part of the compromise deals with the sale on the world
market of the second one-sixth of the IMF gold, the profits from this
sale to benefit the less developed countries. Sales of this gold have
already commenced and will continue over the next four years. The
profits generated are to be placed in 2 Trust Fund which will provide
concessional lending to less developed countries who need loans for
balance of payments support. Although Treasury officials deny that
a five-year grace period and five years to repay. Those countries with a
loan program that will provide loans at one-half of one percent with a
five-year grace period and five years to repay. Those countries with a
per capita income of less than SDR 300 or approximately $350 will
be eligible to use the Trust Fund. The Trust Fund is to make about
$750 million available each year for the next four years, This figure
will vary depending on the world market price of gold.

Another aspect of the sale of the second sixth of gold is referred to
as the “direct access” qguestion. A number of Fund members which
consider themselves less developed countries do not wish the profits
from the sale of their gold in the Fund given to other less developed
countries (LDC). Of the 25,000 troy ounces to be sold, 7,000 or 28
percent is LDC gold. As part of the agreement on the second one-
sixth sale, seven twenty-fifths of the profit will be given by guota
share directly to the less developed countries as their share of the
profits of the sale. Only eighteen twenty-fifths or 72 percent of the
profit will go into the Trust Fund. This hidden restitution benefits
the more wealthy LDCs who have larger quota shares.

The third aspect of the gold compromise deals with the role of gold
within the structure of the international monetary system. The agree-
ment eliminates the official price for gold and the obligation of central
banks to use gold in transactions between central banks or between
central banks and the Fund. To insure that no central bank moves
to hoard gold sold on the open market, it is still illegal for a central
bank to purchase gold at more than SDR 35 per ounce. Furthermore,
the G-10* adopted a set of rules to minimize the possibility of any
central bank not adhering to the agreement.

‘While it is the expressed intent of the IMF to move gold out of
the international monetary system, there are vast numbers of legal and
psychological mechanisms still in evidence in the system that will

1 Members of the G-10 are: Belgium, Canada, France, Germany, Italy, Japan, Nether-
lands, Sweden, U.K., and U.S., with Switzerland as an assoclate member in attendance.
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perpetuate some role for gold. By ending the practice of having a per-
centage of IMF quotas paid in gold and eliminating gold transactions
between the Fund and central banks, the Fund has taken direct actions
to eliminate gold from the system. However, as with most institutional
acts, it is the concurrence and sincerity of the daily actions of members
which will determine the success of the effort.

The Expansion of Quotas

The expansion of the IMF quotas was agreed upon at the annual
IMF meeting in Washington in August, 1975. Quotas are the actual
exchanges of monetary assets by member states with the IMF. These
assets represent the capitalization of the Fund. The U.S. has a claim
to its quota should the IMF ever be liquidated. These assets are “pur-
chased” from the IMF by member states for short-term balance of
payment needs. Present interest rates on these “purchases” are 4 to
6 percent with maturities of 3 to 5 years.

As a result of the agreement on expended quotas, assets held by
the IMF will increase by $12 billion over the next two years. This rep-
resents an increase by one-third in the Fund’s resources. The actual
figures are denominated in SDRs: SDR 29.2 billion rising to SDR 39
billion. This change will be reflected in an increase in quotas of almost
all members of the Fund. The U.S. quota will rise from SDR 6.7 bil-
lion to SDR 8.405 billion. However, on a relative basis, some countries
will expend their percentage of the IMF’s total assets more than
others. The major shift will be an increase in the OPEC nation quotas
from 5 percent of the Fund to 10 percent. The United States and the
OECD countries will reduce their relative share to allow this expan-
sion. The U.S. quota will be reduced from 22.93 to 21.53 percent.

This relative change in percentage of the total assets will shift na-
tional voting power in the Fund. Votes in the Fund are weighted in
relation to quotas as a percentage of total assets, Each member receives
250 votes plus one vote for each 100,000 SDR of its quota. The drop in
T1.8. quota relative to the total assets will reduce the 1.S. voting share
from 20.75 percent to 19.96 percent.

By controlling 19.96 percent of the vote, the United States has veto
power over the important decisions in the Fund. In the past, impor-
tant decisions of the Fund required an 80 percent majority. In the
amended Articles of Agreement, this percentage has been raised to 85
percent. This change will allow the United States a continuation of
1ts veto power even if there are more relative shifts in the voting power
among Fund members.

Expansion of Access to IMF Resources

As part of the broader compromise in the negotiation, it was agreed
to temporarily expand each of the four available credit tranches from
25 percent to 36.25 percent of the quota. This expansion is designed
to allow temporarily more access to the Fund’s resources. With four
expanded tranches, a country can now “purchase” 145 percent of its
quota. This temporary expansion will be in effect until the new IMF
quotas are ratified. The conditions on each succeeding credit tranche
remains as they have been in the past. Tn a system that is already
replete with liquidity this agreement adds some inflationary pressure
to the total system. However, the $3 billion of new liquidity created
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is only 1.5 percent of something more than $200 billion plus in official
international reserves held by Fund members. .

The liberalization of the Compensatory Financing Facility (CFF)
of the IMF is another measure designed to provide more access to the
Fund’s resources. This was agreed upon in December, 1974, and is
already operational. The Facility is for the use of members “facing
balance of payments difficulties arising from temporary shortfalls in
export receipts resulting from circumstances beyond their control.”
The liberalization expands the use of the CFF from 25 percent of
quota to 50 percent of quota in a 12-month period. The formula for
calculating shortfalls was also changed in a manner that provides for
larger sums to be made available. “Purchases” from the CF'F carry the
same interest rate and maturities as regular credit tranche “purchases”,
but do not affect the members’ access to other facilities of the IMF. It
is estimated that this liberalization will provide an extra $1 billion
for those qualifying.

The IMF Council ‘

There are numerous téchnical changes in the amendments to the
IMF Articles designed to improve the operation of the IMF. The only
major institutional change included in the amendments is an enabling
provision which would permit the Board of Governors, by an 85 E:r-
cent majority vote, to create an IMF Council. The Council would be a
new, permanent organ of the IMF composed of members of ministerial
or equivalent rank. The Council is seen as a successor to the Interim
Committee. It would provide the Fund with a deliberative forum
whose members would have the golitical authority to make the deci-
sions necessary to supervise and adopt the international moneta
system to changing circumstances. The authority to make these deci-
sions would be delegated by the Board of Governors.

Summary

In summary, the new quotas and the amended Articles of Agreement
are a pragmatic reform of the Bretton Woods Agreement of 1944. The
amendments, for the most part, sanction what already is being prac-
ticed. They authorized three major systemic reforms: a monetary ad-
justment process based on a floating exchange rate, the elimination of
FOId’ and a one-third expansion in IMF quotas. They created for the

ess developed countries some $3 to $4 billion in new credits through
liberalization of the Compensatory Financing Facility, the Trust Fund
and a temporary expansion of drawing rights from the Fund.

The agreements do not guarantee a trouble-free system. Numerous
problem areas still remain. There must be close oversight of the sys-
tem to guarantee national obligations are being fulfilled on exchange
rate performance as well as the role of gold. Control of international
liquidity has yet to be dealt with effectively. Distribution of interna-
tional reserves is badly skewed, causing a growth of international in-
debtedness and critical problems in access to international credit. Eco-
nomic interdependence, fostered by an effective international mone-
tary system, will bring new problems for domestic and international
economic policy determinations. Finally, there is a great need to view
the monetary system as an integral part of a larger whole, an inter-
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national system of political economy. These are a_Il issues in which Con-
gress must play an important part in its oversight role in respect to
United States foreign economic policy.

ComMITTEE COMMENTS

The Committee believes that it will be difficult for the United States
Government to know whether the amended Articles of the IMF are
being adhered to by other members. Both of the key aspects of the
amended Articles of Agreement, the floating exchange rate and the
elimination of gold, depend on the good faith of other nations to
operate within the accepted commitments. Congress, not being directly
involved in daily decisionmaking, will have an even more difficult time
carrying out its assessment of the new system and U.S. policy toward
the system. Furthermore, the move from fixed to floating rates has
placed a much heavier emphasis on personal, monetary diplomacy.
The understandings reached through these diplomatic contacts will
help determine the short-term objectives of international monetary
management. These short-term decisions will come to define longer-
term goals which will encompass, by necessity, political and economic
considerations.

Therefore, the Committee expresses a strong desire to improve
formal and informal consultations on international monetary issues
with the Department of Treasury and other departments and agencies.
Senator Clifford Case emphasized that such consultations must be
initiated, in many instances, by the Executive Branch, since Congress
cannot know of all major decisions facing the Administration. It is
the opinion of the Committee that the Executive Branch must be more
forthcoming in its provision of information to Congress on the issues
and policy choices facing the United States in international monetary
policy. Without effective consultation and cooperation of this sort,
there can be little meaningful oversight by Congress in this critical
policy area. For this reason, the Committee supports Senator Percy’s
amendment, Section 4 of H.R. 13955, which provides legislative
authority for the request of information provided to the Executive
Branch by international financial institutions and economic
organizations,

ne area that remains poorly defined is the role of the Federal
Reserve in international monetary policy formation and implementa-
tion. The Committee informally asked the Federal Reserve Board to
send a Member to testify during the Committee’s hearings. The Board
deferred to Treasury and did not appear. Yet Under Secretary of
Treasury Edwin Yeo, during his testimony on June 22, 1976, did state
that there is a recognized role for central banks outlined in the
Rambouillet agreement. It is the Committee’s intention to carry out
its oversight role in relation to the total operation of the international
monetary system and it will not limit its interests to one department
or agency, or a limited number of more public forums.

The Committee strongly recommends the passage of this legislation
to legalize the status quo, to provide a new set of agreed operating
procedures, to institute a degree of flexibility in the international
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monetary ?sbem, and to promote world-wide economic growth and
interdependence. However, the Committee wishes to express caution
on the underlying assumption of the Administration that since a little
economic interdependence is good, a lot will be much better. Inter-
dependence has placed all the industrial democracies on the same
business cycle. The last major recession was deepened by this new
phenomenon. While the Committee recognizes the benefits of economic
integration, it also recognizes the difficulties in overseeing a system
that is as large and as complex as that now being created. It suggests
that thought be given to what limits the United States wishes to
promote economic integration and that analyses be done as to the
otential costs and returns to the United States associated with various
egrees of commitment to this concept.
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Cranees IN ExisTiNg Law

In compliance with paragraph 4 of Rule XXIX of the Standing
Rules of the Senate, changes in existing law made by the bill, as re-
ported, are shown as follows (existing law proposed to be omitted
18 enclosed in black brackets, new matter is printed in italic, existing
law in which no change is proposed is shown in roman) : :

BRETTON WOODS AGREEMENTS ACT:

¥ * * * * * . *
APPOINTMENT OF GOVERNORS, EXECUTIVE DIRECTORS, AND ALTERNATES.

Sec. 8. (a) The President, by and with the advice and consent of
the Senate, shall a ;;)int a governor of the Fund who shall also
serve as governor of the Bank, and an executive director of the Fund
and an executive director of the Bank. The executive directors so
appointed shall also serve as provisional executive directors of the
Fund and the Bank for the purposes of the respective Articles of
Agreement. The term of office for the governor of the Fund and of
the Bank shall be five years. The term of office for the executive
directors shall be two years, but the executive directors shall remain
in office until their successors have been appointed,

(b) The President, by and with the advice and consent of the
Senate, shall appoint an alternate for the governor of the Fund and
an alternate for the governor of the Bank. The President, by and
with the advice and consent of the Senate, shall appoint an alternate
for each of the executive directors. The alternate for each executive
director shall be appointed from among individuals recommended
to the President by the executive director. The terms of office for
alternates for the governor and the executive directors shall be the
same as the terms specified in subsection (a) for the governor and
executive directors.

L (¢) No person shall be entitled to receive any salary or other com-
pensation from the United States for services as a governor, executive
director, or alternate.}

(¢) Should the provisions of Schedule D of the Articles of Agree-
ment of the Fund apply, the governor of the Fund shall also serve as
councillor, shall designate an alternate for the councillor, and may
designate associates.

(&) No person shall be entitled to receive any salary or other com-
pensation from the United States for services as a governor, executive
director, councillor, alternate, or associate.

* * * * * * *
CERTAIN ACTS NOT TO BE TAKEN WITHOUT AUTHORIZATION

Skc. 5. Unless Congress by law authorizes such action, neither the
President nor any person or agency shall on behalf of the United

17)
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States (a) request or content to any change in the quota of the United
States under article III, section 2(a), of the Articles of Agreement of
the Fund; (b) propose [or agree to any change in the par value of the
United States dollar under article IV, section 5, or article XX, section
4, of the Articles of Agreement of the Fund, or approve any general
change in par values under article IV, section 7; (c) subscribe to ad-
ditional shares of stock under article II, section 8 of the Articles of
Agreement of the Bank; (d) accept any amendment under article
XVII of the Articles of Agreement of the Fund or article VIII of the
Articles of Agreement of the Bank; () make any loan to the Fund or
the Bank.J ¢ par value for the United States dollar under paragraph
2, paragraph }, or paragraph 10 of schedule C of the Articles of Agree-
ment of the Fund; ( czpdzéropoee any change in the par value of the
United States dollar under paragraph 6 of schedule C of the Articles
of Agreement of the Fund, or approve any (gemral change in par val-
wues under paragraph 11 of schedule O; (d) subscribe to additiondl
shares of stock under article I1, section 3, of the Articles of Agreement
of the Bank; (e) accept any amendment under article XXVIII of the
Articles of Agreement of the Fund or article VIII of the Articles of
Agreement of the Bank; (f) make any loan to the Fund or the Bank;
(g) approve the establishment of any additional trust fund, whereby
resources of the International Monetary Fund would be vsed for the
special benefit of a single member, or of a gartz'wlar segment of the
membership, of the Fund. Unless Congress by law authorizes such ac-
tion, no governor or alternate appointed to represent the United States
shall vote for an increase of capital stock of the Bank under article I1,
section 2, of the Articles of Agreement of the Bank, if such increase
nwvolves an increased subscription on the part of the United States.

* * *® *® * * *
FURTHER PROMOTION OF INTERNATIONAL ECONOMIC RELATIONS

Skc. 14. () In the realization that additional measures of interna-
tional economic cooperation are necessary to facilitate the expansion
and balanced growth of international trade and render most effective
the operations of the Fund and the Bank, it is hereby declared to be
the policy of the United States to seek to bring about further agree-
ment and cooperation among nations and international bodies, as soon
as possible, on ways and means which will best reduce obstacles to and
restrictions upon international trade, eliminate unfair trade practices,
promote mutually advantageous commercial relations, and otherwise
facilitate the expansion and balanced growth of international trade
and promote the stability of international economic relations. In con-
sidering the policies of the United States in foreign lending and the
policies of the Fund and the Bank, particularly in conducting ex-
change transactions, the Council and the United States representa-
tives on the Fund and the Bank shall give careful consideration to
the progress which has been made in achieving such agreement and
cooperation.

(6) The President shall, upon the request of any committee of the
Congress with legislative jurisdiction over an infernationdl financial
institution or economic orgamization of which the United States is a
member, transmit promptly to such committee any appropriate in-
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formation furnished to any department or agency of the United States
by such institution or organization. ’
* * * * * * *

Skc. 17. (a) In order to carry out the purposes of the decision of
January 5, 1962, of the Executive Directors of the International Mon-
etary Fund, the Secretary of the Treasury is authorized to make loans,
not to exceed $2,000,000,000 outstanding at any one time, to the Fund
under article VII, section [2(1)] 7 (¢), of the Articles of Agreement of
the Fund. Any loan under the authority granted in this subsection shall
be made with due regard to the present and prospective balance of
payments and reserve position of the United States.

(b) For the purpose of making loans to the International Mone-
tary Fund pursuant to this section, there is hereby authorized to be
appropriated $2,000,000,000, to remain available until expended to
meet calls by the International Monetary Fund. Any payments made
to the United States by the International Monetary Fund as a re-
payment on account of the principal of a loan made under this section
shall continue to be available for loans to the International Monetary
Fund.

(c) Payments of interest and charges to the United States on ac-
count of any loan to the International Monetary Fund shall be cov-
ered into the Treasury as miscellaneous receipts. In addition to the
amount authorized in subsection (b), there is hereby authorized to be
appropriated such amounts as may be necessary for the payment of
charges in connection with any purchases of currencies or gold by the
United States from the International Monetary Fund.

L * * * * * *

Skc. 24. The United States Governor of the Fund is authorized
to accept the amendments to the Articles of Agreement of the Fund
a);’;p;wrﬁli in resolution numbered 31-4 of the Board of Governors of
17 und.

Sec. 95. The United States Governor of the Fund is authorized
to consent to an increase in the quota of the United States in the Fund
equivalent to 1,706 million Special Drawing Rights.

Seecia. Drawing Rients Act

AN ACT To provide for United States participation in the facility based on
Special Drawing Rights in the International Monetary Fund, and for other

purposes
* * * * * * ’ *

Sec. 3. (a) Special Drawing Rights allocated to the United States
pursuant to article [ XXIV] XVI/I of the Articles of Agreement of
the Fund, and Special Drawing Rights otherwise acquired by the
United States, shall be credited to the account of, and administered
as part of, the Exchange Stabilization Fund established by section 10
of the Gold Reserve Act of 1934, as amended (31 U.S.C. 822a).

(b) The proceeds resulting from the use of Special Drawing Rights
by the United States, and payments of interest to the United States
pursuant to [article XXVI, article XXX, and article XXXI]
article XX, article XXIV, and article XXV of the Articles of Agree-
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ment of the Fund, shall be deposited in the Exchange Stabilization

Fund. Currency payments by the United States in return for Special

Drawing Rights, and payments of charges or assessments pursuant to

[article XX%’I, article XXX, and articte XXXT] article X X, article

XXIV, and article XXV of the Articles of Agreement of the Fund,

shall be made from the resources of the Exchange Stabilization Fund.
* * * * * * *®

Skc. 6. Unless Congress by law authorizes such action, neither the
President nor any person or agency shall on behalf of the United
States vote to allocate in each basic period Special Drawing Rights -
under article [XXIV] XVIII, sections 2 and 3, of the Articles of
Agreement of the Fund so that allocations to the United States in
that period exceed an amount equal to the United States quota in the
Fund as authorized under the Bretton Woods Agreements Act.

Skc. 7. The provisions of article [XXVII(b)] XX7(3) of the
Articles of Agreement of the Fund shall have full force and effect in
the United States and its territories and possessions when the United
States becomes a participant in the special drawing account.

Par VALUE MODIFICATION ACT

AN ACT To provide for a modification in the par value of the dollar, and for
other purposes

Be it enacted by the Senate and House of Representatives of the
United States of America in Congress assembled,

A S,I;X'}TION 1. This Act may be cited as the “Par Value Modification
ct”.

[Sec. 2. The Secretary of the Treasury is hereby authorized and
directed to take the steps necessary to establish a new par value of the
dollar of $1 equals one thirty-eighth of a fine troy ounce of gold. When
established such par value shall be the legal standard for defining the
relationship of the dollar to gold for the purpose of issuing gold cer-
tificates pursuant to section 14(c) of the Gold Reserve Act of 1934
(31 U.S.(g. 405b).]

Skc. 3. The Secretary of the Treasury is authorized and directed to
maintain the value in terms of gold of the holdings of United States
dollars of the International Monetary Fund, the International Bank
for Reconstruction and Development, the Inter-American Develop-
ment Bank, the International Development Association, and the Asian
Development Bank to the extent provided in the articles of agree-
ment of such institutions. There is hereby authorized to be appropri-
ated, to remain available until expended, such amounts as may be
necessary to provide for such maintenance of value.

Sec. 4. The increase in the value of the gold held by the United
States (including the gold held as security for gold certificates) result-
ing from the change in the par value of the dollar authorized by sec-
tion 2 of this Act shall be covered into the Treasury as a miscellaneous
receipt.

Skc. 5. It is the sense of the Congress that the President shall take

“all appropriate action to expedite realization of the international
monetary reform noted at the Smithsonian on December 18, 1971.
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Gowp REeserve Acr or 1934

AN ACT To protect the currency of the United States, to provide for the better
use of the monetary gold stock of the United States, and for other purposes

* * * * * * *

Skc. 10. (a) [For the purpose of stabilizing the exchange value of
the dollar, the] 7he Secretary of the Treasury, with the approval of
the President, directly or through such agencies as he may designate, is
authorized, for the account of the fund established in this section,
to deal in gold and foreign exchange and such other instruments of
credit and securities as he may deem necessary to [carry out the pur-
pose of this section. An annnal audit of such fund shall be made and
a report thereof submitted to the President] and consistent with the
United States obligations in the International Monetary Fund. The
Secretary of the Treasury shall annually make a report on the opera-
tions of the fund to the President and to the Congress.

(b) To enable the Secretary of the Treasury to carry out the pro-
visions of this section there is hereby appropriated, out of the
receipts which are directed to be covered into the Treasury under
section 7 hereof, the sum of $2,000,000,000, which sum when available
shall be deposited with the Treasurer of the United States. in a sta-
bilization fund (hereinafter called the “fund”) under the exclusive
control of the Secretary of the Treasury, with the approval of the
President, whose decisions shall be final and not be subject to review
by any other officer of the United States. The fund shall be available
for expenditure, under the direction of the Secretary of the Treasury
and in his discretion, for any purpose in connection with carryving
out the provisions of this section, including the investment and rein-
vestment in direct obligations of the United States of any portions
of the fund which the gelzcretary of the Treasury, with the approval
of the President, may from time to time determine are not currently
required for stabilizing the exchange value of the dollar. The pro-
ceeds of all sales and investments and all earnings and interest accru-
ing under the operations of this section shall be paid into the fund
and shall be available for the purposes of the fund.

(c) All the powers conferres by this section shall expire two years
after the date of enactment of this Act, unless the President shall
sooner declare the existing emergency ended and the operation of the
stabilization fund terminated; but the President may extend such
period for not more than one additional year after such date by proc-
lamation recognizing the continuance of such emergency.

* * * * * * *
Sec. 14. (a) * * *
) * * * * * *

(c) The Secretary of the Treasury is authorized to issue gold
certificates in such form and in such denominations as he may deter-
mine, against any gold held by the [Treasurer of the] United States
Treasury. The amount of gold certificates issued and outstanding shall
at no time exceed the value, at the legal standard provided in section
2 of the Par Value Modification Act (31 U.8.C. }49) on the date of
en&qtf;zw&t of this amendment, of the gold so held against gold
certificates.
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Senator Peroy. I have with me Dr. Charles Meissner, member of
the staff of the Foreign Relations Committee, I am not here to testify
on the full scope of H.R. 13955. I do strongly support its passage as
passed by the House and reported by the %enatxe Foreign Relations
Committee. : _

I agree with the committee’s conclusion that in renegotiating the
Bretton Woods Agreement the administration has achieved U.S. ob-
jectives and effectively protected U.S. interests.

My purpose in appearing this morning is not to speak as an advo-
cate for H.R. 13955, but to explain to you the purpose and thought
behind my own amendment to H.R. 13955. The amendment appears as
section 4 in the bill and amends section 14 of the Bretton Woods
Agreements Act by adding a paragraph (b). The amendment is short
but very significant. It reads as follows:

The President shall, upon the request of any committee of the Congress with
legislative jurisdiction over an international financial institution or economic
organjzation of which the United States is a member, transmit promptly to such
committee any appropriate information furnished to any department or agency
of the United States by such institution or organization,

The purpose of the amendment is to improve the potential of con-
gressional oversight of U.S. governmental activities regarding U.S.
participation in the international monetary system and U.S. foreign
economie policy.

For example, the Senate Foreign Relations Committee had two staff
members who were in and out of Vietnam a great deal trying to assess
the situation there and trying to determine the need for another $700
million aid program.

The administration furnished information to the committee, but
it was the committee’s understanding that the IMF had an assessment
of Vietnam and its economic outlook that differed somewhat from the
administration point of view.

This IMF report was available and it was in the administration’s
hands. The committee wanted access to that information. It was given
to the U.S. Government.

The executive branch had it. We couldn’t get it. We wanted to
analyze and study those differences in appraisal of the situation. They
just invoked executive prerogative. It was never officially given .to
the committee. We had one oﬁ?er more recent illustration where Sen-
ator Humphrey’s Subcommittee on Foreign Aid was analyzing the
debt structure of LDC’s in relationship to the energy crisis; what their
cash position was, what their balance-of-payment deficit might be, and
how these figures related to their current and future needs for energy.
The IMF had an analysis and study of the less developed countries
on this issue. Qur own Treasury Department did as well. They differed
considerably. The committee commissioned the Congressional Re-
search Service to do this study. The IMF furnished the report directly
to the CRS upon its request. However, the Treasury intervened and
said the material could not be used publicly. This was the material
that the IMF had released to the CRS, that IMF had furnished to us.
It took 6 months of negotiations to finally get that report material
printed. But during this time we couldn’t have open debate on this
material. R

I don’t think Congress, when it has an oversight responsibility, when
it is asked to appropriate huge sums of money, when it is asked to
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establish policy in laying out programs, should be in the position of
begging for information and have the cloak of confidentiality or
executive privilege thrown over it. When it is an IMF agency, fi-
anced in part by ourselves, and any of these agencies, where we
contribute, the Congress and the executive branch should have equal
access. .

You can’t say that Congress can’t handle matters confidentially.
We handle things confidentially all the time. I don’t deny that there
have been security leaks from Congress. There is leakage in the Con-
gress, occasionally. There is just as much leakage on the other side of
the fence downtown. We certainly didn’t give the “deep background-
ers” attributed only to a high government official.

I simply do not see how we can operate and do our work, if we are
deprived of this material. '

he reason we direct this amendment to the President is that both
the Secretary of State and the Secretary of the Treasury participate
as lead representatives in certain of our international economic or-
ganizations and institutions. Therefore, we direct it to the President,
slslimply because we don’t want to direct it separately to several Cabinet
heads.

I have given the arguments in my statement. They are contained
also in the committee report. We had a thorough discussion of this
in the Foreign Relations Committee.

One aspect of it that would be particularly interesting, I think, to
this particular subcommittee is the necessity in our oversight respon-
sibilities of adjusting to new conditions in international economic
relations,

The international monetary system and the International Monetary
Fund (IMF) as the central institution of that system, form the
cornerstone of U.S. foreign economic policy. Yet the switch from fixed
to floating exchange rates limits congressional access to the policy
process associated both the monetary system and the IMF. With fixed
exchange rates, adjustments in the balance of payments were handled
through controls on trade, financial flows, military offset payments,
and so forth. Congress had to approve these actions and could express
its policy concerns.

However, under floating rates the adjustment process takes place in
the rate itself, in the marketplace with no congressional input. The
system will be run through the IMF and the financial organizations
of the OECD and G-10. Without some access to the papers and
analyses of these bodies, congressional oversight of the new Bretton
‘Woods Agreements will be minimal.

Second, because of the expanding role of economics, there is a grow-
ing need by Congress for international economic information. One
major center of reliable economic data is the staff and secretariats of
international financial institutions and economic organizations. The
executive branch uses this material in the formulation of policy on
both bilateral and multilateral economic problems. I believe Congress
should also have access to this economic information, if we are going
to review policy options intelligently.

Some years ago, I put a bill in to create a full-time Undersecretary
of State for Economic Affairs. Previously the one Undersecretary
alternated between political and economic issues. Anyone today would
realize that economics is a full-time job and full-time responsibility.
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We now have such a position. It was filled first by Chuck Robinson,
who is now the Deputy Secretary.

Increasingly, our committee and this committee, are working on
foreign economic policy matters. We shouldn’t have to be in a posi-
tion of going to friends in various agencies, a friend in the State De-
partment, a friend at IMF, to try to get this kind of information.

We can’t be expected to exercise our oversight, if we are deprived
of the very kind of information needed to perform that function.
Ultimately, when we battle, we win the battle. We get the informa-
tion, somehow or other. But we just simply shouldn’t be put in the
position where we are reqiured to go after it in demeaning ways. I
should say, and also, if it is put in the statute and transmitted to us
officially, we are officially held accountable for it, as we are other
matters.

I would point out the Treasury Department opposed this amend-
ment as they have officially opposed giving us access to this kind of
material. But I simply disagree, respectfully, with the Treasury
Department’s position on this, and I think it is about time the Con-
gress is treated as a full partner in these international economic
matters.

I would like to point out that one word was added to the amend-
ment by Senator Javits. In my original amendment I did not have
the words “apgro riate information.”

He wisely added the word “appropriate,” which was accepted unani-
mously on the basis that there is enough vagueness about “appropri-
ate,” that if there is a real argument by the Treasury Department or
State Department, that somet in%l is so highly sensitive that it would
do damage, then they can argue that it is not appropriate. Also in the
case that a committee goes on a fishing trip and goes beyond its juris-
diction, then certainly you could say that the word “appropriate”
means only those things absolutely essential and necessary.

So, with the balance of my statement in the record, Mr. Chairman,
I would urge acceptance by the Banking Committee of this amend-
ment which was unanimously approved by the Foreign Relations
Committee.

Senator StevensoN. Thank you Senator Percy.

For myself, I think you make very good points.

I had two questions, both of which are somewhat technical in nature.

One you have just addressed yourself to, and that was the word
“appropriate.” In the last analysis, it would be the executive branch
which determined what was appropriate, would it not ?

Senator Percy. Well, in that they possess the documents; and we
would be trying to get them; yes, they can argue it is not appropriate.
Therefore, the burden of proof would be on us to prove that it is
appropriate. .

I think it would remove 95 percent, or more, of the disagreements
we have had over a period of years as to whether the Congress of the
United States has the right to have documents that are prepared. And
we must remind ourselves these documents are furnished to all other
member nations. ) .

If they are saying we can’t maintain security, they have to take into
account there may be 100 copies of these in the hands of other govern-
ments. Each government can decide where those documents go. We
have no idea where they are in all of these other countries.
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Here is the ludicrous part of it. They say that we can’t be trusted
to see a document. But finally, after argument, they agree you can see
one of the documents but they will put it in a way we all recognize.
They say we can’t let it out of our hands, so we will come up and bring
it up to you and sit there while you read it.

at, to me, is a really demeanin,% position for a member of the
U.S. Senate to be put in, to stand there, to have someone standing
there while a Senator is reading a document. They let him see the
information but won’t trust the Con, of the United States to have
that document while the exact same document may be in the files of 50
other countries. I don’t know how many copies might be scattered
around the executive branch of our own Government. '

I think it is just time we stopped that kind of foolishness and be
looked upon as full partners with a full oversight responsibility that
can’t be exercised unless we have information.

Senator STEVENSON. The other question I had is about the reference
to apy committee of Congress with legislative jurisdiction over an
international institution. g you well know, especially for a member
of this committee, the Banking Committee, generally speaking, has
jurisdiction over monetary matters. It has jurisdiction, generally
speaking, of the Federal Reserve Board.

It might be argued, however, that that reference to a committes
with legislative jurisdiction over international financial institutions
would exclude the Banking Committee and refer, instead, and exclu-
sively, to the Committee on Foreign Relations.

What is the intention? Is it the intention to exclude the Banking
Committee? Would there be some objection to language, at least
report language, if not statutory, to make it clear that the account-
ability lies not only to the Foreign Relations Committee, but also to
the committee with general jurisdiction over monetary matters,
namely, the Banking Committee ?

Senator Percy. It would not, in any way, expand the jurisdiction
of any committee. It is not intended to alter that whatsoever.

Senator Stevenson. Well, that is not exactly my question.

And T recognize, also, that the jurisdictions are a bit confused at
the moment. As a matter of fact, I have the responsibility as chair-
man of the committee on reorganization of the committee system to
do something about the jurisdictions of the Senate committees.

At one point, before I came to the Senate, this committee had clearly
the jurisdiction over the IMF. That was when Senator Fulbright
was a member of the committee.

But by some device or other, he took it with him to the Foreign
Relations Committee.

T am not suggesting that jurisdiction of any committee, including
this committee, be enlarged. I am suggesting that it is very difficult
for the Congress to exercise responsibly its oversight responsibility for
money, monetary affairs generally, is to be artificially divided between
committees; one, because 1t has a jurisdiction surreptitiously acquired
over international financial institutions, and another committee which
has general jurisdiction over monetary institutions.

Senator Percy. Obviously, I think if the Bretton Woods A greement
is referred to the Foreign Relations Committee and the Banking Com-
mittee, then there is joint jurisdiction.

Senator Tower. The bottom line is, we want a piece of the action.
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Senator Percy. As:I understand it, that has been established and
settled; you have it. - o

We are simply saying, when both committees have concurrent juris-
diction in an area, both committees ought to have access. If there is a
clear area where one committee has jurisdiction, then that committee
and that committee only would have a right to ask for appropriate
information, in order to function and carry out its oversight responsi-
bilities. ’

Senator STEVEN8ON. Senator Proxmire.

Senator Proxyire. There is one part of the amendment that concerns
me. .

I want to congratulate you, Senator, on what you have done. Absent
your amendment, there would be no access by any Member of Con-
gress, as I understand it. It is a positive step I believe all of us can
join you in supporting.

I believe you said that was adopted unanimously.

Senator Percy. That’s right, with the addition of that one word,
which I accepted immediately, because I saw the wisdom of it.

Senator ProxMIRE. It does appear the way this is worded that this
committee would be excluded, and I think that would be a mistake.
Senator Stevenson has stated the case; this is the credit committee of
Congress; we do have responsibility with respect to monetary policy.

Dollar value of: gold, for instance, we have the jurisdiction to in-
spect the export-import and Export Administration Act.

I think the Congress would be better served if it were made clear,
somehow, we could add an amendment making it clear we could have
jurisdiction whenever, as you say, the leigslation would be jointly
referred, could be referred to us.

- I would agree we don’t want to act in this particular bill to change
jurisdiction. Shouldn’t do it.

Senator Stevenson is on the committee. Are you chairman of the
committee ¢ _

Senator StevEnson. Yes.

Senator ProxMIre. His subcommittee is responsible for determining
jurisdiction, recommending at least a change in jurisdiction.

Senator Prrcy. I would have no objection at all and would support
language that would make it clear that, when concurrent jurisdiction
exists, that both committees should have access.

Senator ProxMire. You wouldn’t object to that?

Senator Percy. I have no objection to that at all. The full intent
and purpose of the amendment is to legislatively establish the right of
congressional access to information provided to the executive branch
by these international economic organizations and institutions.

Senator STEvENsON. Senator Tower.

Senator Tower. I have no questions, Mr. Chairman.

I ask unanimous consent that my opening statement be inserted prior
to the testimony of the Senator from Illinois.

Senator SteveEnson. Without objection.

Senator Helms.

Senator HerLms. No questions.

Senator STeveEnsoN. Thank you, Senator Percy.

We do have a vote. In fact, we have two votes.

So the committee will recess until we can vote.

[Recess.]
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Senator StevensoN. The next witnesses will comprise a panel, and
it includes two colleagues from the other body, from the House of
Representatives, Congressman Ron Paul and Congressman Tom Rees.

Do you gentlemen want to go first? You probably have schedule
problems.

STATEMENT OF THOMAS REES, REPRESENTATIVE IN CONGRESS
FROM THE STATE OF CALIFORNIA

Mr. Rees. We appreciate that Mr. Chairman. I will keep my state-
ment mercifully short. I did want to testify for a short period as I was
the sponsor of t{le legislation.

Senator STevensoN. Congressman Rees.

Mr. Rers. Thank you, Senator. )

The legislation was approved by the House of Representatives by
a vote of 289 to 121. It authorizes the U.S. Rperesentative to the IMF
to vote in favor of the proposed changes that were agreed to at the
Jamaica Conference.

It also authorizes an increase of the U.S. quota by 1.705 SDR’s,
which is around $2 billion. This is not an appropriation. It is a call
and if the money is called by the IMF it is really an exchange of assets
and gives the United States a draw on a hard currency, so that it is not
an appropriation.

The overall quota increase was about 30 percent. There was a change
in terms of percentages. The U.S. percentage went down and the per-
centage of the OPEC countries went up in terms of what thev are
putting in as quotas.

Our share dropped from 20.75 percent to 19.96 percent. We also
changed the rules so that any change of the IMF agreements has to be
made by an 85-percent vote of the members which gives the United
States the power to veto any change.

The most important thing as fgz;.ar as I am concerned, and I am con-
cerned because I was an exporter by profession, is that we legitimize
the float.

As you know, we had a fixed system of parities under the original
Bretton Woods Act. But because of pressmre on the dollar, the dollar
was floated several years ago.

The problem with a fixed dollar was that the dollar was over valued.
It was estimated bﬂ economists from the Brookings Institute that the
over valuation of the dollar probably resulted in a loss of up to 750,000
jobs in the United States because our exports were over valued and
the imports were undervalued.

Because of this terrible pressure on the U.S. economy, I think it was
absolutely necessary to float the dollar. This legitimizes the float.

q But even more than that, it will set up some ground rules on the
oat.

The chairman of the Banking Committee in the House, Mr. Reuss,
gave a speech on the floor yesterday stating that the Japanese had been
purchasing dollars in order to keep the dollar high, vis-a-vis the yen
so that Japanese exports would be undervalued and more able to
penetrate the export market.

We have to pass this legislation to legitimize what we are already
doing because then and only then can we set down the ground rules
that are necessary to see that the float is a legitimate float and is not
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an illegitimate float where one currency is manipulated to keep it
undervalued.

There has been a great deal of discussion recently about the IMF
auctions of gold. The IMF is auctioning off around 750,000 ounces of
gold every 6 weeks.

These profits are put into a trust fund. The purpose of the trust
fund is to make loans to the poorest countries, that have a GNP of
$200 per capita per person. '

This bill has nothing to do with that. What the IMF is doing now
is what they can legally do under the present Bretton Woods Agree-
ment. So this has no relationship to the sale of gold by the IMF.

Many people get the two subjects confused, but under the present
IMF rules what the IMF is doing now, selling its gold, with the pro-
ceeds to be used for the trust fund, 1s perfectly legal.

I could go on into some of the technicalities of the bill, but T suspect
that you might have some questions.

I would be very happy to answer them.

Senator StevENsoN. Congressman Rees, thank you, not only for
appearing here this morning but for all your efforts in the other body.

Just one question from me with respect to your reference to other
trust funds. Doesn’t this legislation prohibi¢ the establishment of any
additional trust fund whereby resources of the International Mone-
tary Fund would be used for the special benefit of a single member,
et cetera, isn’t that, that provision, section 5, basically it strikes me as
inconsistent with what you just said about the establishment of addi-
tional trust funds.

Mr. Regs, Well, the trust fund that now exists now exists.

It was felt by the Banking Committee that Congress should ap-
prove further trust funds. It did not refer to the trust fund that
already exists.

The language is section (3, that unless Congress by law authorizes
such action, the U.S. representative will not approve t{le establishment
of any additional trust funds for the special benefit of a single mem-
ber or a particular segment of membership of the fund.

So that if there were a proposal to create another trust fund, that
would first have to be approved by Congress, authorizing our repre-
sentative to the IMTF to vote for it.

Senator Stevenson. Could additional resources of the IMF be allo-
cated to existing trust funds without congressional approval under
this language? '

Mr. Rees. Under this language, the IMF can continue to sell gold
in the open market and use the proceeds for that specific trust fund.

I seriously doubt if the IMF could take their other assets, for
example, the quota money, and put that into the trust fund.

I think that would take an 85-percent vote of the members.

Senator StevensoN. You can’t sell more than what is it, one-third
of the gold ?

Mr. Regs. Yes; I think that the purpose of the trust fund was to
take care of some very serious balance-of-payments problems that now
exist for the poorest countries who have been so severely hit by the
400-percent increase in the cost of petroleum.

I would suspect that the attitude of the IMF is that this is really
a temporary problem that will exist maybe for 4 or 5 years, and that
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by then we should come up with different approaches to handling the
balance-of-payments problems of the very poorest countries.

I know that the IMF has been discussing this problem and they
would like to set some long-térm permanent solutions.

This really, I think, is regarded as a temporary solution to take
care of one problem which was the run-up in the cost of petroleum.

Senator STeVENSON. Senator Proxmire? )

Senator Proxmire. Mr. Rees, I join Senator Stevenson in congratu-
lating you on the work you have done on this and especially con-
gratulate you on the way you have presented this this morning.

You have a marvelous knack of making complicated matters simple
and also making matters that seem kind of irrelevant to the important
activities of our life very relevant to them.

Mr. Rees. Thank you.

Senator Proxmire. What I am concerned about, however, is a couple
of things. o

No. 1, you said that this shouldn’t be in the budget because it is an
exchange of assets. :

Of course, there are all kinds of things that are exchanges of assets
that are put in the budget. -

When we exchange cash for mortgages, we require that to be listed
as an expenditure, and has a budget effect and has to go through the
appropriations process.

Now, I recognize that in this case it would probably be a mistake
to try to subject this to appropriation discipline for many reasons.

However, I do think that when you exchange assets as you put it
here, you are incurring perhaps a greater risk.

P.(:,ilihaps you are acquiring an asset that will deteriorate more
rapidly.

I th)irnk that the reason why we can make an exception of this is
because of the liquidity involved and the short-term nature of what-
ever obligations you get. _

But it seems to me that the fact that we don’t go through the
appropriation process here should make it all the more important that
both Banking Committees in the House and Senate have access to
information which, under the way this is drafted now, only the
Foreign Relations Committee might have.

So I think that this is a reason why we should follow this very
closely and assume full responsibility for it and recognize that unlike
other financial transactions in the Federal Government this is some-
thing that we aren’t checked on by another jurisdiction.

Mr. Rees. I can understand your concern.

I went into this in great detail because I was concerned also.

‘What happens, when they draw down dollars, is that we then have a
reserve position with IMF. And at any time, automatically, without
condition, without any condition, we can then draw down other con-
vertible currencies such as, say, the German mark, which is right now
a very strong currency. So that it really is not an expenditure. It is
something we can automatically draw down.

Now, you take the Eximbank. As you know, Senator, I didn’t want
the Eximbank in the budget because I felt that it was not an expendi-
ture, it was a loan and you took it into accounts receivable.

Senator ProxMire. That is true of most of our loan programs, most
of our housing programs. You can discount the mortgages, too.
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Mr. Rezs. Yes. But when you take back an accounts receivable there
are conditions on them. Let’s say it is a 10-year loan and you can’t
call it for 10 years. But here there is an automatic without condition
draw by the United States, so there is a great deal of difference.

They can do it just like that.

Senator ProxMIre. As I say, I am not stressing that. I feel ve
stronglfy Export-Import Bank ought to be in the budget and I thi!fﬁ
a lot of other things ought to be. But I am not saying at the moment
this should be. ‘

I am saying this is another reason why we should have effective
oversight, follow this closely because it would not be a regular oppor-
tunity throufh the appropriation process, that discipline which we are
required to determine what happens to the funds of our Government,
and for that reason it seems to me we ought to be fully informed.

Mr. Rees. Well, I certainly agree with you on that.

I am a great believer in oversight.

Senator PRoXMIRE. Are you familiar with the amendment as adopted
il-li the?Foreign Relations Committee after it came over from the

ouse

Mr. ReEs. I just received a copy. I think there is a problem of ger-
maneness, in that the amendment of Senator Percy covers a far
broader mix of agencies than just the IMF.

For the bill to %e germane to a House bill, it would have to be limited
specifically to the IMF.

Senator ProxMIre. That is good to know. Maybe we can improve
that in this committee.

Mr. Rees. That is a horseback opinion. I have not talked to the
Parliamentarian.

I do think that it would be considered ungermane.

Senator Proxmire. Thank you.

Senator STevENgoN. Thank you, Congressman Rees.

Mr. Rees. Thank you very much for the opportunity.

Senator STEVENsoN. Congressman Paul ¢

STATEMENT OF RON PAUL, REPRESENTATIVE IN CONGRESS
FROM THE STATE OF TEXAS

Mr. Pauw. Thank you, Mr. Chairman.

I have a written statement that I would like to submit, but I would
like to make a few comments. :

Ser:lator Stevenson. Without objection, it will be entered in the
record.

Mr. Pavr. In the Banking Committee I was the one who voted
against this bill. It was a 24-to-1 vote.

By the time it got to the floor, 10 members of the Banking Commit-
tee voted against this bill. So I think this goes to show that there
were some reconsiderations and second thoughts on this bill.

It was stated in our committee that these were some technical
changes in the Bretton Woods Agreement.

This is the size of it, and I would like to emphasize this. This is
more than technical.

The Senate statement in one of the introductions I read said that
they were fundamental changes, and I would have to agree with that,
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that these are fundamental changes, that we are goindg through fun-
damental changes in the International Monetary Fund.

I feel as though a vote for this bill is a vote ?c')r inflation, especially
on an international level.

I do not agree with the sale of the gold. I do not think that is the
proper way to handle this.

I think what they are doing also with the profits from this gold,
funds that they get, they are using this to give to the Third World
nations is truly foreign aid and should be under control of the Con-
gress and not through some international body.

I believe in international monetary issues, we find a good bit of
ignorance floating about.

I think there are several reasons for this. It is boring to many peo-
ple. They do not involve themselves in the issues. And it is also a non-
political issne. You don’t gain votes by talking about IMF back in
your district.

So for this reason people do not interest themselves in a political
sense and there is disinterest in subjects such as this.

‘We have had statements made 1n the past on monetary policy that
disturb me. I think they reflect the disinterest the?r have,

At one meeting Kennedy walked into, he said, “Tell me again; how
does the Federal Reserve System finance our debt.” He was confused
about exactly how the financing worked.

Mr. Johnson one time said that, “We will see that there is so many
silver half-dollars in circulation that nobody will hold them,” not
understandin% that bad money drives out goody money. So he produced
more half-dollars in 1 year than had been minted in approximately 100

ears. Yet the silver half-dollars disappeared. He could not defy the

aws of economics.

I understand on one of the Watergate tapes Mr. Nixon said, “Don’t
bother me with devalnation. Just take care of it. Do what you have
to do.” To him it was unimportant.

But I do believe that this is a general problem. There is a good bit of
oconomic ignorance that floats around.

After the Smithsonian agreement, which was in 1971—it was
heralded by the President, “The greatest monetary agreement in the
history of the world.” It lasted a little over a year.

- People are heralding this as a fundamental basic good change. I
don’t think it will be any better than the changes made in the Smith-
sonian 8, ment.

This bill, in essence, ratifies floating, phasing out the gold, increases
quotas, and establishes a new powerful executive council.

I think the phasing out of the gold problem is a continual harass-
ment and continual hostility toward sound money, honest money, com-
modity money, and I disagree with this.

The opposite of honest commodity money is inflation, inflation
either at a local governmental/national level or on a scale such as we
are talking about later in the IMF.

The sales of gold, I consider illegal. This was backed up by a state-
ment from the Library of Congress; they use the scarce currency clause
to sell this gold. If anybody knows anything about dollars these days
they are not too scarce so they are really stretching the point about the
scarce currency clause.
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And the method they are using in selling the gold, by first giving it
to the Treasury for $42, then the Treasury resells it to the Fund at $42
and the Fund sells it at market price using the profit for foreign aid.
They have disrupted the market so much that the price of gold has
been driven down to such a degree that what it is trying to accomplish
it is not doing because they are not having near the funds they once
thought they would accumulate for these foreign aid grojects.

I think what they don’t want is the discipline and integrity of an
honest money system. This is the reason that they must go and be on
record and be registered saying that we do not want to have anything
to do with gold and restraints and disciplines.

On the subject of quotas; I disagree that it is a transfer of assets.
If the American taxpayer wants those $2 billion, he cannot get them
back. It is only under very special circumstances that we can benefit
l())n((ie that $2 billion gets into the fund. I think it should be in the

udget.

I know Mr. Proxmire has always been concerned about budgetary
matters and watches fiscal policy and I would hope he would agree
it must be put into the budget because I think it is dereliction of our
duty if we do not.

It was in the budget up until 1969 and it should be put back. The
Executive Council bothers me. You mentioned your concern about
getting information and materials from the IMF. Let me tell you,
when this goes into effect, the information is going to go in one direc-
tion. It is going to go from us to the IMF.

Mr. Simon stated the amendments “provides broad new authority
for the IMF to oversee the compliance of each member with its obliga-
tion. This authority for fund surveillance gives the fund the tactic
of applying a global perspective to action of those members that cause
a.d‘j ustments or other problems for other nations.”

‘Members are obliged to provide the fund with information neces-
sary for surveillance of these exchange rate policies.” The other thing
that is very important here, it isn’t only the ({)eﬁcit countries they want
to control and tell them what to do with their fiscal and monetary
policies, it is the surplus countries.

If we ever went back in this country to sound monetary policy and
sound fiscal policy, and had a sound dollar and did not inflate, we
could become a surplus country again. Even if we kept our house in
order under these arrangements, they will have the right to come in
and supervise our fiscal policy so that they can take the benefits we
have had in this country from good monetary policy and export them
to somebody such as En%land or Italy that may be needing some help
due to an inflationary policy.

This act also ratifies floating. We have been floating since 1973,
officially. We do not need an IMF to float. The float evidently is neces-
sary as a market adjustment for different nations inflating at different
rates. We cannot go back to arbitrarily fixed rates.

The only way you could get a ﬁxeff' rate is if you related each in-
dividual currency to some relatively fixed commodity such as silver
and gold. So you cannot arbitrarily set fixed rates but to try to super-
vise floating rates and set up a lot of rules and regulations and then
you have England inflating at a certain rate and us at another rate.

It’s doomed to failure.
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The devaluation that everybody heralded as a tremendous help to
us a couple years ago has not really helped. Devaluation in this way is
a temporary device that helps just for a short time. Right now, if you
look in the ‘papers in the Wall Street Journal, it shows our deficits in,
our balance of trade was up over $800 million last month.

Just because you lowered the cost of exports, the cost of imports go
up. It also increases demands because your prices went down tempo-
rarily. With the increase in demands and increase in the cost of your
imports, you go back to the need for higher prices in your country and
then a need and incentive to inflate the currency again.

Switzerland hasn’t belonged to the IMF. They have a relatively
sound currency. They do not have inflation. They do not have this
kind of problem. To think that a system, an international system can
work on floating is like arguing for 50 currencies in this country.

If we can realize that the benefit of the sound currency or one cur-
rency that we can relate to in 50 States, then we can realize why we
need one currency of soundness throughout the world. The proglem
here is a moral problem as well as an economic problem.

The problem is that of inflation. The unwillingness of nations to pay
for what they are spendjn%;evcze inflate because we have a deficit, $75
billion, $80 billion a year because we pass out to people things that
they want and we don’t have the guts and the courage to tax them if
that is what truly is necessary.

So, what do we do, we increase the monetary supply and that is in-
flation. Now, we are planning to condone it and c{)o it on an interna-
tional scale. I am convinced 1t will not work. Within a few years we
will know that I don’t think there is any doubt that we cannot defy the
laws of economics.

Sound money has always been the rallying point, 5,000 years of
history has proven that. Even though we have gotten away with this
for a good many years, even though we arbitrarily kept the dollar
related to gold at $35 an ounce, it was because we were so wealthy that
we got away with it. Eventually the system fell apart and now we are
in worse shape than we have ever been..

We do not have a store of wealth like we had before. We have an
economy that is very shaky. Nobody is sure that we will completely
get out of this recession that we have just gotten over. How can we
support an unsound dollar and unsound currency and an international
monetary scheme that we are working on here now, I say that we have
serious considerations for what is going on and it is our obligation
and duty as Representatives in this Nation to study it closely.

Thank you very much.

[Complete statement follows :]

PREFARED STATEMENT OF RON PAUL, REPRESENTATIVE IN CONGRESS FROM THE
: STATE oF TEXAS

Mr. Chairman and Members of the Committee, I wish to thank you for the
privilege of testifying before you today on this very importent piece of legislation.
The bill before you, H.R. 13955, represents the most sweeping revision of the
agreements govering America’s international monetary affairs in over thirty
years. I have spent a great deal of time studying it and believe very strongly
that it should not be passed.

THE JAMAICA AGREEMENTS

The bill before you is only five pages long. This is very deceptive because it
makes it appear as though there is not much to this bill. However the first sec-
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tion of it says: “The United States Governor of the Fund is authorized to
accept the amendments to the Articles of Agreement of the Fund approved in
resolution numbered 31-4 of the Board of Governors of the Fund.”

These are the agreements made in Jamaica last January and the printed ver-
sion of them runs to several hunderd pages. These agreements were not delivered
to the members of the House Committee on Banking, Currency and Housing until
the very day that this bill was marked up. I am certain that none of the mem-
bers of the House were able to digest this huge mass of material before the
final vote on July 27.

FLOATING EXCHANGE RATES

Among other things, these agreements will legalize many arrangements which
currently exist outside the existing law. For example, floating exchange rates,
which have been in existence for several years already, are illegal under the
Bretton Woods Agreement as it now stands, The Congress, however, has never
had the opportunity to decide on the desirability of floating until now. There-
fore, I think it is an appropriate time to ask whether it is really a good idea or
not.

In terms of the pre-1971 fixed exchange rate system, which broke down so
dramatically, floating is certainly superior. However this is only because the
dollar was greatly overvalued in 1971 as a result of considerable domestic infla-
tion. The dollar needed to be brought into line with its true value. But to say
that floating is a panacea which solves all international exchange problems is
clearly not true.

One can well imagine the difficulties which would be encountered if each one
of the United States was to have its own currency, even if there were freely float-
ing exchange rates. Obviously, this would be a large barrier to commerce which
would make the United States a poorer nation. The fact that the dollar has been
the common currency of all the states is eertainly one of the unheralded secrets
of American prosperity.

THE GOLD. STANDARD

The classical gold standard operated in much the same way on a world-wide
scale, Gold was, in fact, the world currency and it made international trade and
investment posible on a scale which would have been impossible otherwise.

The Bretton Woods system essentially replaced gold with the dollar as an
international currency. Unfortunately, this new system lacked one of the prin-
cipal virtues of gold: there were no longer any external or automatic forces
restraining the creation of more and more money, An increase in the supply of
gold is obviously dependent on the profitability of producing gold and limited by
the scarcity of gold itself. There are no such limits on the issuance of paper
money.

As long as the number of dollars in existence was tied to a limited amount of
gold, there was restraint imposed upon the domestic monetary authorities from
outside. This, in turn, led to unprecidented price stability and prosperity. As
long as some semblance of fixed exchange rates remained, this also imposed some
restraint, With floating, however, almost all barriers to the unlimited issuance
of paper money are now gone. This fact was brought out clearly in testimony by
Professor Arthur Laffer of the University of Chicago before the Subcommittee
on International Trade, Investment and Monetary Policy :

“While much is made of preventing imported inflation by having floating ex-
change rates, little is made of the disciplinary aspects of fixed exchange rates
and limited international reserves. Under fixed exchange rates that are to be
maintained, eentral banks have little leeway to run excessively expansive mone-
tary policies. If a country’s money supply grows excessively, it will lose reserves
and threaten the maintenance of the fixed exchange rate. The threat of balance
of trade deficits, reserve losses and, uitimately devaluation of the currency is an
important restraint on rapid money growth,

“Under floating exchange rates, excessive monetary expansion entails no defi-
cit, no reserve loss, and a tolerated, if not encouraged, depreciation of the cur-
rency. Under floating rates, there is less reason, or perhaps even excuse, for not
restraining money growth. If for any reason, be it economic or political, the
monetary authority feels it expedient to expand money growth, the excuse of
maintaining the par value will not impede their actions.”

CURRENCY MANIPULATION

Floating also makes it easier for governments to artificially manipulate the
value of their currency on money markets in order to gain short-run trade ad-
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vantages. The Japanese, for example, are notorious for holding down the value
of the yen in order to promote their exports. This has become known as a “dirty”
float and would be prohibited if the Jamaica Agreements are ratified. Secretary
Simon has said that agreements on this principle at Jamaica was a “victory”
for the United States and the main reason why this bill should be passed.

If we look a little deeper, it can be seen that the Japanese don’t really gain
anything in real terms over the long run. They are able to keep the value of
the yen down in terms of dollars only to the extent that they have a continuous
supply of dollars to buy. In this sense, therefore, they are doing the United
States a favor by soaking up excess dollars and thereby holding down price in-
flation in the United States. In an editorial on August 3, 1976, the Wall Street
Journal went on to say :

“How many times does Britain have to sink the pound and Italy the lira
before the bitter-enders concede that devaluations do not bring prosperity, only
price inflation? Japan should be left alone, to fix or float against the dollar ac-
cording to its own calculations. Even if there are policymakers in Japan who
hold to obsolete mercantilist trade theory, and believe they can steal resources
from their trading partners through exchange-rate policy, the experience of his-
tory and of recent history in particular says they are wrong.”

Thus in return for a meaningless pledge that will probably not be honored and
can’t be enforced anyway, the United States would commit itself to acceptance
of many other potentially harmful provisions of the Jamaica Agreements.

THE IMF COUNCIL

Article XII, for example, establishes a new council within the International
Monetary Fund. The general functions of this council are defined as “the super-
vision and adaptation of the international monetary system, including the con-
tinuing operation of the adjustment process and developments in global liquid-
ity; and in this connection the Council must review developments in the trans-
fer of real resources to developing countries.”

To me, this sounds very ominous. Any council with powers such as this would,
in effect, become an international Federal Reserve Board. If so, this would
place a tremendous amount of power in the hands of people with no allegiance
to the United States. While it is not clear that there is danger in this, it cer-
tainly deserves further investigation.

¥OREIGN AID

Another section repeals the Par Value Modification Act. As innocuous as this
may sound, it is essential for the continuation of the IMF’s gold selling and trust
fund operation. This too exists illegally, according to Article VII, Section 2 of
the IMF articles, As the Library of Congress put it :

“There is no authority, either directly or indirectly, outside of a scarce cur-
rency situation, for the IMF to sell gold on and for its own account under that
clause. Particularly would this seem to be the case for the use of proceeds to
set up a trust fund for the developing nation members.”

As you all know, the IMF has sold 780,000 ounces of its gold on two separate
occasions and is scheduled to sell another 780,000 on September 15. The profits
from this sale are then to be used to aid developing nations with balance of
payments problems,

In order to get around the legal restrictions on selling its gold, the IMF has
created an artificial scarce currency situation regarding the dollar. By declaring
that there is a world-wide shortage of dollars, the IMF is free to sell its gold to
the U.S. Treasury at the official price of $42.22, ostensibly to obtain dollars in
order to relieve the shortage. Secretary Simon then obligingly sells the gold back
to the IMF Trust Fund at the same price. The Trust Fund is now free to resell
the gold for whatever the market will bring. So far, this has been in the range
of $122 to $126 per ounce. Thus the U.S. Treasury is a direct party to the sale of
this gold and responsible for losing the profits of its sale. These profits legiti-
mately belong to the people of the United States because the U.S. contributed
most of the IMF gold after World War II for the sole purpose of stabilizing
international exchange rates and not for a back-door foreign aid scheme. Fur-
thermore, Professor Laffer noted :

“As a method of helping poor nations develop, this method is noted for its
inefficiency. Far preferable schemes exist, some of which even benefit the U.S.
directly. Examples of these include tariff cutting, reduction of quotas, and the re-
moval of other artificial trade barriers. These measures provide direct incentives
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to development. By working harder and more efficiently, less-developed coun-
tries would be able to sell more goods to the developed nations.” .

One should also consider the fact that the recipients of IMF aid include many
countries that are very unfriendly to the United States. Among those eligible
nations one finds Cambodia, Laos, South Vietnam, and Uganda. In addition, of
the 61 nations listed as eligible recipients, over one half supported the recent
United Nations resolution equating Zionism with racism.

CENTRAL BANKSB

Another disturbing aspect of this gold sale is the strong possibility that much
of this gold is being bought by foreign central banks. This fact was admitted to
me in a letter from Secretary Simon on July 20. He said that the Treasury De-
partment was fully aware that France had announced the purchase of one ton
of IMF gold through the intermediary of the Bank for International Settlements.
This would seem to be in clear violation of Article IV, Section 2 of the IMF .
articles. Secretary Simon, however, said he is not concerned about this, although
he is the American governor of the IMF. .

My concern is that this gold may hang like a sword of Damocles over the
United States. I frankly do not believe that the present international monetary
system will hold up for long. A system which accommodates and encourages
inflation so easily can only lead to greater and greater instability. Eventually
there will be a demand for the return to sound money. This may lead some
country or group of countries to unilaterally restore gold convertability. There
is no doubt in my mind that this would put the dollar in about the same class
as the Polish zloty.

INCREASED RESERVES

Lest you scoff at such a notion, consider another provision of H.R. 13955 which
authorizes an increase in the quota of the United States in the IMF equivalent
to 1,705 SDR’s. This is approximately $2 billion which will leave the U.S. Treas-
ury. On top of our already bloated Federal budget, how can this be justified?

Proponents of this bill will argue that this is simply an exchange of assets
since we can call upon the resources of the IMF in times of monetary crisis. I
would remind you, however, that this money is still leaving the Treasury the
same way it does for any other expenditure. Consequently, up until 1968 such -
payments to the IMF were treated as regular appropriations subject to the
normal appropriations process. Then, in an effort to disguise the true level of
the Federal deficit, this appropriation was taken off the budget and treated as
though it were simply a bank deposit. This is obviously not true because the
U.S. can only get this money back by actually dissolving the IMF or by having
an international monetary crisis.

There is also no reason to believe that an inerease in IMF reserves is justified
anyway. The IMF was established and given its reserves in order to stabilize
international exchange rates within the limits set by Bretton Woods. Yet as
long as we have floating, this function no longer exists. The whole IMF {s, in
my opinion, an anachronism as a result. I believe that this is the true reason
behind the establishment of the IMF Trust Fund; the IMF bureaucrats were
just trying to find some new way to justify their existence.

In closing, I would simply urge my colleagues in the Senate to reject H.R.
13955, or at least delay passage long enough so that a fuller investigation of its
consequences might be made before it is too late.

Senator STevENsoN. Thank you, Congressman Paul.

_ I would certainly agree with your first proposition that this legisla-
tion can’t masquerade as both fundamental reform and as a technical
change. I suspect the truth lies somewhere in between.

I have just one quick question. No one would quarrel with your
objective, sound money, honest money as you put it. But if the founda-
tion of the monetary system is gold, and the value of gold is linked to
the vagaries of the gold market, and the control which certain gold
suppliers have in that market, most particularly the Soviet Union,
what leads you to conclude that that is the way to achieve your objec-
tive or to make it a sounder method of achieving that objective ¢

6-795 C-T6-4

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



46

Mr, Paur. I think it is very easy to, because I think gold production
whether it is in South Africa, America, or Russia comes very slowly.
It comes at a certain cost which is the market cost of producing gold.
Russia and South Africa’s production of gold is not the problem.

It is the government. The government is the problem, interna-
tional governments, the International Monetary Fund dumping gold,
American hostility to gold, and the threat of sales. This is the problem.
It is only government interference in the market that has caused these
tremendous fluctuations. Also the tremendous fluctuation in the dis-
crepancies between currencies and the way the different countries are
inflating is the real problem. L

If you take a period of history in the 19th century when the British
Empire was developing and was at their peak, they had tremendous
growth and prices actually dropped. They were on the gold stand-
ard. So you do not need to have anything other than the government
out of the manipulation of the gold market and not inflating, in
order to have reasonable stability. The other alternative is to trust
politicians and paper (fiat) money—and history is certainly against
a stable monetary system under those circumstances. _

Senator StevENsoN. Do you have any evidence to corroborate that
statement that it’s been sales by governments, and by the IMF of
ﬁold, as opgosed to sales by the Soviet Union and South Africa, that

ave caused recent fluctuations in the value of gold?

Mr. Paur. I could probably corroborate this with others’ opinions
because you know you can see a sale of gold and threat of the sale
of gold, then, you can see what happens to the pe.rticular price of gold
following these sales. You can listen to what vhe Swiss bankers say
and what the American bankers say and commodity market people,
and I don’t think there is any question in anybody’s mind that for
the ga,st 114 years the disruption has been the sales of the gold from
the International Monetary Fund, plus the threat of sales of gold
by our Government. So, I don’t think there is any question. But as
far as me proving this, that’s another question. I think it comes down
to opinions of different economic experts and in making your own
decision.

Senator STEvENsoN. Well, there may be a combination.

Senator Proxmire.

Senator ProxMire. Congressman Paul, why did nine members of
the House Banking Committee change their position? You mentioned
that. That is a good point. You were the only one you say, then on the
floor, nine changed their position. )

Mr. Paur. Whether or not they all changed, I don’t know—

Senator ProxMire. I understand that.

Mr. Pavur. To tell you the truth, I didn’ talk to them personally,
but I did a lot of letter writing and sending out information. I would
have to hope that, influencing them with an idea and some arguments
might have swayed them but I really can’t say.

enator Proxmire. Is that a bipartisan group?

Mr. Paur. Yes, four Democrats and five Republicans, who came
over. I think they were less concerned about the depth of what this
means than T was. I think they were more concerned about whether
or not it was legal to sell gold. We get a lot of letters back about,
you know, it is American gold, that we are selling and giving away
the proceeds. It is a political issue.
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The other thing is the issue of foreign aid. People despise foreign
aid these days. They are out there, and they can’t buy groceries and
here we are giving foreign aid underhandedly.

I would say this had some influence.

Senator Proxmirk. I understand there were two votes on the House,
one on suspension and I can understand there might have been some
resistance to that on the grounds the report hadn’t been filed, they
didn’t know enough about it; then, there was a vote on final passage.
Was t?he vote on final passage, was there that much opposition at that
point ¢

Mr. Paur. The 10 votes I refer to was on final passage. We had
more votes against the bill, just as you expected, on suspension. There
were 147. Then it went down to about 121. Those people probably were
those you mentioned, concerned about the rushing through of the bill.

But on the final passage, there were 10 banking members who voted
against the bill.

Senator Proxmire. You are anxious, I understand, to get the Gov-
ernment out of the purchase of gold, you say that is one of the problems
you have.

Mr. PauL. Purchase and sale.

Senator Proxmire. Purchase and sale, is that right ?

Mr. PauL. As far as International Monetary Fund, my belief is that
it came from governments. It should just be given back to the contrib-
uting governments and then those countries themselves can decide
what they want to do with the gold. If our policy is antigold, then
thev should sell the gold to the American people. It is going to be——

Senator Proxmare. You see if you get the governments out of this,
then go'd isn’t a monetary item, is it ?

Mr. PauL. No, but that is the decision we have to make. So far our
policy has been to demononetize the gold. So, I would say if it goes
back to America and the United States decides to sell it, we can express
our opinions but if they sell it. sell it to the American people but they
should not underhandedly sell it and give the profit to some interna-

_tional bodyv for foreign aid.
—  Senator Proxmire. If you get the governments out of this, then what
is vour honest currency ?

Mr. PauL. I don’t think we will have one. We will have fiat money
totally, which we reallv have now.

My opinion would be to—it would be better to have gold-backed
currency.

Senator Proxmire. Would you put in the record the Library of
Congress study ? I understand there is some controversy over what it
actnallv said.

Mr. Pavr. Yes, it was an answer to Representative John Conlan. I
believe we have a copy of that.

Senator ProxMire. We would like to have that for the record. Thank
yon. Mr. Chairman.

[The material follows:]
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THE LIBRARY OF CONGRESS

Congressional Research Service

WASHINGTON, D.C. 20540

June 10, 1976

To: Honorable John Conlan
Attention: Louis C. Gasper

From: American Law Division
Subject: Authoxity of the Board of Governors to Sell Gold Under Art.

VII, Sec. 2 of the Articles of the International Monetary
Fund

This memorandum is submitted in response to your request for
an analysis of the authority of the Board of Governors of the Inter~
national Monetary Fund (IMF) under Art. VII, Sec. 2 of the Articles of
the International Monetary Fund (3 Bevans 1351) with reference to the
disposition of one-third (or 50 million ounces) of the IMF's present
gold holdings as one of the first steps to phase gold out of the inter-
national monetary system, and with half of that amount (25 million
ounces) to be sold at public auction with the profits to finance a
Trust Fund to provide balance of payments assistance to the developing
countries, Specifically, you have asked:

1. Is Art, VII (2)(ii) sufficient authority for

the Governors to act, without seeking ratifi-
cation by Member Countries?

2,. It appears that this transaction was never

contemplated by Members of the IMF at the
time the original Articles were adopted.
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Is,there an "elastic clause" that
specifically permits such an expan-
sion of scope? If not, is such
"elasticity" assumed?

Thus, it would appear that the gist of your first question
has two aspects. First, does Art. VII, Sec. 2 give authority for the
disposition of gold by sale for such a purpose as to phase gold out
of the international monetary system? Second, can proceeds from such
a disposition be used under existing authority to set up a trust fund
for the developing nations? While this might appear to be a relatively
simple and narrow area for analysis, it should be noted that the
opposite is true. This matter is rather complex and would appear to be
subject to varying 1ngerptetations and opinfons. Due to the haste in
which this response was needed, no in-depth study could be made of these
problems, and no detailed or definitive analysis could thereby be made.
None of the voluminous background and historical documents in the IMF's
creation was examined. The comments that appear herein are presented
golely on the basis of the text of the articles and material gleaned
from selected law review articles, and should only be read as a general
overview of the situation,

Art, VIL, Sec. 2 is a provision in the Scarce Currencies part
of the ArticYes of the IMF, It is apparently referred to as the "scarce
currency clause" or the "replenishment" provision, Support for its use
in the gold proposal has been stated by Secietary of the Treasury, William

E. Simon, in a letter to Rep. Reuss dated'January 26, 1975 as follows:
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The method proposed for mobilizing the IMF's
gold is based on IMF precedent and specifically
has the sanction of the IMF legal staff., The
technique to be used is the familiar one of
"replenishment,” whereby the IMF, to the extent
it has a need for currencies, exchanges gold
for those currencies, at the official price,
and uses the currencies in its operations.

The difference between past uses of IMF gold
for replenishment and that proposed for the
trust fund is that, in this case, the "profits”
on the gold used in replenishment will accrue
to the proposed trust and thus to the develop-
ing countries, . . . It is important to note,
in this regard, that it is the IMF which has legal
title to the gold to be sold. The member
countries that paid gold to the IMF as part

of their subscriptioms, receiving in return
drawings rights in the IMF, transferred title
to the gold to the IMF and have no legal claim
to it. 1In fact, the gold in the IMF was always
intended as a source of usable currencies under
the replenishment provisions and the IMF has,
on a number of occasions in the past, sold

gold for this purpose. Thus the sale of gold
to obtain usable currencies is in no way novel
or a departure from past practices. . . .

Hearings on The IMF Gold Agreement
Before the Subcomm, on International
Ecouomics of the Joint Economic Comm.,
94th Cong., lst Sess, (1975), at
78-80.

Two of these past practices referred to probably include a 1956 inter-

pretation

and the 1961 borrowing arrangement. "In an interpretation of

of January 23, 1956, the Executive Directoxs decided that the Fund had

an implied power to sell a portion of its gold for dollars in oxder to

invest the proceeds in short-term United States Government securities.

The purpose of the investment was to earn income that would offset the
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capital impairment resulting from the excess of administrative expenses
over income. . . . In 1961, the Fund deemed it appropriate to make
arrangements under which it could call for advances of the currencies
of ten members . . . The purpose of the arrangements was to ensure that
the Fund would be able to supplement its resources in order to meet the
requests of the ten members involved to purchase each other's currency
from the Fund. The new conditions of widespread convertibility had
made it possible that there would be requests of a magnitude that the
Fund would not be able to meet readily without supplementary resources,
and that without such resources it would not be able to forestall or
cope with an impairment of the international monetary system." Gold,
Interpretation by the Interpational Monetary Fund of its Articles of
Agreement - IT, 16 Int'l & Comp. L.Q. 289, 303, 320 (1967).

A strict reading of Art, VII, Sec. 2, however, does not
appear to give the specific or implied power for the proposed disposi-
tion. It merely provides for two steps that the Fund can take institu-
tionally as it deems appropriate to 'replenish its holdings of any
member's currency"”. It is evidently addressed to the problem of a

balance of payments equilibrium, Meier, The Bretton Woods Agreement -
Twenty-five Years After, 23 Stanford L. Rev. 235 (1971). There is no
=

authority, either directly or indirectly, outside of a scarce currency
situation, for the IMF to sell gold on and for its own account under

that clause, Particularly would this seem to be the case for the use
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of proceeds to set up a trust fund for the developing nation members.
There are no provisions in the Articlés of Agreement that draw a dis-
tinction between developed and-developing countries, and there is a
legal principle that governs the activities of the IMI-“Imown as the
principle of uniformity. "The principle is referred to as uniformity,
but it really consists of two elements. One element is that, with
certain exceptions, the Articles of Agreement establish the same rights
and obligations for all member countries of the Fund, and the other
element is that the policies of the Fund apply equally to all members.
The principle can be regarded, therefore, as one that prevents dis-
crimination in favor of, or against, particular members, without

regard to their economic strength or weakness or any other characteristic."

Gold, Uniformity as a Legal Principle of the International Monetary Fund,

7 Law & Policy in Int'l Bus, 765 (1975).

Yet, even if one might be able to sustain an argument that Art,
VII, Sec. 2 does not contain sufficient authority for the Board of
Governors to dispose of gold for the purposes contemplated without an
amendment to the Articles, it would seem that there is such a broad
authority within the Articles themselves for the interpretation by the
IMF of such Articles and for carrying out the purposes of the IMF, that
not only would it seem that such an Interpretation might otherwise be
supportable but alsc that there might be no forum to assert a success-

ful legal challenge to it. The machinery for final interpretation of the
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basic instrument of the IMF has been termed "remarkable and unusual”
because the function of authoritative interpretation rests with the
executive organ of the institution, because the exercise of the inter-
pretive function is not limited to decisions on actual diiagreements
but is also used to resolve doubts in the 1nterpret‘:ation and thus to
prevent controversies, and because the executive organ has exclusive
jurisdiction to decide on questions of 1neérpretation of the instru-
ment that may arise between the organfization and its members or between

members themselves. Hexner, Interpretation by Public International

Organizations of Their Basic Instruments, 53 Am. J Int'l L. 341, 343-

344 (1959). While Art. XVIII only speaks of interpretations of the
provisions between any member and the IMF or between members, a con-
siderable number of interpretations have been made outside that Article
in order to enable the IMF to function efficiently. See, M. Whiteman,

Digest of International Law, Vol. 14 (1970), at 522-529. All of this

would have to be read in conjunction with the broad purposes of the
IMF set forth in Art. I (not in a Preamble but actually part of the

. Articles) that is to guide the IMF in all of its decisions.

ArTicLE 1
PURPOSES
The purposes of the International Monetary Fund are:

+ s . . h a perma-
i) To promote intcrnational monctary cooperation tluoug
nené il)'xst.iﬁ.\tion which provides the machinery for consultation and collabora-
tion on international monetary problems.

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



55

CRS-7

(ii) To facilitate the expansion and, balanced growth of international
trade, and to contribute thercby to the promotion and maintenance of high
levels of employment and real income and to the development of the produc-
tive resources of all members as primary objectives of economic policy.

(iii) To promote exchange stability, to maintain orderly exchange
arrangements among members, and to avoid compelitive exchange
depreciation. -

(iv) To assist in the establishment of a multilateral system of payments
in respect of current transactions between members and in the elimination of
foreign exchange restrictions which hamper the growth of world trade.

(v) To give confidence to members by making the Fund’s resources avail-
able to them under adequate safeguards, thus providing them with oppor-
tunity to correct maladjustments in their balance of payments without
resorting to measures destructive of national or international prosperity.

(vi) In accordance with the above, to shorten the duration and lessen the
degree of disequilibrium in the international balances of payments of

members.
The Fund shall be guided in all its decisions by the purposes sct forth in this
Article.

be
Further, there seems topauthority to the effeet that such interpreta~

tions are considered to be binding on the courts, See, Gold, Inter-

retation by the International Monetary Fund of its Articles of Agree-

ment - II, 16 Int'l & Comp. L.Q. 289, 312-318 (1967). Thus, in effect,

one might say that the entire Articles of the IMF are “elastic".

Dhal Y24

Daniel Hill Zafren
Legislative Attorney
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Senator StevensoN. Thank you, Congressman It is helpful to have
these conflicting opinions.

Mr. Pavw. Thank you.

Senator STEVENsoN. The next witnesses are Eugene Birnbaum,
First National Bank of Chicago; Robert Roosa, now a partner in
Brown Brothers, Harriman & Co.; Jack Bennett, senior vice president,
Exxon; Walter Salant, senior fellow, Brookmgs Institution; Prof.
Robert Allber, Graduate School of Business Administration, Umver-
sity of Chicago; and Sidney Brown, vice president and economist,
editor of the Deak-Perera Report, Deak & Co.

Gentleman, we are grateful to all of you for joining us this morning.
If you have prepared statements, you have an opinion of either read-

- ing them or if you prefer to summarize, I would be happy to enter them
in the record.

Unless there is any ob]ectlon, why don’t we start in that order, with
you, Mr. Birnbaum ¢

STATEMENT OF EUGENE BIRNBAUM, FIRST NATIONAL BANK OF
CHICAGO

Mr. Brenpaunm. Thank you, . Mr. Chairman. Tt is a privilege to have
been invited to testify concerning S. 3454, a bill to amend the Bretton
Woods Agreement Act.

I do have a prepared statement, and in the interest of time, I
would appreciate having it entered in the record and then simply
highlighting some of its points.

Senator Stevenson. Without objection, the full statement will be
entered in the record. I believe, if there is no objection, what we will
do is go through all of the statements and then come back to the panel
with questions.

Mr. BirnBauM. I have appended to my prepared statement a sec-
tion entitled “Supplementary Remarks.” It refers to questions raised
by you, Mr. Chairman, on the Senate floor, as published in the Con-
gressional Record of August 5,1976.

Senator STevENsoN. Thank you for doing that, and they too will be
entered in the record.

Mr. BenBaum. Thank you, Mr. Chairman.

I fully support the proposed amendments to the IMF Articles of
Agreement, but will later suggest that additional steps be taken
to Insure a more orderly world monetary system.

When 1 testified previously with respect to this bill-—at the hear-
ings of the Senate Foreign Relations Committee on June 29—I com-
mented that it was unclear how the currently floating SDR could
be adopted as a future standard for the international monetary system
in the event that a high majority of the membership of the IMF should
eventually desire to shift from floating exchange rates to a new par
value system based on the SDR.

Having completed further research on this lssue, I now conclude
that the proposed revisions of the IMF articles contain nothing explicit
to preclude the possible future adoption of a reconstituted, redefined
SDR, including an SDR that could even be defined on the basis of
fixed official par values of national currencies. Accordingly, my earlier
concerns regarding this matter are no longer pertinent.
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I should like now to comment on some other important issues. In
doing so, however, I shall try to avoid unnecessarily duplicating my
previous testimony before the Senate Foreign Relations Committee,

I think it is important that Congress not expect too much in relief
from the present international monetary turmoil if the new IMF
arrangements are adopted. -

In my judgment, the currently existing international monetary
system 1s unsatisfactory. Indeed, the present regime is significantly
inferior to the system that existed before August 15, 1971, although
that former system was not perfect by any means.

Until the onset of floating exchange rates in 1973, countries had
enjoyed much faster rates of expansion of their sales abroad than
sales to their home markets.

Foreign trade was, therefore, a major propulsive force in world
economic growth. -

Now, however, the risks and uncertainties in creating new invest-
ment capacity to produce goods for export have become an important
factor in the worldwide erosion of long-term business confidence, and
hence, in explaining the slowdown of global economic expansion. T,
therefore, am not sanguine about future prospects for a resumption
of sustained economic growth and steadily rising world living
standards.

I believe Lenin was right when he reportedly said that the best way
to destroy the capitalist system is to debauch the currency. I also think
that that principle applies to the global market economy.

The world market too requires a relatively stable world money.
Although a world money doesn’t literally exist, we can approach an
effective substitute if we establish long-term confidence in the relative
stability of exchange rates between the most important currencies of
the noncommunist world.

I would include in that list at least the dollar, the German mark and
the Japanese yen. .

Given that kind of confidence, these currencies would serve as close
substitutes for one another and, in the aggregate, they would function
as the basic monetary standard of the world market system.

In the absence of greater exchange rate stability between these major
currencies, the noncommunist world will inevitably face inadequate
economic progress and increased political divisions. I believe the rela-
tive stability of major exchange rates is therefore essential to the con-
tinued preservation of freedom and democracy in the world.

No international monetary recime, whether founded on fixed or
floating exchange rates, can function satisfactorily unless the United
States itself restores internal economic conditions of reasonable sta-
bilitv and noninflationary growth.

This is the sine qua non of an orderly world monetary system. If we
achieve sound economic conditions in the United States, other coun-
tries will find it in their interests to manage their economic policies
in such a way as to be consistent with relatively stable exchange rates
between their currencies and the dollar. .

Other countries, more than ourselves, understand the importance to
their economic development of maintaining relative stability of their
exchange rates vis-a-vis the currencies of the world’s major markets.
The most important of these is, of course, the U.S. market—the largest
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single market of the world economy—along with other markets which
are already closely linked with that of the United States.

The United States is not a closed economy ; only the world is a closed
economy. When we surprised the world by devaluing the dollar in
February 1973 for the second time in 14 months, we undermined for-
eign confidence in the commitment of this country to maintain foreign
exchange value of our currency. In the eyes of foreign countries, in the
eyes of the outside world—as Lenin might have observed—we de-
bauched our currency.

Foreigners then sf?ifted the composition of their financial asset port-
folios from instruments denominated in dollars into instruments
denominated in currencies they continued to trust, for example, the
German mark, the yen and the Swiss franc.

As a result, Eurodollar interest rates shot up and the effects were
transmitted to our own borders. U.S. interest rates quickly followed
suit, stock market values sank, and the current era of generalized
monetary and financial uncertainty began.

We have yet to fully recover from this trauma.

This experience illustrates the fact that the dollar is a global money,
and the Federal Reserve cannot neglect that fact. Yet, many leading
economists continue to recommend easy money policies, as if the Fed-
eral Reserve can wholly neglect possible feedback effects that arise
from the rest of the world.

Should the Federal Reserve unilaterally ease U.S. monetary policy,
the world financial markets would tend to lose confidence in our com-
mitment to combat inflation, relative to the confidence that it holds in
the anti-inflationary commitment of other major countries. As a result,
the currency composition of worldwide financial asset portfolios would
reflect such a shift. There would be a depreciation of the dollar—which
is inflationary—and the further consequence of exacerbating the
already excessive global monetary and financial uncertainty which, as
I have mentioned, undermines business confidence and investment in
the world.

So we would get slower economic growth, fewer productive jobs,
more inflation, and, of course, increased political pressures for ever
more interference by government in the economic svstem. This is a
vicious circle which can inevitablv lead to chaos and totalitarianism.

‘We urgently need to understand the fact that the exchange rate
between the dollar, the mark, and the ven is the most important vrice
relationship in the world. It is too little understood that our national
interest in achieving a sound domestic price and economic perform-
ance is closely intertwined with the relative stability of the dollar’s
foreign exchange value in terms of other maior currencies. This re-
ali{,y implies a limit on the scope for independence of U.S. monetary

olicy.
P Turning now to U.S. fiscal policy, we should also realize that the
concept of a full-employment surplus, or deficit, is a dancerous one.
The main reason is that we simply have not found a viable wav to
wind down or fine-tune Government tax and spending programs in a
timely fashion.

As a result, interest vields on fixed interest-earning assets, such as
Government securities, are more attractive to savers than the prospec-
tive profits from inherently more riskv productive investments. and
at such time as the private economy would otherwise resume higher
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credit demands for financing additional investment capacity they are
“crowded out.” .

Accordingly, instead of a rebound into productive economic growth,
we generate further inflation and either subsequent or simultaneous
recession.

Over many years our tax reforms and spending programs have re-
sponded to the demands of war and the compassionate concerns of
the American people. We have increased the tax burdens borne by
the earnings and profits of the most productive elements of our econ-
omy—both labor and business—while we also, in effect, have increas-
ingly subsidized less productive sectors.

When you tax work or production, you get less of it. When you
subsidize nonwork you get more of it. So the long-term impact of our
fiscal policy approach has also contributed importantly to slower
economic growth. I am sure that the Congress is well aware that our
productive investment is now falling far short of what is required
to insure the sustained rise of living standards for America’s posterity.

A case in point is that of Britain. The Bank of England’s Quar-
terly Bulletin of March 1976 shows that from 1960 to 1974 the
before- and after-tax real rates of return on capital employed in the
British economy plummeted from 13 percent to 4 percent per annum
on a pretax basis, and from about 10 percent to a negative 4 percent
per annum on an after-tax basis.

The commitment to invest requires the reward of profit. In the case
of Britain we need search no further to understand why the United
Kingdom has just reported its highest postwar unemployment rate—
in spite of the so-called “social contract” which holds down wages—
while its inflation rate remains in the double-digit range.

To avert such a future scenario in our own country, we should re-
duce the taxes that Government takes away from American producers.
and we will thereby provide incentives to increase the national
output. At the same time, however, we must remain cautious con-
cerning the extent to which we permit U.S. credit conditions to ease
so as to restrain inflation.

Accordingly, I believe that the ideal policy mix for the United
States involves a combination of reduced tax rates, targeted in such
a way as to provide increased incentives to work, to invest, and to
save; and to maintain a reasonable degree of monetary policy re-
straint so as to reinforce domestic and foreign market confidence in
the commitment of our authorities to eliminate inflation.

Such a U.S. policy approach could more readily be harmonized
with that of Germany; it is, indeed, basically the same as the
policy approach of that country. I am confident that such a U.S. ap-
proach would lead toward the further result that the foreign exchange
performance of the dollar would also improve. I might note that this
policy-mix formula is the precise opposite of that which was recom-
mended bv our economic minisummit in late 1974.

In conclusion, I respectfully recommend that the Congress approve
the proposed amendment of the IMF Articles of Agreement. However,
I also urge that the Congress insert new language in the bill, S. 3454,
which instructs the administration and the U.S. Governor of the Fund
to assign a very high priority to the achievement of new understand-
ings and cooperative arrangements between ourselves and major coun-
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tries, so as to improve the coordination and commonality of stable
domestic economic conditions along with a more orderly international
monetary performance. .

As Treasury Secretary Simon and others have correctly testified,
a steadier exchange rate performance requires an underlying inter-
national convergence of internal economic conditions. However, a fur-
ther indispensable requirement is the restoration of a reasonably sound
U.S. economic performance. The attainment of this twofold funda-
mental condition is a necessity to maintain reasonable stability of
exchange rates regardless of whether the international monetary
system 1s based on a fixed exchange rate or a floating exchange rate
regime.

gIln time, and with a reasonable degree of success in this very im-
portant endeavor, I believe that a new par value system centered on
a fixed SDR might then be established which the world marketplace
would endow with credibility. .

Thank you, Mr. Chairman.

[Complete presentation of Mr. Birnbaum follows:]

STATEMENT OF EUGENE A. BIRNBAUM, VICE PRESIDENT AND CHIEF ECONOMIST,
THE FIRST NATIONAL BANK oF CHICAGO

Mr. Chairman and member of the International Finance Subcommittee of
the Senate Banking Committee, it is a privilege to have been invited to testify
concerning S. 3454, a bill to amend the Bretton Woods Agreement Act. I fully
support the proposed amendments to the IMF Articles of Agreement, but will
later suggest that additional steps be taken to ensure a more stable world
monetary order. .

When I testified previously with respect to this bill at the hearings of the
Senate Foreign Relations Committee on June 29, I commented that it was
unclear how a floating SDR could be adopted as a future standard for the
international monetary ssytem in the event that a high majority of the mem-
bership of the IMF should eventually desire to shift from floating rates to a
par value system based on the SDR.

Having completed further research on this issue, I now conclude that the
proposed revisions of the IMF Articles contain nothing explicit to preclude the
possible future adoption of a substantially redefined SDR, including even an
SDR that conceivably could be defined on the basis of fixed official par values
of national currencies.

I should now like to comment on some other important issues:

First, the Congress should not expect too much in relief from the present
international monetary turmoil if the new IMF arrangements are adopted.

Second, in my judgment, the currently existing international monetary system
is unsatisfactory. Indeed, the current regime is significantly inferior to the
system that existed before August 15, 1971, although that former system was
not perfect by any means. )

Until the onset of floating exchange rates in 1973, countries had enjoyed
much faster rates of expansion of their sales abroad than sales to their home
markets. This made foreign trade a major propulsive force in economic growth.
Now the risks and uncertainties in creating capacity to produce goods for
export have become gn important factor in the worldwide erosion of long-term
business confidence and, hence, of economic expansion. As a result, I cannot
be sanguine about futuré prospects for sustained economic growth and the
continuation of steadily rising world living standards.

Third, I believe that Lenin was right when he said that the best way to
destroy the capitalist system is to debauch the currency, and that the prin-
ciple also applies to the global market economy. The world market system also
requires a relatively stable “world money.” While it is true that a world money
does not literally exist, we can approach such a condition if it is possible to
establish long-term confidence in the relative stability of exchange rates between
!:he most important currencies of the non-Communist world. I would include
in this list at least the dollar, the German mark, and the Japanese yen. Were
such confidence to exist in these exchange rates, these currencies would serve
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as close substitutes for one another, and, in the aggregate, would then function
as the basic monetary standard of the world market system. In the absence of
greater exchange rate stability between these major currencies, the non-Com-
munist world will inevitably face increased political divisions. I believe that
market confidence in the relative stability of major exchange rates is essential
to the continued preservation of freedom and democracy in the world.

No international monetary regime, whether founded on fixed or floating ex-
change rates, can function satisfactorily unless the United States itself restores
internal economic conditions of reasonable stability and noninflationary growth.
Few would quarrel with this judgment, but there are wide differences of view
as to the correct policies to attain it. I should therefore like to present my views
on what I believe is a proper policy approach for restoring the U.S. economy to
a sustained healthful condition.

With respect to monetary policy, I believe that the monetary policy recom-
mendations made by the economic summit of leading American economists in
the Fall of 1974 were wrong because, by implication, they were premised on an
invalid assumption that the United States is a closed economy. Many leading
economists continue to recommend easy money policies as if Fed operations can
wholly neglect possible feed-back effects that arise from reactions of the rest of
the world. The U.8. is not a closed economy ; only the world is a closed economy.

When we surprised the world by devaluing the dollar in February, 1973 for
the second time in 14 months, we undermined foreign confidence in the commit-
ment of this country to maintain the foreign exchange value of our currency. In
the eyes of foreigners, as Lenin might have observed, we debauched our currency.
Foreigners then shifted the composition of their financial asset portfolios from
dollars into instruments denominated in currencies they continued to trust, e.g.,
the German mark, the yen, and the Swiss franc. As a result, Eurodollar interest
rates shot up and the effects were transmitted to our own borders. U.S. interest
rates quickly followed suit, stock market values sank, and the current era of
generalized monetary and financial uncertainty began. We have yet to fully
recover from this trauma.

This experience is but one illustration of how the international repercussions
of unilateral U.S. policy decisions can be perilous. The fact is that the dollar is
a global money, and that Federal Reserve monetary policy ig not at lberty to
neglect that fact. Should the Fed unilaterally ease monetary policy, the world
market would tend to lose confidence in the U.S. commitment to combat inflation
relative to the confidence it holds in other major currencies. The currency com-
position of financial asset portfolios would reflect this shift, with the conse-
quence of a depreciation of the dollar—which is inflationary—and the further
consequence of greater global monetary and financial uncertainty which, as
I have mentioned, undermines business confidence and investment on a world
scale. 8o we get slower economie growth, fewer productive jobs, more inflation,
and, of course, increased political pressures for more government interference
in the market economy. .

‘This is a highly complex subject, and I feel obliged to limit my testimony.
However, if the Subcommittee will permit, I should like to insert in the record
at the conclusion of my prepared statement a brief analysis concerning problems
of measuring the U.S. money supply under floating exchange rates, which was
published in the Wall Street Journal of May 19, 1976.

Turning now to the bottom line of what I believe our monetary policy should
be based upon, I suggest that under floating exchange rates we no longer focus
as much attention on arbitrary statistical measurements of what we define as
the money supply. Rather, our monetary policy actions should air more directly
toward the stabilization of the price level. This, too, .,involves measurement
problems, but we must avoid attaching too much importance to the increasingly
unreliable performance of the so-called domestic monetary aggregates.

We need to understand that the exchange rate between the dollar, the mark,
and the yen is the most important price relationship in the world. If this relation-
ship can be effectively restored to a condition of relative stability it would,
among other things, also correspondingly improve the reliability of measurements
of the money supply as targets for economic policy. It is too little understood that
our domestic price and economic performance is closely intertwined with the
relative stability of the dollar’s foreign exchange value in terms of other major
currencies.

Our internal monetary policy should be harmonized more closely with at least
that of Germany and Japan. We need to aim for a commonality of internal mone-
tary conditions within this massive economic area. It is only if such a condition
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can be achieved that the maintenance of relatively stable exchange rates between
the dollar, the mark, and the yen can be attained, along with our own require-
ment for a satisfactory domestic price and economic performance.

If our internal growth, employment, or price performance should prove un-
satisfactory, we shall have to approach these problems in cooperation with our
major economic trading partners and allies. This may at times require some
difficult compromises, particularly if the national political policy requirements
of the major nations are significantly disparate. Nevertheless, compromise we
must; since the alternative may well be to undermine financial, business, and
consumer confidence and, thereby, to create a remedy even worse than the
disease,

Turning now to U.8. fiscal policy, we must realize that the concept of a full
employment surplus (or deficit) is dangerous. The main reason is that we simply
have not found a viable way to wind down or fine-tune government tax and
spending programs in a timely fashion. As a result, at such time as the private
economy may begin to resume higher credit demands for financing productive
investment, lingering budget deficits may “crowd it out.” Accordingly, instead
of resuming productive economic growth, we may generate further inflation and
either subsequent or simultaneous recession.

Over many years our tax reforms and spending programs have responded to
the demands of war and compassionate concerns of the American people. We
have increased the tax burdens borne by the earnings and profits of the most
productive elements of our economy--both labor and business—while we also,
in effect, have increasingly subsidized less productive sectors. When you tax
work and production, you get less of it. When you subsidize non-work, you get
more of it. The end result contributes to slower economic growth, with productive
investment now falling far short of what is required to ensure rising living
standards for posterity.

A case in point is that of Britain. The Bank of England’s Quarterly Bulletin
of March 1976 shows that from 1980 to 1974, and before- and after-tax real rates
of return on capital employed by industry plummented from 13.4 percent to
4.0 percent on a pre-tax basis, and from about 10 percent to a negative 4 percent
on an after-tax basis. There is little need for further explanation as to why
Britain has just recorded its highest postwar unemployment rate in spite of
the so-called “social contract” which holds down wages, while inflation remains
in the double-digit range. .

To avert such a future scenario in this country, we should reduce the taxes
that we take from producers. At the same time, however, we must remain
cautious concerning the extent to which we may permit credit conditions to
ease g0 as to restrain inflation.

I believe it follows from the above analysis that the ideal policy mix for the
U.8. involves the combination of reduced tax rates, targeted in such a way as
to provide increased incentives to work, to invest, and to save; and to maintain
a reasonable degree of monetary policy restraint so as to reinforce market con-
fidence in the commitment of our authorities to eliminate inflation. Such a policy
approach could be readily harmonized with that of Germany, with the further
result that the foreign exchange performance of the doliar would also improve.
It might be noted that this policy formula is the precise opposite of that which
was offered by our economic mini-summit in late 1974.

In conclusion, I respectfully recommend that the Congress approve the pro-
posed amendment of the IMEF Articles of Agreement. However, I would also
urge that new language be inserted in the bill (8. 3454) to instruct the Admin-
istration and the U.8. Governor of the Fund to assign a very high priority to
the development of new understandings and cooperative arrangements between
major countries 8o as to improve the coordination and commonality of domestic
monetary conditions. If this can successfully be achieved, we may hope to see
more stable exchange rate relationships between the non-Communist world’s
most important currencies. With greater experience, these arrangements might
then be extended so as to encompass a more broadly based area in the effort to
attain global monetary stability.

As Secretary Simon and others have correctly testified, a steadier exchange
rate performance requires an underlying convergence of internal economic
conditions. This holds true regardless of whether the international monetary
system is based on a fixed exchange rate or a floating exchange rate regime.
In time, and with a reasonable degree of success in this very important endeavor,
I believe that a new par value system centered on a fixed SDR might then
be established which the world marketplace would endow with credibility.
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SUPPLEMENTARY REMARKS BASED ON QUESTIONS RAISED BY SENATOR STEVENSON
PERTAINING TO HEARINGS ON 8., 3454, As PUBLISHED IN THE CONGRESSIONAL
RECORD OF Aug. 5, 1976

1. HOW TO “MANAGE’ FLOATING EXCHANGE BATES

The IMF Executive Directors have issued guidelines concerning the man-
agement of floating exchange rates. In essence, the guidelines constitute a gen-
eralized statement of good international monetary conduct. However, the state-
ment is largely devoid of clear rules or standards against which the actual
conduct of countries can be effectively judged.

Much is made of a need for “firm multilateral surveillance” by the Fund
in the proposed revision of the IMF Articles. However, it remains to be seen
whether there is any meaningful way to apply such surveillance. If you have
a world in which some countries are intervening to steady their exchange rates
while others are not, what criterion can there be to determine whose rate may
perhaps have moved out of line? I know of no method by which to make mean-
ingful judgments in this regard. Further, even if the IMF somehow makes
such determinations, what sort of action could it then effectively implement?
At this point at least, not much is really known about how the floating exchange
rate regime should be managed.

2. THE FUTURE ROLE OF GOLD

The future of gold as a monetary asset represents another question mark. In
prineiple, it might be nice to be able to do without the barbarie relic of the past,
though a lot of thoughtful people are not convinced that we can, in fact, do
a better job in its absence. The fact that the Group of Ten limited its agreement
not to peg the price of gold to a period of only two years reflects the existence
of a divergence of views concerning the role of gold in the world monetary sys-
tem. Another manifestation of this basic policy difference was the purchase of
gold from the IMF by the Bank for International Settlements (BIS), which it
then resold to a member country of the Fund. I am told that this was done under
an interpretation which holds that since the entire international monetary sys-
tem constitutes an accumulation of legal violations, some countries feel they
can do what they please with respect to gold.

Some gold holding and gold producing countries may have a vested interest
in preventing the private price of gold from declining. They might therefore
attempt to form a “gold bloc.” However, the U.S. holds a substantial gold hoard,
so that it could potentially create major disturbances in the gold price should
it have the will to do so.

‘Whether gold will be phased out as a monetary asset is ultimately a political
decision. For example, a future closely knit European bloe, including Germany,
could possibly prevent it if, for some reason, it decided on such a course of
action.

Aside from such considerations, I might note that the combination of current
political problems in South Africa, economic and financial difficulties in Soviet
Russia, and the IMF program for selling gold over the next few years, is exert-
ing a depressing influence on the price of gold for the short to intermediate term.
Over the longer run, however, there may be new constraints on supply which
might then lead toward a resumption of a rising gold price trend.

3. THE BDR

Relative to official holdings of gold and reserve currencies, it is clear that the
SDR is not now the principal international reserve asset. After IMF quotes
may be increased, as now proposed, total Fund resources will amount to perhaps
only 4 percent of world trade; that ratio was four times higher about 30 years
ago. So whether the SDR does, in fact, become the principal international re-
serve asset will depend on future decisions of the IMF member nations. At this
juncture it is obvious that the Jamaica Agreements do not ensure that SDRs
will, indeed, eventually become the principal reserve asset of the international
monetary system.

4. THE NEED FOR A ONE-THIRD INCREASE IN IMF QUOTAS

The proposed one-third increase in IMF quotas represents a small, though
helpful, addition to world monetary resources. As compared with existing totals
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of world liquidity, the grand total of IMF resources is relatively small. How-
ever, if the Fund is to continue to carry out its important function of extending
conditional credit to countries, that is, credit which is preconditioned on the
adoption of sensible, though sometimes politically difficult, economic policies on
the part of borrowing countries, then it needs liquid resources to be a credibie
and effective institution,

5. WHETHER THE FUND I8 BECOMING AN AID-GIVING AGENCY

I do not agree that the IMF ig gradually being converted into a foreign aid
agency. As a case in point I would note the recent $5.2 billion short-term credit
that was extended by major central banks to the United Kingdom. If the U.K.
is unable to fully repay this credit after six months, it is anticipated that it
will then be transferred to the IMF where Britain will be subject to economic
policy preconditions. Thus, the Fund may prove helpful to all of its members,
developed and underdeveloped.

‘With respect to the so-called Trust Fund being set up out of IMF gold sales,
one should consider the size of these resources to gain a proper perspective. In
such a light the amount of funds involved are too small to be regarded as a sig-
nificant potential source of inflation. Other issues concerning the establishment
of an orderly world monetary system are too important to allow— the Trust
Fund issue to become a serious diversion,

6. “ARE THERE SUFFICIENT CONSTRAINTS ON CREDIT CREATION IN THE EURO-CURRENCY
MARKETS TO INSTILL CONFIDENCE IN THE FUTURE STABILITY OF AN INTERNATIONAL
MONETARY SYSTEM HEAVILY DEPENDENT ON THE DOLLAR?”

This question is related to-one asked by Senator Percy during my testimony
before the Senate Foreign Relations Committee. Senator Percy asked if I, “as
a banker, believe that the Euro-currency market contributes to international
:)nﬂ::{tig?? Do you believe that there is a need for controls of the Euro-currency

anks?y

My response to Senator Percy was overly concise. I said at that time:

“If a truly effective global system for imposing minor reserve requirements on
Euro-currency deposits conld be worked out, I could possibly support it, not be-
cause I believe the Euro-currency market i8 a dangerous engine of inflation, but,
rather, because I believe that if central banks hold a small amount of reserves
of these Euro-currency banks, then, ipso facto, they are going to be held accounta-
ble and more responsible for what goes on in those markets . . . . I believe, so
far as the contribution of these markets to world inflation is concerned, that it
has been grossly exaggerated ....”

In order for controls or even minimal reserve requirements on Euro-currency
deposits to be effective, they would have to be imposed in an airtight global sys-
tem, or else the Euro-currency markets would tend to move away from where
controls are imposed to where controls are not imposed. For example, if the Bank
of England were to impose new regulations on the Euro-currency banks located
in its jurisdiction, then the affected institutions could easily migrate elsewhere
in the world to be free of such interference. Given the longstanding sound tradi-
tions of British banking, a shift away from London would be likely to result in
a deterioration of the FEuro-system, rather than in an improvement of it. Accord-
ingly, this explains my reference to the required existence of “a truly effective
global system” for imposing such restraints. However, in my judgment, such a
system would be utopian and academic in today’s world. I do not believe that
an airtight global system for regulating the Euro-currency markets really lies
within the realm of practicality.

There appear to be two important problems : First, such a globat system would
require the joint partieipation of most, if not all, of the 128 member countries
of the International Monetary Fund. In today’s world many of these countries
would probably not command the trust of the total world community to manage
the operation of Euro-markets to the satisfaction of all interested parties.

A further requirement to close possible loopholes in such a hypothetical global
network would be that every participating nation would bave to legislate pro-
hibitions against its nationals engaging in Euro-currency transactions in any
country which is not a participant in the system. But even if ths were done, it
is doubtful that the authorities of all the countries would, in fact, hold the power
to effectively implement such a legislative restriction. Therefore, my response to
Senator Percy was somewhat misleading, for although I stand by the logic
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underlying my answer, the premise upon which such a aystem would be based
is purely hypothetical and, it would appear, not achievable in today’s world.

Turning now to the part of Senator Stevenson’s question concerning whether
constraints on credit creation in the Euromarkets are sufficient to instill con-
fidence in the international monetary system heavily dependent on the dollar, I
would respond as follows:

In my opinion, the expansion of the Euro-currency markets should not be
viewed as independent of the monetary and credit policies pursued by the world’s
major national monetary authorities. The growth of the Kuro-currency markets
represents the share of world credit expansion which can be captured by the
Euro-market institutions on the basis of their superior efficiency, lower costs of
operations, and the existence of clients who find it convenient to conduct trans-
actions with such a highly internationalized system.

To oversimplify, the U.S. Federal Reserve and, say, the German Bundesbank
together adopt policies which determine the scope by which credit may expand.
These policies imply some limit on the growth of credit, and there is then com-
petition between domestic banks and other financial institutions and the Euro-
market institutions in the sharing of the available potential for credit .expan-
sion. When seen in this perspective, it is clear that the growth of Euro-currency
market credit mainly constitutes a share of a given pie, rather than a primary
source of world credit expansion. If the Euro-banks try to expand to capture loan
demand from “domestic” banks, they must charge lower interest rates. But they
may not be able to expand their deposits for that would require paying higher
interest rates. Without such additional deposits, the Euro-banks have no extra
funds to lend out. So I see no necessity for controlling the expamsion of Euro-
currency credit. Rather, in the example I have given, the ultimate constraint on
credit is determined by the policies of the Fed and the Bundesbank.

I remain confident in the stability of the Euro-currency system. As a case in
point, I might note that in 1974 it is estimated that Italian banks which partici-
pated in the Euro-currency system lost as much as four fifths of their gross
Euro-dollar liabilities. Yet, with very minimal support from the Bank of Italy,
none of these banks failed. They were able to wind down their Euro-currency
assets roughly in proportion to their loss of liabilities, thus demonstrating the
underlying strength of the system to withstand a major shift of funds. I might
also note that the September 1974 statement of the central bank governors who
attended a meeting of the Bank for International Settlements (BIS) in Basel,
Switzerland, provided further reassuramnces to the Euro-currency markets. The
central bankers indicated their readiness to cooperate and stand behind the
gtability of institutions participating in the Euro-currency markets.

As a matter-of fact, it is important to bear in mind that the principal par-
ticipating Euro-currency banks are those whose home offices are mainly located
in but a few major countries, principally the United States, the United Kingdom,
Germany, and, to a lesser extent, perhaps one or two other major countries.
Accordingly, the logistical problems of cooperation between the central bank
authorities of those countries is by no means one of unmanageable proportions.

To conclude, I believe. in competition, and the existenre of the Buro-currency
markets has had a beneficial effect in improving the efficiency of banking in the
entire world. A lot of countries. businesses, and banks have benefited from the
Buro-currency markets and are highly confident as to its strength and stability.
I personally share in that assessment.

[From the Wall Street Journal, May 19, 1976)
DoUBTS ABOUT FLOATING RATES . . .

(By Eugene A. Birnbaum)

The starting point for most discussions of monetary policy is of course a
nation’s “money supply.” But the very idea of a money supply may be outmoded
and inadequate for today’s times becau<e it was derived from experience during
a much less complicated era of fixed exchange rates.

An importamt though neglected fact is that the “total money supply” of a coun-
try ig an abstraction: it has no measurable empirical counterpart. ’1‘9 be con-
ceptually complete the e¢ggregate money supply of a country should in theory
incorporate the value of all forms of moneyness, however and wherever held.
Characteristics of money are possessed by many things, financial as well as real.
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During World War II and in early postwar years, cigarets, chocolates, chewing
gum, and even silk stockings funectioned as money in some places of the globe.
Since the intrinsic value of flat paper money is zero, its moneyness accounts
for the totality of its value. Some value for moneyness also attaches to assets
readily convertible into money : time or savings deposits, bonds, stocks, commodi-

ties, ete. Their moneyness varies, depending on circumstances, but it correspond-
ingly contributes to the worth of these assets.

A CUMULATIVE SUM

To aggregate the total money supply, domestic currency and checking accounts
would, of course, be included, as would the cumulative sum by which all other
holdings of financial and real assets are valued above their intrinsic worth by
virtue of their moneyness. The same principle applies even to assets held abroad.

In the absence of a measure of a nation’s “true” aggregate money supply, an
array of largely arbitrary statistical “proxies” has been invented. The Western
world’s monetary authorities compile these, publish, and make use of them as
guides for policy. Policymakers, economists, politicians, and journalists who com-
ment about the “money supply” are, thus, in reality, reterring to the perform-
ance of statistical proxies.

In the United States, at least seven such proxies, identified as M1, M2, through
M7, are regularly compiled. The most closely scrutinized are M1 (the sum of
currency and privately held demand deposits in domestic commercial banks),
and M2 (M1 plus commercial bank savings and time deposits heid by the public,
excluding large negotiable certificates of deposit).

The current fixation on “money supply” as the prime target, progress report
and scorecard for the nation’s economic policy derives from the landmark study
by Milton Friedman and Anna J. Schwartz,” A Monetary History of the United
States: 1867-1960."” National Bureau of Economic Research (Princeton Univer-
sity Press, 1963).

Covering a period of 93 years, that study found a relatively stable relationship
between the growth of the M2 proxy and U.S. gross national product statistics
(GNP).

The principal theoretical implication for policy of the relationship found by
Friedman-Schwartz is that control of M2 by the Federal Reserve will deter-
mine the course of GNP, and that if such control is properly executed, little
or no attention need be paid to other economic policy instruments, like govern-
ment deficits or surpluses, interest rates, or exchange rates. It is even argued by
monetarists that rates should be left alone to fluctuate according to the interplay
of market forces, while steady-state expansion of M2—achieved by appropriate
interventions by the open market desk of the New York Fed—operates inexorably
to achieve the M2-ordained GNP objective.

There is no need to quarrel with the actual statistical findings by Friedman-
Schwartz for the era from which they were drawn., But during about 80 of the'
93 years covered in their study there were flzed exohange rates for the dollar.
Accordingly, it is legitimate to question whether theories based upon that re-
search are applicable to the dramatically different current conditions of world-
wide floating exchange rates. Indeed, the Friedman-Schwartz study, which cov-
ered several periods of instability of money and income under both fixed and
floating rates, included the years 1867-1881—one of the rare extended periods
of floating exchange rate in U.S. monetary history—as one of those showing
‘i‘appreclably greater instability of the year-to-year change in both money and

ncome.”

There are now definite grounds for skepticism concerning the assumed stability
of the relationship between M2 and GNP under floating exchange rates. For
one thing, shifting exchange rates impose upward pressures on short-term inter-
est rates in the depreciating currency, while depressing them (or slowing their
rise) in the appreciating currency. Changing interest rates, correspondingly,
have variable effécts on the whole gamut of alternative measured proxies for the
aggregate money supply.

In other words, rising or falling interest rates and exchange rates may move
money from one M to another, as they induce national and international shifts
between currencies or demand deposits, time deposits, Treasury bills and bonds,
stocks, commodities, etc.,, reflecting changing preferences between competing
forms of holding money—even though the total ‘“moneyness” of a national econ-
omy may be unchanged.

Further, to the extent that monetary authorities may concentrate attention on
controlling the growth of one or another M their interventions may correspond-
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ingly alter exchange and interest rates, causing further instability among the
various Ms. If these relationships behave erratically, it’s difficult to imagine a
stable relationship between M proxies and the GNP.

This is not to denigrate the many valuable contributions of the Friedman-
Schwartz National Bureau study. But at the very least it is now appropriate to
be aware that major question marks arise as to whether the Friedman-Schwartz
findings are relevant under today’s floating exchange rates. Indeed, as statistical
evidence mounts, increasing attention is being paid to the fact that the meas-
ured money proxies currently bear unstable relationships with respect to each
other and the GNP. Accordingly, official monetary policy intent on adopting
steady growth of will o’ the wisp money supply proxies could touch off instability
of the GNP—the very opposite of monetarist beliefs.

ONE IMPLICATION

One implication of this analysis is that the restoration of some semblance of
relatively stable exchange rates will be necessary before monetarist findings of
a bygone era may again be relevant. It could well be that only under the in-
herent disciplines of general exchange rate stability are structural eonditions
created which reveal steady relationships between money supply proxies and cor-
responding measures of national economic activity—as found by Friedman-
Schwartz.

If this is correct, as I strongly suspect, then an important implication for
monetary policy follows from it: The possibility of using Federal Reserve mone-
tary policy to achieve GNP objectives is subject to the limiting constraint that
ma jor foreign exchange rate relationships of the dollar remain relatively undis-
turbed. Accordingly, U.S8. monetary policies would require a degree of synchroni-
zation with those of other major countries—at the very least with those of West

. Germany-—so as to avert disturbing exchange rate fluctuations which otherwise
could undermine the stability of U.S. monetary and national income relationships.

The Federal Reserve has generally resisted loud and frequent clamors for
more aggressive intervention to steady the growth of proxies for the monetary
aggregate. There have been repeated warnings about deviations from preordained
money growth targets. In spite of these complaints, the economic recovery, so
far at least, has made continuing progress. Under today’s floaty exchange rates,
there could be much wisdom in the Fed's deflance of its critics.

Senator StrveEnsoN. Thank vou. Mr. Birnbaum. I didn’t, in my in-
troduction, do justice to any of you and in particular I didn’t mention
the lenethy distinguished public services many of our witnesses have
contributed.

I think this is one of the most remarkable panels that I have been
privileged to listen to since I came to the Senate.

But unhappily my privilege is about to end. I have just been in-
formed by the leadership that the Export Administration Act is about
to be brought up on the Senate floor and I have to manage that act.

So we will continue with the panel, and Senator Proxmire is of
course the chairman of the full committee, and he has kindly agreed
to chair these hearings.

But I anologize to you and I personally regret it very much. It
would be helpful to me as well as to the Conaress to hear the rest of
you, but I am going to have to excuse myself to leave to prepare to
manage the legislation on the floor of the Senate.

Our next witness is Mr. Roosa.

STATEMENT OF ROBERT V. ROOSA, PARTNER, BROWN BROS,
HARRIMAR & CO.

. Mr. Roosa. Thank you Mr. Chairman.

T wish vou well in your management and I hove before long you
will be helping to manage the successful passage of the legislation we
are considering here today.

e
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I am delighted to have a chance to appear with this group, before
this committee to endorse the legislation that is proposed and to sug-
gest that there will, after this legislation, as there has been since
Bretton Woods, continue to be many problems that will not have been
fully solved by a single action contemplated at any one time.

I would like if I may Mr. Chairman, to introduce my own full
sétq,t%ment for the record and summarize what I try to say there very

riefly. i

Senator Proxmire. Without objection dyour statement will be
printed in full for the record in the record.

Any other panel member who wishes may do that also.

Mr. Roosa. Thank you. .

The first point I make is that there is continuity in the evolvin,
money situation of the world. At times it runs ahead of events an
tries to shape a framework within which events can then move.

This time it is the other way around. Events have run ahead of
the system as previously established and it is time now to fabricate a
set of legitimizing arran%ements which will not only provide for
greater assurance of orderliness in the way in which we proceed with
new img}ementations, but also will be flexible enough to leave room
for the further kinds of adaptation which the system will surely need.

I wouldn’t want to identify myself chapter and verse with every-
thing Eugene Birnbaum has said, but I certainly applaud his insist-
ence on tl%e fundamentals and the recognition that in time the world
could very well tear itself apart if all currencies were freely floating
without some central convergence and that that central convergence
will, I hope, emerge under the contemplated arrangements in time
between the Deutsche mark, the yen, the dollar. It is a position that
I have urged since long before the events even of Auﬁ-ust 15, 1971, so
I have no trouble in endorsing that aspect of Mr. Birnbaum’s sug-
‘gestion again.

I do believe for the present that in a world of such widely divergent
patterns there is no alternative to continuance of a system that is
essentially one of floating currencies as among the major countries.

As we all understand, many of the other countries who are not in a
position to qualify as members of the leading industrial circle are

-themselves floating only in the sense that they peg to one or another of
these leading currencies and occasionally adjust their peg.

By and large, they determine their own 1qerforma,nce by what hap-

ns to the leading currencies so that we still have a mixed system, and

would expect as time goes by, it will be possible if there is recognition
of the need, the overriding need to give priority to domestic stability
within individual leading countries, that there will be an opportunity
for the closer harmgonization among these principal industrial coun-
tries that Mr. Birnbaum describes.

I think another aspect of the new arrangements that I find very
encouraging in contrast with testimony oﬁhe Congressman from
whom we just heard, is the progress toward multilateralizing the con-
Sultation and to some limited degree the decisionmaking process. -

.- One-of the shortcomings of the International Monetary Fund and
its effectiveness over the years has arisen from separation in distance
and in responsibility between the executive directors domiciled in
Washington and the governments they represent in the 120:0dd. coun-

tries of the world that are now members of the Fund.- - -
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In think the Jamaica procedure has been an important step in try-
ing to reconcile that continuing conflict between full hearing of all
‘members and the need for a smaller group to thresh out the final details
and specific action.

The process of evolving the Jamaican agreements proceeded alon,
the lines of a pattern, now tested in a preliminary way, that resulte
in ultimate dependence on at least the vote delivering capability of
only 20 men representing of course in fact, all of the members ot the
Monetary Fund. :

But each of them being principal officers of their own governments,
they were capable therefore of acting with a degree of responsibility
and immediacy which has not often been possible in the executive
board of the Fund itself.

So T regard the development of the interim committee and ulti-
mately of the executive council as an important new development in
the evolving international monetary system.

I think it is important also that the SDR has been given a more
distinct role in the Fund. In my view it is important that gold has
been dethroned but not exiled.

Gold will still have a role for anyone who wants to hold it. Obviously
it has had intrinsic attraction to mankind for generations and we are
not going to remove it by a simple act of legislation.

But I think it has been shifted into a position where its potential for
harmful disruption of the monetary system is now largely gone. :
I think it is important too, that the position of the dollar has been
redefined. There is never going to be any complete avoidance of de-
pendence on the dollar so long as we remain the dominant industrial
power in the world, with many countries dependent on the dollar as a
standard of value and many more using it as a medium of exchange.

But I do feel that the mechanical requirement that the dollar be in
effect the standard of value for the members of the Monetary Fund
was imposing an undue burden and periodic strain on our own per-
formance, a distortion which did not reflect our own basic economic
conditions.

In this proposed legislation the dollar is no longer the standard of
uniform value for all transactions in the Monetary Fund, instead
being replaced by the SDR. The SDR does have the advantage in a
world of such great instability of at least providing that closer ap-
proach to a relatively stable norm that is just arithmetically implied
when you depend on an average among several rather than depend-
ing on only one currency or one commodity.

But I think the final aspect of all of this that runs through com-
ments abont the sale of gold and use of the trust funds and so on that
I would like to stress is that it has been possible, I believe, during the
course of all these negotiations to avoid a great risk so far, and that
is the risk that the IMF would be converted into an aid or develop-
ment financial institution.

We have got institutions for that purpose; the separation should be
kept. If the Monetarv-Fund is to have a hope of evolving ultimately
into the role of a—albeit with some constraint—a central bank for
the world ‘e¢conomy, it ‘has to retain the separate identity that dis-
tinemishes it from aid-giving institutions.

That is why I am gratified that there has been no further step in

the direction of linking the creation of SDR’s to aid.
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I think that would corrupt the strictly monetary concept of the
SDR. I do feel however that the needs for aid as epitomized in some
of this IMF action really point toward the need for more aggressive
U.S. Government support of the other Bretton Woods institutions:
The World Bank, the IDA, and the International Financial Corpora-
tion. I think it is regrettable that there has been in this area such a
sluggish response on the part of the United States.

. I believe this is the area where, if we are going to have a chance of

avoiding additional disruptive unexpected but chaotic influences on

the world monetary system, we and the rest of the developed world

are going to have to take more prompt action, more effective on a

larger scale, because the less develo countries are, through the

accumulating of more and more debt, building up more and more
potential for an unfortunate chaotic situation.

Until they can match their debt exposures with greater productive
capacity, the potential for the 100-odd less developed countries is
indeed still forbidding.

So I would conclude, Mr. Chairman, by saying that I think the
legislation does what we need. It moves on all fronts in what I regard
as the right direction. It leaves flexibility for future adaptation which
we will also likely need and it points toward comparable emphasis
on the support by our Government of the other Bretton Woods insti-
tutions whose responsibilities are growing and which are not subject
to as much change in their nature as we are now proposing for the
monetary fund.

[Complete statement follows:]
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For Release on Delivery

THE JAMAICA AGRElEMENTS

Testimony prepared for submission to the
International Finance Subcommittee of the
Senate Banking Committee on S. 3454
on August 27, 1976
by Robert V. Roosa, Partner
Brown Brothers Harriman & Co.

Mr. Chairman,

It is a pleasure to appear before this Committee again in the con-
tinuing sequence of deliberations on the evolution of the international mone-
tary system. I stress the word "continuing"” because the process of adapting
monetary arrangements to the needs of a dynamic world economy is never-
ending. At times there may be opportunities to introduce new arrangements
or procedures which can help to lead and shape the patterns of economic
change within and among nations. That is what happened at Bretton Woods
in 1944. At other times patterns of actual economic change may themselves
push beyond older monetary arrangements, requiring ad hoc improvisation
within the international monetary system. And unless such impromptu im-
provisations are soon to degenerate into chaos or conflict, new legislative
arrangements must rather promptly catch up with and legitimize them. The
legislation before you today is mainly of this second form,

While new problems will always be emerging in both the structure
and functioning of the international monetary system, and new adaptations
will be required to cope with these new problems, a periodic codification of
the essence of what has evolved in the design of international monetary rela-
tionships is essential. For monetary adaptations to economic change should,
to the fullest practicable extent, occur within a framework of guidelines de-
signed in advance not only to assure that flexibility can in fact occur, but
also that whatever uses are made of that flexibility will not create new and
greater problems. The stakes are too great in today's interdependent world
to invite disorder by inaction,

The various provisions of this legislation, and the understandings
surrounding it, constitute a critically important advance in the search for a
suitable balance between money's role as master and as servant for the world
economy. The so-called Jamaica Agreements should be viewed in longer

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



72

perspective as a combination of individually modest but colleetively cru-
cial forward steps in the progressive evolution of the world's monetary
arrangements. The legislation itself preserves what is cssential in ex-
isting institutions; it aiffirms significant additions to thosc institutions,

and it provides further flexibility for future adaptation to change. Indced,
coming amidst an unusual convergence of potentially disruptive forces in

the economic relations among nations, the legislation before you represents
a remarkable achievement in finding 2 common denominator among the prob-
lems and needs of those nations,

In considering this legislation, important as it is, however, it is
necessary to guard against exaggeration. For even after its enactment,
the basics of international economic relations will remain very much as they
were before the recent round of improvisations began, That is, individual
nations will still pursue their own national objectives in economic policy.
Differences among nations in resources, in performance, and in objectives
will still create potentials for conflict or disorder in the flows of trade and
capital among them. The monetary system will still serve as a partial
check or discipline upon particular countries whose course is sharply diver-
gent from the central tendencies prevailing among the others. Yet the system
will also be capable of supporting continuing economic expansion within and
among all countries, :

Neither floating exchange rates nor a par value system can of them-
selves assure harmony among national economies as widely different as
Germany and Zaire, or the United States and India. But the forward steps
included in the Jamaica Agreements, and the casting aside of those vestigial
remnants from Bretton Woods that have become outmoded, will certainly
raise the prospects for stability with growth throughout the countries that
adhere to the International Monetary Fund. But no country can expect to
have stability provided for it by this or any other monetary system, nor can
it expect to be insulated from outside strains by any monetary mechanism,
Sustainable growth for any country within a framework of viable relations to
other countries will still have to depend, first, on reasonable stabijlity in
the domestic performance of that country, and second, on the readiness of
each country to make suitable adjustments in its domestic performance when
its own prices, production, or trade have shot far out of line with those of
other closely related countries. An altered exchange rate (whether it floats
or is deliberately moved) can only rarely make up 21l the difference, There
is no escape from the hard realities of what the professionals call “the ad-
justment process.' That is as true for Germany as it is for Zaire; as ines-
capable for the United States as it is for India.

The various provisions of this legislation have been reviewed often
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The various provisions of this legislation have been reviewed often
and will no doubt be repeated by others on the panel here this morning. I
propose to sidestep those details, and the various criticisms that can still
be made of them (for they are, of course, only compromises among many
differing national views and interests). Nor will I digress here into a dia-
lectical discourse on the pros and cons of ""managed floating," Perhaps my
role can best be to try to set the proposals as a whole in perspective -—- a
perspective that grows out of some twenty-two years on the Governmental
side of these evolving relationships and now more than eleven years of
viewing them from the private sector. It seems to me that there are at
least five significant aspects and implications embodied in the arrangements
contemplated by this proposed legislation, Positive progress in the long
continuum of monetary development is made possible with respect to
(1) consultation for multinational surveillance; (2) the uses of Special Drawing
Rights; (3) the position of gold; (4) dependence on the dollar; and (5) the pay-
ments pressures on less developed countries.

1. Consultation, The ultimate source of genuine effectiveness
and orderliness within the international monetary system must come from
a willing understanding among nations, and from ready consultation when
misunderstanding develops, rather than from any set of mechanical de-
vices, or from a mystical invocation of the power of free markets -- though
I do not mean that mechanics are unimportant, nor that encouragement of
free market influences is undesirable, One persisting obstacle to under-
standing and consultation arises from the inherent conflict between the need
for representation by large numbers of participating countries, on the one
hand, and on the other, the difficulty of reaching a usable and timely consen-
sus unless the number of participants can be manageably small when critical
issues arise, Peremptory action by a single nation is no satisfactory solu-
tion, as I believe the United States discovered on August 15, 1971.

The negotiations culminating at Jamaica have, in this respect,
broken new and promising ground. Several separate roles for various group-
ings and regroupings of countries have been implicitly acknowledged. There

. is a place for consuitation among a few of the leading industrial countries.
There is a place for parallel consultations among the less developed countries --
all together, and in several sub-groupings. And all of these different groups
have in turn been, in effect, joined together through a group of delegated repre-
sentatives, functioning within the structure of the International Monetary Fund
as the "Interim Committee." That Committee presently includes twenty
Finance Ministers or central bank Governors, about evenly divided between
those of the less developed and the more developed countries. It is expected
(and I would hope) that the Interim Committee will be transformed, in further-
ance of the Jamaica Agreements, into a permanent Council. When that is
done, following ratification of the amended IMF Articles in accordance with
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the legislation you are considering, there may be greater assurance that all
voices will be heard, and that a working consensus will evolve, as major
issues affecting international monetary stability arise in the future.

It is through the Council, and its membership of officials from
the highest levels of Government, that the most meaningful results can be ex-
pected from the IMF "surveillance' that is central to the case-by-case ap-
proach to emerging future problems, To be sure, IMF staff surveillance can
and should include an ascertaining of facts, as well as the rendering of opinions.
But the articulation of practical recommendations, and the development of
common plans of support and of action, can only be the work of responsible
Ministers, speaking for their own Governments (and for those whom they
represent as spokesmen). That is why the Council can be more than just
another consultative body. It can bring to bear the inherent power o many
Governments to reinforce the IMF itself in focussing attention on the reper-
cussions which the actions of particular Governments, acting individually or
collectively, may have upon the functioning of the international monetary system.,

2. Special Drawing Rights. Under the new Agreements the SDR
is recognized as the principal standard of value -~ though not yet the prin-
cipal medium of exchange -- in monetary relations among nations, This
standard is determined as a composite of the currencies of the sixteen
countries which each account for at least 1 per cent of total world trade,
By replacing the old dollar-gold price standard, the new arré.ngement
hinges the entire monetary system upon a standard which represents an
averaging of the differences among many currencies, and has the greater
relative stability, as a norm, which an averaging process inherently assures.

Although neither the amount of SDR's in existence, nor the de-
gree of freedom in their use, yet permit their becoming a principal medium
of exchange among nations, the path toward that further objective will be
opened by several small steps within the Agreements. Obligations to the
IMF can be settled in SDR!'s, Transfers among nations can be made on the
books of the IMF in SDR's. And the IMF at its own initiative can exchange
SDR's for the currencies of any member country. These are important
first steps in a long process that can be broadened as experience grows.,

3. Gold. Under the Agreements, gold is dethroned as a standard
of value but is not exiled as either a reserve asset or as a limited means
for international monetary settlements, The time-honored attractiveness
of gold as an easily handled commodity of high intrinsic value is still recog-
nized, for all who wish to hold or use it. But the potentialities of a gold
standard for creating or aggravating a monetary crisis —- potentialities that
became so frighteningly actual as the world economy grew in scale and com-
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plexity ~- have been set aside.

To be sure, the arrangements are still flexible enough to allow
a powerful combination of countries, if one were to be formed, to attempt to
peg the price of gold and restore it to more active use as a standard of value,
at least for a segment of the international monetary system. That is a risk,
but I trust not a likelihood, in the present arrangements. In any event, the
arrangements specifically provide that gold is no longer to be used in meet-
ing obligations to the International Monetary Fund, and useability at the IMF
is a necessary condition for acceptance of any asset as a standard of value
in today's environment,

4. The U. S. Dollar. International dependence on the dollar as a
medium of exchange continues, but the additional burdens formerly placed
upon it as a standard of value for all members of the IMF have now been re-
moved. To be sure, a large number of countries continue, in effect, to peg
their currencies to the dollar, and to make necessary adjustments in their
own exchange rates by altering the pegs. To that extent, continuation of a
nominal "dollar blo¢" is no doubt an inevitable concomitant of the enormous
relative size of the United States within the constellation of nations and of
the chaos that would result if all currencies (large or small) were floating
without any anchor,

Indeed the bulk of transactions among countries whose exchange
rafes are floating (as well as a high proportion of transactions among the
countries whose currencies are kept within the "European snake") is still
carried out in dollars -- at times with the effect of unduly depressing the
exchange rate of the dollar against other strong currencies. That is a dis-
equilibrating tendency which will recur until more of the transactions of
other leading countries are invoiced in their own currencies -- a change
which has already started with respect to the yen and the D-mark -- and until
the SDR can be used more actively as an intervention currency in the foreign
exchange markets (at least for transactions among central banks).

There is at any rate now a growing recognition that the United
States is not itself promoting an undervalued dollar as a means of taking
undue trading advantage of other countries, Any sizeable reduction in the
dollar's role, as world trade and payments continue expanding, will probably
come only slowly, however, because such a shift will have to depend on
changes in trading practices and trading mentality which are not readily re-
sponsive to mexe legislative action,

5, The Less Developed Countries. The needs of less developed
(or developing) countries have been accorded a range of useful new facilities,
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under the Agreements, without yet compromising the appropriate monetary
role of the IMF, That is, so far as international agencies are concerned,

the extending of direct loans for continuing domestic requirements should,

in my view, remain the responsibility of the World Bank, its affiliated insti-
tutions, and comparable regional and national development banks., The
International Monetary Fund should continue as the imperfect counterpart of

a central bank, furnishing the world's primary reserve asset and providing
only short-term financing to bridge temporary balance of payments shortfalls.

Under the Agreements, and in part in advance of them, the IMF's
capabilities for extending additional credits to assist countries through periods
of reserve losses attributable to crop failures, or natural disasters, or un-
usual circumstances, have been substantially enlarged. For two years, a
special oil facility also served to help both developed and developing countries
through a difficult initial phase of adjustment to the mutation in oil prices.
Modest additional provision has also been made on a continuing basis for an
interest subsidy account and for a trust fund to be created from the proceeds
of the IMF's sale of part of its gold. All of these are limited advances toward
coping with the serious payments problems confronting the non-oil pro-
ducing LDC's, but all do go in the right direction.

One very great danger has been avoided. That was the risk --
a risk to which most less developed countries in their understandable eager-
ness for balance of payments assistance in the aftermath of 1973 have
seemed rather indifferent -- that the SDR*s would be used directly to grant
additional development aid (as outright grants or as long term loans). Such
a "ink'" would, in my opinion, soon establish overwhelming pressure to
create additional SDR's as a means of extending aid. In effect, aid would
come through the legerdemain of money creation, bypassing explicit provision
in the budgets of the countries from whom the actual goods embodying that
aid would in fact flow. Once the SDR became subverted to this purpose, the,
hope of its establishing a unique and wholly unprecedented position as a man-
‘made reserve asset, universally acceptable because its supply was solely
related to the world's fundamental needs for monetary reserves, would be
destroyed,

This last area of concern, that of the LDC's and their growing bal-
ance of payments pressures and problems, seems to me the most critical
area among those still calling for further action. The need is not necessar-
ily for effort through the IMF; indeed the greater need is for efforts outside
the IMF in order to avert a serious distortion of the IMF's own essential
purpose and image, This is not the place today to explore the LDC issues
in detail, but it is certainly also not the place to ignore or deprecate them.

We must be careful to avoid slipping into euphoria over the balance
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of payments and developmental needs of these countries following the "oil
shock' of 1973, There are many, and I have been among them, who probably
cried wolf too soon -- at least so far as the potential for an actual breakdown
in the payments system was concerned. But we were not wrong in what we
foresaw as to the direction of pressures and the scale of the changes. For

it was apparent then, and is verifiable now, that grave structural conse-
quences for many of the LDC's -- an inability to pay for needed imports

and a shrinkage of already inadequate growth rates -- would result from

the wholesale readjustment of the patterns of world trade and payments that
followed the abrupt increase of oil prices.

Where some of us went wrong was in fearing that an outright stale-
mate might occur as early as 1975 or 1976 for some of the LDC's, Actual
stalemate has been averted by a combination of unexpectedly heavy spending
on the part of the OPEC countries and unexpectedly bountiful lending of funds
both by those countries and by the banking institutions of many of the developed
countries, But the vast extension of credit, much of it for rather short ma-
turities, has only delayed, if not compounded, the impact of the very real
structural realignments that must ultimately be faced by many of the LDC's.

This is not, I submit, a complex of problems to be met thron.{gh re-
soft to additional monetary reform, and certainly not through a creation of
SDR!s that wo uld debase their value, It is not, indeed, primarily an IMF type
of need, But it is a complex of problems which can threaten to impair the con-
tinued smooth functioning of an international monetary system that services
the payments requirements of an incredibly virile, versatile, and demanding
world economy. It calls at the least for prompt and ample support of the
World Bark, the International Development Association, the International
Finance Corporation, anxd related lending or financing instifutions. I hope
that such support will have the urgent attention of this Committee and the
Congress, as a counterpart of the very necessary legislation that is before
you today.
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Senator Proxumire. Thank you very much, Mr. Roosa. The next wit-
ness is Mr. Bennett.

I have the same reaction Senator Stevenson had. This is a most
distinguished panel. .

But we do have a shortage of time so if you could condense your
statement we would appreciate it.

STATEMENT OF JACK F. BENNEIT, SENIOR VICE PRESIDENT AND
DIRECTOR, EXXON CORP.

Mr. BenNerr. Mr. Chairman, I have worked for 17 out of the past
21 years with Exxon. Perhaps I should acknowledge to the committee
that my testimony this morning probably is also influenced by my
earlier academic and Government work on mternational financial mat-
ters and by the fact that I did work in the Treasury from 1971 to
1975, first as Deputy Under Secretary and then as Under Secretary of
Monetary Affairs.

I would like to begin my testimony by recording my admiration for
the accomplishments of the Treasury officials in the time since I left
the Treasury in June 1975. .

My earlier assignments have given me an intense personal experi-
ence of the difficulties of international monetary negotiations.

Yet despite those difficulties, agreement has been reached on basic
reform in the sense of agreement on fundamental changes in the rules
in the right directions.

For me, those negotiated changes are neither interim, partial, nor
minireform.

They are the changes roughly appropriate for todav. I don’t know
of any other major changes appropriate for today. What changes we
may find appropriate in the future. I don’t know.

But T should perhaps mention that I doubt very much the prediction
of Eugene and Bob, that we will find it wise to return closer to a legal
fixed exchange rate relationship among major currencies.

I expect the reverse, and as a result, I expect in fact we shall have
more stability. ‘

Of course, the results of these recent negotiations mav not be ideal
from any individual point of view. But the question before your com-
mittee is not whether they are ideal but whether the Congress should
refuse to ratify these agreements and send the administration back to
try to negotiate something different.

I am convinced that that would be a serious mistake. The willing-
ness of other governments to enter into negotiations with us on inter-
national economic matters would be seriously undermined, and no
better agreement would be negotiated.

- In the coming decade the United States and the world are unlikely
to have as much empnloyment, growth, and freedom from economic
disturbance as I think would be possible with wiser domestic policies.

But. we will have more of those desirable results than would have
been the case if these recent negotiations had failed or if, alternatively,
they had tried to put us on the road to reestablishing a par exchange
system. or, worse yet, one tied to gold.

The Jamaica agreements. if ratified, will, in mv judgment, provide
advantages in three areas. They will facilitate international trade and
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investment, aid in the fight against inflation, and assist in the develop- -
ment of the economically less advanced areas of the world.

For those of us in business I think one of the most important ways
in which agreements are likely to facilitate trade is by removing the
tendency illustrated so often in the past for governmental commit-
ments to fixed exchange rates to lead to efforts to preserve those rates
by putting contraproductive controls on private international
transactions.

Also, now that the world’s monetary officials can turn their attention
from fine disputes about the architecture of ornate castles in the air, I
think they can concentrate on the real world before us. As a result,
through consultations, through publicity, and through decisions which
nations may receive from the IMF and which must extend assistance
through the IMF, these officials may now actively deter individual
governments from burdening international commerce with protection-
ist and autarchic controls and with exchange market interventions
which prevent gradual economic adjustments and lead to disruptive
lurches in exchange rates. The excuse, “We are just trying to maintain
a fixed rate,” is no longer available to countries taking such actions.

Senator Proxmire. I am sorry to interrupt. That is a roll call. T will
run right over and come right back and be back in less than 10 minutes.

I am sorry.

[ Recess.]

Senator Proxmire. I am sorry. I apologize, Mr. Bennett. You were
right in the middle of your statement.

Mr. BEnNETT. I will try to shorten it a bit.

I was talking about advantages of this new agreement in terms of
facilitating trade.

I would like to skip over now to a second advantage that I expect
from the new agreements, assistance in fighting inflation.

I say this recognizing that there are some who feel our only hope in
stopping inflation is to impose on ourselves the discipline of an inter-
national exchange rate fixed in terms of either a basket of currencies or
possibly in terms of gold.

I sympathize with the advocates of this course in their appreciation
of the damage which inflation has done on our economies. But I con-
clude there is no gimmick which will save us.

The only hope is better policies achieved through better public
understanding of the effects of inflation, and that wider understand-
ing is more likely to develop with floating exchange rates.

Par values are no longer credible deterrents to inflation.

Those who would urge governmental actions which would be infla-
tionary would not be deterred by any contention that their proposals
would undermine the Government’s commitment to a fixed exchange
rate.

They would know such commitments are not inviolable. And they
would be prepared in any event to argue that their proposals were of
such priority as to justify additional governmental borrowing abroad
or controls on other activities affecting the exchange rates.

In fact, as a result of the appearance of stability sometimes achieved
by1§qch controls, they sometimes encourage basically more profligate
policies. :
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For those reasons public consciousness of a government’s inflationary
actions is likely to be retarded in a par value system as compared to a -
situation in which inflationary actions are promptly reflected in the
exchange rate. :

Given the distaste of the electorate for a decline in the international
value of a nation’s currency, ready visibility of the effects of infla-
tionary measures on currency values is likely to be a much more
effective deterrent than the more circuitous consequences under a
par value system.

This conclusion seems inconsistent with recent experience in the
TUnited Kingdom, for example.

The third area of advantage I see in the new agreements is the
benefit which they are likely to bring to the development of the
economically less advanced areas.

In making this remark, I am not thinking primarily, as some might
expect, of the large amounts of loans which are being made to the less
developed countries out of the regular resources of the IMF and those
which will be made out of the new trust fund. o

I am thinking, rather, of two other effects. First, the new agree-
ments for a more flexible monetary system will reduce the pressures in
the developed countries for protectionist measures which constrict
the export markets of the less developed countries.

Second, the demonstration that the developed countries in large
part have come to realize the economic damage which can be done by
efforts to maintain fixed exchange rates should assist those in the
developing countries who realize that such rates are likely to inflict
even greater economic and social damage on the less developed coun-
tries, where the foreign exchange control apparatuses accompanying
such fixed rate have often proved rife grounds for corruption.

" In summary, I see the advantages of the new agreements in the
fact that they are not focused on a sympton, that is, a stable exchange
rate, but rather are concerned with the underlying substance, that
is, the necessity of pursuing stable basic economic policies and avoid-
ing disruptive, restrictive, and interventionist policies.

" All of which is not to say that there are not some dangers present,
for there are.

Under the new agreements there could still be attempts at excessive
management of exchange rates.

After all, the proposed new IMF Articles still contain anachronistic
language about promoting exchange stability, about a preferential
position for current transactions. And the report of the executive di-
rectors of the IMF on the new articles contain some disconcerting
words speaking of changes designed to assist the SDR to become the
principal reserve asset of the International Reserve System.

It seems to me that there are always likely to be some central bank-
ers urging firmer management of exchange rates with the conseauent
danger that inevitable change will take the disruptive form of dis-
continuous lurches.

Already this year we have seen how the efforts of the Italian au-
thorities to stabilize the international value of the lira led to the
subsequent drop in its value being so precipitous as to unsettle other
markets. S o
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More recently we have seen how the efforts to hold the mark and
some lesser European currencies into a narrow band have generated
uncertainty and uneasiness in the world currency markets.

There is also a danger that the world’s monetary authorities will
not fulfill with due diligence their responsibilities under the new sys-
tem for surveillance of national policies.

One source of concern, which Bob also mentioned, is the fact that
the new articles do not literally establish administerial level over-
sight committee, but merely provide that such a committee could be
established by an 85 percent vote.

I hope the committee will be set up promptly, for I think that high-
level surveillance will be crucial to the proper functioning and evolu-
tion of the system. :

_ I do not believe it is possible to draft hard and fast rules to fit all
the situations which are likely to arise, but a committee meeting at a
political level should have the flexibility and prestige to make judg-
ments which would influence national policy.

In recent months it probably would have been useful for such a
committee to address itself to the question which has been raised
whether this year the Japanese Government has been attemptin~ im-
properly to hold down the value of the yen by adding substantia'ly to
Japanese holdings of liquid foreign securities.

Undoubtedly during this period the IMF staff and executive board
have held their regular reviews of Japan, but I suspect that questions
of this type can sometimes best be handled only at a higher political
level in & multilateral context.

Incidentally, T should say, Senator, that I have serious doubts about
the practical effects of the suggestion put forward by Senator Percy
this morning.

As he noted, his proposal would not guarantee the Congress access
to any particular piece of information held by the IMF, On the other
hand, I fear that it might reduce substantially the access of the IMF
to information which other governments, for economic and political
reasons, would not as readily make available if they feared such wide
circulation as Senator Percy suggests might result. ’ C

I might also note that the ministerial committee we were talkin
about could probably assert itself if a few countries tried to establis
some new de facto relationship between gold and the international
monetary system, though my judgment is that the risk is minimal.

In the year and a half since the removal of U.S. restrictions on
private ownership of gold bullion, the instability of the price of gold
has been plain for all to see. That instability was evident well before
the IMF gold sales started a few months ago.

I realize, of course, that some in this country and on this committee
have expressed concern that the existing agreement among the major
nations does not provide that the ban against trying to peg the price
of gold will extend beyond early 1978.

On the other hand, I notice that even the French are not buying
what they would be entitled to buy under their interpretation of that
agreement.

I would be prepared to see that special agreement ended right now
and I certainly wouldn’t seek to prolong it.
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In my view, the sooner the special legal status for gold is ended, the
better, so that it will have a legal status no different from that of
other commodities.

That is the surest way to remove temptation from those who would
try to subject us again to the fragility of a gold-based system.

Finally 1 should mention that there is also a danger that the IMF
will be allowed to degenerate to an automatic checkwriting machine
through failure in practice to exercise its legal prerogative to deter-
mine which members are entitled to assistance and on what terms.

It has been recognized that it is important to distinguish between
the IMF short- and medium-term general financial support and the
lor;lg-term project assistance of the type provided by the World Bank
and other agencies.

It is also generally recognized that loans from the IMF are no
longer for the purpose of preserving particular exchange rates.

But there has been reliance to a disturbing degree on narrow for-
mulas rather than the overall judgment in providing IMF loans.

Over the last few years quite a few billions were provided under a
semiautomatic basis under the semiautomatic oil import facility, and
new agreements provide for expansion of the compensatory financing
ability based on a very limited view of a nation’s external trade.

I think the dangers I have listed do exist. But they are recognized
and thus can be avoided.

Any institutional framework could be subverted. Institutional ar-
rangements are nonetheless important in determining results, and I
am convinced that the new arrangements which have been negotiated
represent a tremendous improvement over those of the past.

No longer does a structure center on an effort to prevent change in
exchange rates.

“As a result, the effort to deter disruptive governmental restrictions
and interventions can now continue without the serious handicap
under which it has labored in the past.

I think international cooperation in financial affairs now has a prom-
ising future. ’

For that reason. Mr. Chairman, I urge your committee to give
prompt support of the proposed legislation before you.

Thank you.

Senator ProxMire. Thank you, Mr. Bennett.

Mr. Salant?

STATEMENT OF WALTER 8. SALANT, SENIOR FELLOW,
BROOXINGS INSTITUTION

Mr. SavanTt. Mr. Chairman, I appreciate the privilege of being in-
vited here as a witness. :

The opinions that I will express and that are in my written state-
ment, which I have submitted to the reporter, are personal opinions
and not necessarilv those of my colleagues or the trustees or officers of

- the Brookings Institution. ‘ ' o '

I might also note, in view of Congressman Rees’ statement that the
Brookines Institution had estimated the loss of emplovment due to
some of the monetary practices followed, that those estimates should
not be attributed to the Brookings Institution any more than any state-
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ment should be. They are those of the particular staff member who
made them.

The interim committee of Governors of the Monetary Fund, meet-
ing in Jamaica, not only reached agreements about the substance of a
comprehensive amendment to the articles of agreement of the Fund
but reached other agreements that do not require changes in the
articles.

Let me say that, although the agreements do not come close to solv-
ing all the problems of the international monetary system, I think
Co;fgmss should authorize their acceptance.

y reason for this recommendation is that the agreements are on
the whole, if not in all respects, a constructive step, and that they
evidently represent the best that could be obtained through agree-
ment among nations with diverse views on a number of issues.

Although the proposed amendments do not resolve some serious
problems, they do provide a basis for doing so in the future. Further
experience with the system, as it operates, may be needed before these
first steps toward the improvement of international monetary ar-
rangements can be followed by agreement about the matters remain-
ing unresolved.

The subjects covered have conventionally been discussed under the
various specific headings concerning which agreement was reached,
such as exchange rate arrangements, agreements about gold, about
special drawing rights, increases in the quotas of members of the
Fund, liberalization of financing facilities, and so forth.

I think this organization of the subject is not very helpful in
appraising the agreements, so I shall organize my remarks along
more functional lines, considering the main aspects of the agreement
in relation to the characteristics of the system that appeared to need
improvement.

In the dozen or more years during which the working of the inter-
national monetary system has been intensively analyzed by profes-
sional economists and policymakers, there evolved a general agreement
that the international monetary system had three major defects, which

- were related to each other, but separable.

The first was called the adjustment problem and refers to the lack
of a satisfactory mechanism for maintaining equilibrium in balances
of payments and for restoring it when it has been destroyed.

The second problem, called the liquidity nroblem, centered on the
absence of any rational method for controlling the amount of inter-
national monetary reserves, so that they should grow fast enough to
accommodate the growth in the need for reserves, but not so fast as
to generate, or at least facilitate, inflation in the world as a whole.

Actually, international liquidity, even in the hands of interna-
tional monetary authorities, consists not only of reserves but of facili-
ties for borrowing, but the main defect in the system was regarded
as centering on the reserves aspect of liquidity.

The third problem, dubbed the confidence problem, arose largely
because the system permitted the use of several different kinds of
reserve assets: Grold, national currencies, and reserve positions in
the Fund, with the addition in 1969 of special drawing rights, which
were created in part to remedy the liquidity problem. The confidence
problem, insofar as it related to official reserves, referred to the dan-
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ger that if a country became fearful that the value of one component
of its reserve assets would depreciate in relation to other components,
it 'would try to alter the composition of its reserves, and that efforts
to do so would cause severe monetary disturbances.

For example, fear that a reserve currency was likely to depreciate
in terms of gold would induce central banks to try to convert those
currency reserves into gold, and this would cause a loss of reserves
to the country in whose currency the reserves were being held, fore-
ing the depreciation of that currency which was only feared before,
causing losses to other holders of that reserve currency, and perhaps
changing the total amount of reserves. : '

As long as countries were free to exchange one form of reserve for
another, this was a danger. There was a corresponding problem of the
confidence of private holders in the value of a currency, for a loss of
confidence on their part could give rise to large reserve movements and
also bring about the very developments which were feared.

The balance-of-payments adjustment problem arose largely because,
for deficit countries under a system of fixed exchange rates, it implied
the pursuant of relatively deflationary policies (that is, deflationary
relative to those of other countries) and relatively expansive and
possibly inflationary policies on the qart of surplus countries.

But deflationary policies adversely affect employment and output,
and deficit countries resist them.

Moreover, with U.S. dollars and a few other national currencies
being held as reserves, the United States and other reserve-currency
countries could finance deficits in their balances of payments without
aning out reserve assets. The United States, for example, could do so

y increasing its liabilities to foreign monetary authorities, so long as
those monetary authorities were willing to hold the proceeds of their
surpluses in l(i"(;'lla,r assets. In effect, the reserve-currency country in
deficit could manufacture the international money with which to fi-
nance its own deficit, so that it was under no pressure to correct a dis-
equilibrium in its balance of payments and the burden of adjustment
was placed on their countries.

It will be seen that these difficulties arose from the effort to main-
tain fixed exchange rates, aggravated by the use of national currencies
and international reserves.

The proposed amendment of the articles says almost nothing ex-
plicitly about the adjustment process, but it eliminates the legal obli-
gation of member countries to maintain their currencies within a very
limited-range around their par values. This obligation has been gen-
erally ignored since March 1973, but the amendment, by releasing
countries from the obligation, legitimizes the floating of exchange
rates.

“Under the proposed amendment, orderly exchange arrangements
and a “stable system of exchange rates” are to be promoted by “foster-
ing orderly underlying economic and financial conditions and a mone-
tary system that does not tend to produce erratic disruptions.” That
provision would replace the old provision for obligatory official inter-
vention in the foreign exchange market. ' .

The only reference to “adjustment” is in an undertaking by mem-
ber countries “to avoid manipulating exchange rates or the interna-

__tional monetary system in order to prevent effective balance-of-pay-
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ments adjustment or to gain an unfair competitive advantage over
other members.” o

That means that member countries undertake both to avoid depre-
ciation of their currencies to gain an unfair competitive advantage
and to allow depreciation and appreciation of their currencies when
they are necessary for effective a.dr]')ustment.

The provisions appear to do the minimum that needed to be done
about balance-of-payments adjustment.

It is true, however, that they only express an objective. While coun-
tries undertake to avoid both the abuse of encouraging movements of
rates not necessary for adjustment and the abuse of necessary move-
ments, reliance evidently has been put on surveillance by the IMF
of the practices of countries and on the adoption of “specific principles
for the guidance of members.” (Article IV, section 3b.) There are no
new rules or sanctions to prevent abuses or violations. Their absence
is the problem I see concerning adjustment. It may be that enough
sanctions are already available, if the Fund is willing to use them. If
not, this may be a problem.

The more immediate problem, however, and the major next effort of
TU.S. policy with regard to adjustment matters is to develop and pro-
mote adoption of a good set of principles for surveillance by the Fund.

With regard to international liquidity, it was generally agreed in the
course of the discussions of reform that better control of the amount
of official reserves was needed. And, in view of the problem of confi-
d::dce din reserve assets, better control over their composition was also
needed.

The influences determining both the amount and the composition of
reserves under the old system, were generally regarded as irrational,
being affected by gold production, by developments in the private
demand for gold, by the state of the balance of payments of the
United States and the other countries whose currencies were held as
reserves, and other factors affecting the relative demands for reserve
currencies.

This was the main reason why it was thought desirable to reduce
or at least control the roles of gold and of reserve currencies in the
system and to make the SDR the principal reserve asset.

As to the amount of reserves, in the early stages of discussion con-
cerning reform of the system, many people feared that reserves would
not grow fast enough to accommodate what they regarded as needed
increases in them. More recently, many economists have come to fear
that international reserves are excessive in amount and would en-
courage a continuation or acceleration of world inflation.

Under the old system an increase in national currency reserves with-
out a toncomitant increase in gold reserves would cause a loss of confi-
dence in currency reserves and a run on reserve currencies that would
break down the structure of exchange rates.

To remedy this problem it was thought necessary to find a way of
consolidating reserves into one form. or at least to place some limits
on the proportions in which the different forms of reserves were
held. A number of suggestions were made about consolidation through
so-called substitution accounts under which members would exchange
the forms of reserves that it was desired.to phase out for SDR’s and

_ other forms-of resefves that it was thought desirable to retain.

LR
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The amendment makes no provision to meet this problem. It’s only
provision bearing on the composition of reserve assets is that members
undertake to collaborate with the Fund and with each other, in order
to insure that the policies of the member with respect to reserve assets
are “consistent with the objectives of promoting better international
surveillance of international liquidity and making the special draw-
ing rigg}t the principal reserve asset in the international monetary
system. .

The only other agreement on this subject was that the executive
directors “should continue their consideration of the subject of a sub-
stitution account,” but that this work should not delay amendment of
the articles.

Professor Fritz Machlup has called this lip service to the idea.

The amendments also include a number of provisions for making
the holding of SDR’s more attractive. It appears clear, however, that
SDR’s cannot be made of any great importance at the moment, what-
ever their future potenialities, since they are only about 4 percent of
total reserves—$10 billion out of a total of $235 billion of national
monetary reserves—and if gold is written up to its present market
value, they would be little more than 3 percent.

With regard to control of the total volume of international reserves,
the main relevant actions taken at Jamaica were those having to do
with gold and surveillance by the Fund of the exchange rate and
reserve policies of members and of the monetar{osystem as a whole,

So far as gold is concerned, the amendments abolish its official price.
This change frees national monetary authorities to write the book
value of their gold reserves up to the market value.

If all monetary authorities write the book value of their gold up to
$105 per ounce, the recent approximate market value, this would raise
the value of gold reserves, as of the end of May 1976, the most recent
figure I have for all countries, from about $41 billion to about $101
billion, or by $60 billion.

The agreement also eliminates all requirements to use gold in trans-
actions with the Fund and prohibits the Fund from accepting gold,
unlgss a specific decision requiring an 85-percent majority vote is
made.

In addition. one-sixth of the Fund’s holding of gold is to be sold in
the market. If national monetary authorities buy this gold directly
or indirectly after the articles are amended, there would be a further
Increase in official gold holdings, although it is a question whether
monetary authorities would then regard gold holdings as reserves.
_ Ancther one-sixth or 25 million ounces of the Fund’s gold holdings
is to be returned to the member countries in proportion to their quotas

in the Fund. . *

If the members write up the value of these 25 million ounces to $105
an ounce, this would add another $2.6 million to their gold reserves
and almost $1.6 billion to their total reserves ($2.6 billion addition
to their gold reserves, less approximately $1.0 billion because they pay
for it at the old official price).

If these possibilities occur, the changes in official gold holdings
will be substantial and in the direction opposite to the one widely
recommended. L .

.. In the first place, the distribution of the Fund’s gold, disperses gold
~holdings instead of consolidating them. '
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Second, the changes increase, instead of reducing, the role of gold in
the monetary system, at least so far as the amount of it is concerned.

Third, they increase the total amount of monetary reserves.

Fourth, when gold could be sold on at the official price, it was, in
effect, frozen. By enabling monetary authorities to engage in gold
transactions at the market price, the gold agreement makes it more
liquid, which may make effective monetary reserves, even at the same
stated values, larger than before. :

The Group of Ten countries, which hold 73 percent of the world’s
gold reserves, agreed among themselves not to peg the price, at least
in the next 2 years, and they also agreed that the total stock of gold
in their hands and the hands of the Fund will not be increased, at
least for 2 years. ‘

The latter provision places a limit on purchases, but it-does not rule
out purchases of gold to support the price when it is weak.

The means of enforcing these restrictions, moreover, do not appear
to be very strong. These monetary authorities agreed to report their
official sales and purchases to the Fund, but only every 6 months, which
seems very infrequent.

In short, the agreements appear to increase the role of gold in the
sistem in some ways as much as they decrease it in other ways, and
the ways in which they increase that role may be more important.

In particular, the arrangements permit substantial increases in
monetary reserves at a time when there is still a general threat of .
world inflation, v

Reviewing the agreements about the amendments and the other
agreements concerning gold reserves as a whole, I have to agree with
the critics of the agreement that the problems of control of liquidity
and the composition of reserve assets were not resolved, and remain at
least as great as they were before.

Hope for their solution may perhaps have been placed in the prin-

-ciples that the Fund is instructed to develop for surveillance of ex-
change rate arrangements, reserve assets, and the monetary system as a
whole, and the possibility that experience in the next few years will
permit agreement that cannot now be reached. _

The question arises whether the failure to provide an effective means
of controlling the size and composition of reserves is so serious that
Congress should refuse to authorize U.S. acceptance of the agree-
ments, despite the change from a rigid par value system to a system
of flexible rates or free choice. .

Several experts have expressed the opinion that this aspect of mone-
tary reform remains essential and at least one regards it as urgent. The
main reason for this belief is that an unduly large volume of reserves
or an unduly rapid rate of their growth is bound to generate further
world inflation.

My own opinion is that even if excessive creation of reserves is a,
serious problem, it is not especially urgent. The dangers seem to me
to be of a longer run character. :

One reason for that opinion is that even if the volume of world
reserves or, more generally, of international liquidity influences the
world. price level, the relationship appears to be very loose and to
operate slowly. An excessive level of world reserves exerts whatever
inflationary impact it has by loosening the restraints of national
monetary and fiscal authorities on their own policies, removing their
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inhibitions against running larger deficits or smaller surpluses in their
balances of payments than they otherwise would, and transmitting the
resulting impulses to other countries.

If the economic authorities of the major countries are seriously
determined to restrain inflation, they can do so; the growth of their
holdings of international reserves can undermine that determination
oniy by an insidious and slow process. ,

ncreases of a country’s international monetary reserves increase its
money supply only when they are acquired by being purchased in, the
market with central bank money, and the big increase in reserves that
will result from the Jamaica agreement is not of that character. It
will be mainly a writing up of book values. The fact is that the reserves
being acquired by intervention now are not very large.
ile the reserves problem is one that requires so%?ltion, it is not so
urgent that we should reject the agreements that have been reached,
especially since there is no realistic reason for supposing that any
better agreements could be reached in the near future.

The problem should continue to receive high-level attention, and we
must hope that the accumulation of further experience under the
exlistfing arrangements and the passage of time will permit it to be
solved.

I therefore think that the committee should recommend to the Con-
gress that it authorize acceptance of the agreements. ,

I would add, however, that it should also recommend that Congress
use whatever means are appropriate to press the executive branch to

ive highest priority in the field of international monetary matters to
g:weloping principles for Fund surveillance of exchange-rate and
related policies and, second only to that, to control of the volume and
composition of reserve assets.

Senator Proxmire. Thank you very much.

[The complete statement follows:
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THE JAMAICA AGREEMENT

Statement by Walter S. Salant
Senior Fellow, Brookings Institution
before the
International Finance Subcommittee
of the
Senate Committee on Bankirg, Housing, and Urban Affairs

August 27, 1976

The agreement reached by the Interim Committee of Governors of
the Intermational Monetary Fund at their meeting in Jamaica on January
7-8, 1976 consists of agreements about the substance of a comprehensive
amendment to the Articles of Agreement of the Fund and other agreements
that do not require changes in the Articles. The United States cannot
accept the proposed changes in the Articles and some of the other
agreements without Congressional authorization, although that is not
true of all the wmatters agreed upon at Jamaica. I understand that the
primary issue before the Committee is whether the Congress should
authorize acceptance of the Agreements for which authorization is
required, but that, beyond that, the Subcommittee is interested in the
broader issues with which the Jamaica meeting was concerned. Let me say
at the outset that although the Jamaica Agreement does not come close to
solving all the problems of the international monetary system or even
all those on which experts had evolved substantial agreement in the
discussions of recent years, I think the Congress should authorize their
acceptance.

My vreasons for recommending that Congress authorize acceptance

of the agreements are that they are, on the whole, if not in all respects,

*
The opinions expressed in this statement are my personal opinions and not
necessarily those of the trustees, officers, or other staff members of the
Brookings Institution.
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a constructive step, and that they evidently represent the best that
" could be obtained through agreement among nations with diverse views

on a number of issues. Although the proposed amendments do not resolve
some serious problems, they do‘providg a basis for doing so in the future.
Further experience with the system as it 6perates may be needed before
these first steps toward the improvement of international monetary
arrangements can be followed by agreemént about the matters remaining
unresolved.

The subjecté covered have conventionally been discussed under the

various specific headings concerning which agreement was reached, such

as exchange\rate arrang ts, agr ts about gold, about special
drewing rights (SPRs), increases in the quotas of members of the Fund,
liberalization of financing facilities, and so forth. T think this
organization of the.subject will not be very helpful in appraising the
a'greemer{ts, so I shall organize my remarks along more functional lines,
considering each aspect of the agreement in relation to the characteristics
of the system that appeared to need improvement.

In the dozen or more years that the working of the international
monetary éystem has been inteusively analyzed by
professional economists and policymakers, there evolved a general
agreement that the international m;netary system had three major defects,
vwhich were related to each other but separable. The first was called
the adjustment problem, by which 1s meant the lack of a satisfactory
mechanism for maintaining eguilibrium in balances of payments an&'for

- restoring it when it has been destroyed. The second problem, called the
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liquidity problem, centered on the absence of any rational method for

" controlling the amount of international monetary reserves so that they
should grow at a rate that "is mot too slow to accommod;te the growth
in the need for reserves, but also so that they do not grow so rapidly
as to generate, or at least facilitate, inflation in the world as a whole.
Actually, intermational liquidity, even in the hands of international
monetary authorities, consists not only of reserves but of facilities
for bérrowing, but the main defect in the system was regarded as centaring
on the reserves aspect of liquidity.

The third problem, dubbed the co?fidence problem, arose largely
because the system permitted the use of several different kinds of
reserve assets: gold, national currencies, and reserve positions in the
Fund, with the addition in 1969 of special drawing rights, which were
created in part to remedy the liquidity problem, The confidence problem,
insofar as it related to official reserves, referred to the fact that
if a country holding its reserves in one form becaﬁe fearful that the
value of that component of its reserves would depreciate in relation to
other components, it would try to alter the composition of its reserves
and that efforts to do so would give rise to monetary disturbances. For
example, fear that a reserve currency was likely to depreciate in terms
of gold would induce central banks-to try to convert those currency
reserves into gold; and this would cause a ioss of reserves to the country
in vhose currency the reserves were being héld, forcing the depreciation
that was only feared before and causing losses to the other holders of

the reserve currency. As long as countries were free to exchange one
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form of reserve for another this was a danger. There was a corresponding
problem of the confidence of private holders in the value of the currency,
for a loss of confidence on their part could give rise to large reserve

movements and bring about the very developments which were feared.

Balance-of-Payments Adjustment

The adjustment problem arose largely because, for deficit countries
under ‘a system of fixed exchange rates, it implied the pursuit of
relatively deflationary policies (i.e., deflationary relative to those
of other countries) and relatively expansive and possibly inflationary
policies on the part of surplus countries, But deflationary policiles
adversely affect employment and output,and deficit countries resist them.
Moreover, with U.S. dollars and a few other national currencies being held
as reserves, the United States (and other reserve-currency countries) cbuld
finance deficits in their balances of payments without paying out reserve assets;
the United States, for example, could do so by increasing its liabiiities
to»foteign monetary authorities, so long as these monetary authorities
were willing to hold the proceeds of their surpluses in dollar assets.

In effect, the reserve-currency country in deficit could manufacture the
international money with which to finance its own deficit, so that it
was under no pressure to correct a disequilibrium in its balance of
payments and the burden of adjustment was placed on other countries.

It will be seen that these difficulties arose from the effort Eo
maintain fixed exchange rates, aggravated by the use of national currencies

and international reserves.
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The proposed amendment of the Articles says nothing explicitly
about the adjustment process,but it deletes the provisions of the
Articles that obligate member countries to maintain their currencies
.within a very limited range around their par values.This obligation
has been generally ignored since March 1973, but the amendment, by
releasing countries from the obligation, leéitimizes the floating of
exchange raées. Under the proposed amendment, orderly exchange
arfangements and a "stable system of exchange rates" are to be promoted
by "fostering orderly underlying economic and financial conditions and
a monetary system that does not tend to produce erratic disruptions,”
rather than by obligatory official intervention in the foreign exchange
market. The only reference to "adjustment" is in an undertaking by member
countries "to avoid manipulating exchange rates or the international
monefary systea in order to prevent effective balance of payments adjustment
or to gain an unfair competitive advantage ;wer other membexs." That means
that member countries undertake both to avoid depreciation of their
currencies to gain an unfair competitive advantage and to allow depreciation
and appreciation of their currencies when they are necessary for effective
adjustment.

The amendment is very permissive with regard to the choice of exchange
arrangements. Members may peg their currencies to another currency, float
alone, or float jointly with others, as they please. They may declare par
values in terms of anything except gold. The Articles also would permit
lthe introduction of a widespread system of ';stable but adjustable" par

values, but only by an 85 percent majority of the total voting power.

76-795 0 -6 -7
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Since the United States will have more than 15 percent of the voting
power, it will be in a position to veto the introduction of such a
system. Moreover, the decision to introduce such a sys;em shall be

made, according to the amended Articles, in the light of (among other
things) "arrangements under which both members in surplus and members

in deficit in thelr balances of payments take prompt, effective, and
symmetricalvaction to achieve adjustment.” (Article IV, Sectiom 5.)

Even then, any country can refuse to establish a par value, so long

as it consults with the Fund and ensures that its exchange arrangements
“are consistent with the purposes of the Fund and are adequate to fulfill
its obligations" under Article IV, Section 1. The par values that would
be established may be defined iIn terms of SDRs or any other common
denominator prescribed by the ¥Fund, except that it may not be established
in terms of gold or a currency.(See Schedulé C, Paragraph 1.) Even when
countries establish par values, they may allow the spot rates for their
currencies to vary within 4% percent on either side of the par value,
unless some other margin is adopted by an 85 percent majority. (Schedule C,
Paragraph 5.) This provision permits a ramnge of fluctuation between any
two such currencies of 18 percent, a much wider range than was permitted
under the original Articles of Agreement.

These arrangements appear to do as much as needs ~-in the literal
sense-~ to be done about balance of payments adjustment. It is true,
however, that they only express an objective. While there are declarations
in the amendment about avoiding abuses, both by encouraging'and by refusing to

allow rates to move up or down, the emphasis is on surveillance by the IMF

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



95

of the practices of countries and on the adoption of “specific primciples

for the guidance of members." (Article IV, Section 3b.) There are no

new rules or sanctions to prevent abuses or violations, Their absence is the
problem I see concerning adjustment., It may be that enough sanctions

are alrcady available, if the Fund is willing to use them. If not,

tﬁis may be a problem. The more immedjate problem, however, and the

major next effort of U.S. poiicy with regard to adjustment matters is

;o develope and promote adoption of a good set -of principles for surveillance

by the Fund.

International Reserves

Vith regard to internatiomal liquidity, it was generally agreed

in the course of the diacqssions of reform that better control of the
amount of official rescrveswas needed. And, in view of the problem of
confidence in reserve assets, better control o@er their composition was
also needed. The influences determining both the amount and the compoéitiou
of reserves under the old system were generally regarded as irratiomal,
being affected by gold production, by developments in the private demand
for gold, and by the state of the balance of payments of the United States
and the other couﬁtriea vhose currencies were held as reserves. This was
the main reas&n vhy it was thought desirable to rcduce or at least comtrol
the roles of gold and of reserve currenc{es in the system and to make the
.SDR the principal reserve agsect.

- Ag to the amount of reserves, in the early stages of discussion
concerning reform of the system many people feared that reserves would

not grow fast enough to accommodate what they regarded as needed increases
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in them. More receuntly, many economists have come to fear that international
reserves are excessive in amount and would encourage a continvation or
acceleration of world inflation.

Under the old system it was also feared that an increase in national
currency reserves without a conéomitant increase in gold reserves would
cause a losg of confidence in currency reserves and a run on reserve
currencies that would break down the structure of exchange rates. To
remedy this problem. it was thought necéssary to find a way of consolidating
reserves into oneforms;o; at least to place some ii#its on the proportions
in which the differént forms of reserves were held. A number of suggestions
were made about consolidatien through so-called "substitution accounts”
under which members™woBld exchange the forms of reserves that it was
desired to phase out for SDRs.and other forms of reserves that it was
thought desirable to retain. The amendment makes no provision for such
a sﬁbstitution account. The only provision that I have found in the
amendment bearing on the composition of reserve assets is that,under
Article VIII, Section 7, each membar “undertakes to collaborate with the
Fund and with other members in ordér to ensure that the policies of the
uwenber with respect to reserve assets be consistent with the objectives
of promoting better international surveillance of international liquidity
and making the special drawing rights of the prinectple reserve asset in
the international monetary system." Apart from this, the only thing
agreed to at Jamaica is that the Executive Directors "shoﬁld continue their
consid?ration of the subject of a substitution account," but that this

work should not delay amendment of the Articles.
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Professor Fritz Machlup has called this "1lip service" to the idea,
and his characterization seems to me justified. There may not be a
problem of shifts between gold, SDRs, and the dollar, but there will still
be danger of shifts between currencies and a threat to the stability of
exchange rates that is not justified by needed adjustments in balances of
payments.

The amendments z2lso include provisioh for making the holding of
SDRs more attractive. They delete the existing limitation on the
rate of interest payable on holdings of SDRs, making the rate subject
to determination by a 70 percent majority of the Fund's voting power.
They alsc widen the role of SDRs by making it easier for centrél tanks
to use them to enter into SDR trapsactions with each other without special
authorization by the Tund and by dropping the present recguirement
of Article XXV, Section 3{(a) that a country demonstrate a need to exchange
reserve assets in order to meet specific financing requirements, Other
changes widen the categories of possible holders of SDRs to include
official entities other than countries participating in the SDR arrangeuents
and permit transactions among holders who are not participants. These
and othexr provisions for making SDRs a more attractive reserve zsset (which
are expiained on pages 65-72 of the report by the Executive Directors of
the IMF to the Bonrd of Governors, dated Harch 1976) are highly technical
and need not be considercd here. It appears clear, however, that they cannot
be of any great importance at the moment, whatever rheir future potentialiries,
since SDRé were only about &4 percent of total reserves at the end of Hay 1976

(810 billion out of a total of $235 billion of national monetary reserves)
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and if gold is written up to its present market value they onld be
little more than 3 perceﬁt.

With regard to control of the total volume of international reserves,
'the main relevant actions taken at Jamaica are those having to do with
gold and surveillance by the Fund of the exchange rate and reserve policies
of members and of the monetary system zs a whole. (Surveillance of exchange
rates and policies and reserve practices are referred to in Article IV,
Section 3 and in Article VIII, Secgion .

So far as gold is concerned, the amendments abolish its official
price. This change frees national wmonetary authorities to write the
book value of their gold reserves up to the market value. If all monetary
authorities wriie the book value of their gold up to $115 per ounce, the
recent approximate market value, this would raise the value.of gold
reserves (as of the end of May 1976, the most recent figure I have
for all countries) from about $41 billion to about $111 billion, or by
$70 billion. The agreewent aiso eliminates all requirements to use gold
in transactions with the Fund and prohibits the Fund from accepting gold
unless a specific decision requiring an 85 percent majority vote is made.
In addition,'one-sixth of the Fund's 150-million-ounce holding of gold
ara to be sold in the market, 'If national monctary authorities buy this
gold directly or indirectly after the Articles are amended, there would
be further increase in official gold holdings, although it is-a matter of

"

opinion whether these would then be regarded as “reserves.” If they buy

gold from the Fund such purchases reduce their other reserves.
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Another one-sixth or 25 million ounces of the Fund's gold holdings
igs to be returned to the member countries 1ﬂ proportion to their quotas
in the Fund. If the members write up the value of these 25 million ounces
from $42.22 an ounce to $115 an ounce, this would add an;)ther $2.9 billion
to their gold reserves and $1.8 billion to their total reserves ($2.9 billion
addition to their gold reserves less $1.1 billion which they pay for st the
official price).

I1f both of these last two possibilities occur, that is, national monetary
authorities buy the gold that the Fu}nd sells at\'&' ‘also-mark up the amounts
that are restituted, the changes in gold reserves "l'fi‘re in the direction opposite
to the one widely recommended. In the first place, :heg‘e'changes disperse
gold holdings instead ¢f consolidating them. Second, théy increase instead
of reducing the role of gold in the monetary system. Third, they increase
the total amount of wonetary reserves. Fqurth; when gold could be sold
only at the official price it was in effect frozem. By enabling monetary
authorities to engage in gold tramsactions at the market.price, the gold
agreement makes it liquid, thereby making effective monetary reserveg,
even'at»the same stated values, larger than before.

The Group of Ten countries, which hold 73 percent of the world's gold
reserves, agreed among themsclves not to peg the _pr:lce of gold,_at least
in the next two years, and they also agreed that they would not use their
freedom to buy it in such a way as to increase the total stock of gold in
their hands and the hands of the Fund. The latter provision places a
limit on purchases, but it does not rule out purchases of gold to support

the price when it is weak, since it leaves the mone'tary authorities free
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to engage in gold transactions at market-related prices subject to these
restrictions. The means of 'enforcing these restrictions, moreover, do
not appear to be very strong. The monetary authorities are not even
required to report official sales and purchases more frequently than
every six months.

In short, the agreements in Jamaica appear to increase the rxole of
gold in the system in some ways as much as they decrease it in other ways,
and the ways in which they increase _that role may be more important.

In particular, the arraigements permit substantial increases in monetary
reserves at a time when there is still a general threat of world inflation,
Reviewing the agrecments about the cmendments and the other agrecments
concerning gold reserves in general, I havei to agree with the gritics

of the agrecment that the proﬁlems of control of liquidity and ti\e
composition of reserve assets were not resolved, and remain at least as
great as they were before. Hope for their solution may perhaps have been
flaced in the principles that the Fund is instructed tec develop for
surveillance of exéhange rate arrangements, reserve assets, .and the
monetary system as a wholc and.the possibility that experience —:ln the next
few years will permit agreement that cannot now be reached.

The question arises whether the failure to provide an effective
system for controlling reserves is so serio;ss that Congress should
refuse to authorize U.S. acceptance of the agreements, despite the
desirable change from a relatively rigid par velue system to a system of

flexible rates or free choice or, if you prefer, to a non-system. It is
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generally agreed that in a system in which exchange rates float freely
--that is in which there is no official intervention—- Teserves are of
little concern; all disequilibria between the demand for a currency and
the supply of it are refiected in the price, so that reserves are not
needed. Since it is clear, however, that we do not and shall not have
that kind of system but rather one in which exchange rates are managed,
the question is how important reform of the reserve system is under such
an arrangement.

Several experts have expressad the opinion that this aspect of
monetary reform rewains essential and at least one regards it as urgent.
The main reason for this belief ic that an unduly large volume of reserves
or an unduly rapid rate of their growth is bound tu gencrate further
world inflation. Governor Henry Wallich of the Federal Reserve System,
while recognizing that the relations between international liquidity and
paymente positions is very loose, believes that reserves matter. He
notes that acquisition of reserves through intervention in the foreign
exchange markets expands bank reserves and the domestic money supply. He
also argues that acquisition of liquidity, whether in the form of reserves
or credit facilities, increases the proportion of national income that is
imported, although he recognizes that this is wot true of all countries, and that
reserves also influence the policies of some couqtries with respect to
exchange rates, so that effective control of internztional liquidity and
of gross reserves, which are an important part of such reserves, does
influence economic policy and behavior. He regaxds this conclusion as

no less valid under floating than under fixed exchange rates and concludes

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



102

14

that international liquidity in general and reserves in particular do
métter. Mr. Tom de Vries, an Alternate Executive Director of the Fund,
in an article in the April 1976 issue of Foreign Affair_s-s entitled "Jamaica
or the ilon-Reform of the International Monetary System', says that the
system permits a country to obtain the amount of reserves :I.;: prefers
by borrowing and manipulating its exchange rate and that this system, in
which total reserve creation is determined by demand, is bound to reinfoxce
inflationary terndencies in the world. For this reason he regards the
problem of controlling intermational liquidity as an urgent unsolved
question. Professor Robert Triffin of Yale University, who diagnosed
some of the problems inhcrent in the Bretton Woods system as long ago as
1980, also criticizes the agreements on this score, as well as on others,

My own opinion is that even if excessive creation of reserves is
a gerious problem, I doubt that it is especially urgen . The dangers
seem to me to be of a longet xun character. One reason for that
opinion is that even if the volume of world reserves or, more generally,
of international liquidity influences the world price level, the relationship
appears to be'very loose and to operate slowly, as Covernor Wallich
recognized ip the course of his own argument. An excessive level of world
raserves exerts whatever inflationary impact it has by loosening the
restraints of national monetary end fiscal authorities on their own policies,
encouraging them to run larger deficits or smaller surpluses in their
balances of payments than they otherwise would and transmitting the resulting
impulses to other countries. If the economic authorities of the major

countries are seriously determined to restrain inflation, the growth of
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their holdings of international reserves can undermine that determination
only by an insidious and slow process. Increases of a country's international
monetary reserves increase its money supply only when they are acquired by
being purchased in the market with central bank money, and the big increase
in reserves that will result from the Jamaica agreement --the capitalAgain
from the increase in the book value of gold reservgs—; is not of that
character. The fact is that the reserves being acquired by intervention now
are not very large. I therefore regard the problem as one that requires
solution, but as one not so urgeni that we should reject the agreements

that have been reached, especially since there is no realistic reason for
supposing that any better agreements could be reached in the near future.
The problem should continue to receive high-level attention, and we must
hope that the accumulation of further experience under the existing
arrangements and the passage of time will perﬁit it to be solved. That

view may be regarded as defeatist but the acceptance of the agreements that
it implies is more realistic and less defeatist than would be a rejection
of the proposed amendments to the Articles of Agreement. I therefore

think that the Committee should recommend to the Congress that it authorize
acce}tance of the amendments. T would add, however, that it should use
whatever means are appropriate to press the Executive Dranch to give

highest priority in the field of international monetary matters to developing
principles for Fund surveillance of exchange rate and related policies and

second only to that, to control of the volume and composition of reserve assets.
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. Senator Proxmire. Professor Aliber, again I apologize for the late
- hour. You gentlemen are very, very patient.
Professor AvmBer. Thank you, Mr. Chairman.
It is a privilege to be here, especially among such distinguished
colleagues.
I would ask that my statement be inserted in the record.
Senator ProxMIre. Yes. It will be.

'STATEMENT OF ROBERT Z. ALIBER, GBADUAT‘E SCHOOL OF
BUSINESS ADMINISTRATION, UNIVERSITY OF CHICAGO

Professor AriBer. I will speak briefly to three or four of the major
highlights in my statement.

There is, I think, a great deal that I would agree with that my col-
leagues on the panel have said today and a great deal that I disagree
with. I support the legislation. I think I should indicate that I think
the legislation is unimportant in terms of its economics. We are largely
at the stage of monetary reform where the end is the means. This is
part of an ongoing process. We are at a stage in which the future sha
of the system is not yet definable and the rules for that system are still
premature,

If we look at monetary agreements they are essentially two types.
One type is prospective and really affects the future behavior of coun-
tries. The Bretton Woods Agreement was of that model.

Most other agreements are retrospective. What one essentially does
is legitimatize the ongoing behavior of countries and the agreements
have minimal impacts on their behavior. This agreement clearly is in
the second set. The world is not going to be significantly different if
this legislation is passed, if we have the Jamaica agreements. What
we are essentially dealing with is the trade-off between rules and of
market forces.

In the 1960’s we saw great ﬁ)ressures on that fight, the rules became
increasingly inconsistent with the market forces. The market forces
were observable in the gold market and the gold parity which was
deemed such a large central part of the system finally was changed.
The system pegged exchange rates, which were part of the rules, gave
way under the pressure of market forces. .

s we look to the future, one of the problems we have to see is what
is going to be the nature of market forces and what is going to be
happening in the exchange market.

Two points, I think, are important here. Both point to the respon-
sibilities that fall on the United States. If the United States succeeds
in adopting stable monetary policies, then we have laid the necessary
conditions for monetary stability around the world and we will observe
almost automatically that the fluctuations in exchange rates become
smaller and smaller and that we will have laid the basis for a system
of stable parities.

‘Whether there are then advantages in legitimatizing a par value
system can be determined at that time, but the advantages clearly are
going to be small, rather than large. If we do not succeed in getting
price stability, then the efforts to use rules to get to stable exchange
rates are going to prove unsuccessful and efforts at monetary reform
will accomplish very little. So, we have the necessary condition in suc-
cessful domestic policies, the sufficient condition is-that the Uniteéd
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States then take leadership in getting rules to legitimatize the ex- .
change rate, practices, and behavior that we would then observe. So,
at this time, it is, I think, essentially premature to try to do anything
about monetary reform.

We should take those measures which are necessary to stabilize the
system. In the interim future to achieve and lend some stability to the

old market. Gold is an extremely important monetary asset. We have,
in the United States, “kidded” ourselves about the role of gold in the
system. Gold was dethroned from the system in 1913. It’s really been a
peripheral asset ever since. We gave it undue importance in the 1960’s
because we became fascinated with the fixed price relationship and
because we became obsessed with the political costs of changing the
gold price. Gold is either the most important reserve asset in the sys-
tem or is the second most important reserve asset in the system.

Cost is extremely important to many countries. Many of these coun-
tries are friends and allies. No U.S. interest is served by the large in-
stability that we have had in the gold market. No great costs would
be imposed on the United States and participating arrangements in
limiting gold price movements.

Most of the instability in the gold price movements that we have
seen in the last 3 or 4 years have come about because of the actions
of governments. The large gold price increases that began in 1972,
continued through 1973, were a reflection of the distrust in money, the
feeling that rates of inflation were going to continue to accelerate.

The downturn in gold prices since 1974 has relatively little
to do with U.S. legislation or the U.S. gold sales. The downturn came
about because expectations of inflation were changing very sharply.
The sharp downturns we have seen in the gold price in recent months
must be due to the IMF gold sales.

I thank you, Mr. Chairman.

[Complete statement follows:]
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STATRMENT OF
ROBERT %. ALIBER
PROFESSOR OF INTERNATIONAL ECONOMICS AND FINANCE,
GRADUATE SCHOOL OF BUSINESS,

UNIVERSITY OF CHICAGO

AUGUST 27, 1976
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Before the International Finance Subcomnittee of the Committee on Bunking,
Housing, and Urban Affairs on S. 345k, a bill to amend the Bretton Woods

Agreements Act, August 27, 1976

It is an honor to be invited to testify on the Jamaica Agréémént.

This agreement should be ratified by the Congress, The importance of
the agreement is that it legitimatizes the existing exchange -markét arrange~
ments, especially the widespread move to floating exchange rat;:s by thé
industrial countries. The cessation of central bank int-ervéntion in the
foreign exchange market at esta‘plished parities contravened thé legal rules
of the Bretton Woods system; the United States and other countri;es have
ignored their treaty commitments,

The evidence of the last three years suggests that floating ratés will
work even without a treaty; the Jamaica Agreement adds little if anything to
the economics of the system. The agreement enhances the importance of
rules in ipternational monetary arrangements--of a cooperastive approach to
common problems, and an agreed procedure for reconciling conflicts.

It would be misleading to suggest that the meaningful steps havé been
taken toward what is usually meant by monetary reform, What has happened is
largely procedural. The rules will have minimal impact on exchange market
practices. But to expect significant progress on monetary reform while
inflation rates range between 5 and 10 percent in the major induvstrial
countries involves a misunderstanding of what monetary reform is all about,

The amendment to the Bretton Woods Agreement provides an opportunity to
review the U.S. positions on international monetary policy over the last
f‘ifteen years, and to contemplate the most appropriate posture for future
changes in monetary arrangements--where the United States wishes to go, and

how it might best get there.
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International monetary reform has been on the agenda for more than
fifteen years since Professor Triffin of Yale published the M
Pollar Crises. Monetary reform involves changes in commitments that countries
ﬁa.ke to each other, either bilaterally, or more recently, on a multi-lateral
basis. They may commit themselves to lend to others, to_ intervene {or not to
intervene) in the exchange market at particular rates, to buy (or sell) gold.
at fixed prices,to raise {or lower) interest rates, to maintain the growt:h
of their monetary variables within certain limits, and to avoid the use of
exchange controls. There have been numerous changes in institutional
arrangements, such as the General Arrangements to Borrow, the reciprocal
credit arrangements among central banks, the Special Drawing Rights arrange-
ments, increases in IMF quotas, the gold pool, the two-tier gold system, and
the Smithsonian Agreement. Those agreements 1nvolv.ing transfers. of credit
generally have been treaty-based {in part because the domestic fun;ls involved
‘in the extension of credit are treated as a public expeﬁditure in the’
,mfionai financial accounts); those concerned 'with gold and exchange rates
involve executive agreements, at ieast :_lnitially.

Reform agreements fall -into tvd groups-~some are prospective, and
attempt to influence the future international monetary behavior of ‘pa;’..ci-
pating countries, One model is that of the Bretton Woods
Agreement, which promulgated a set of ryles for the t;xchange market
practices of individual countries which differed sharply from their then-
current practices. The Keynes Plan for an international clearing union,
and numerous plans for world central banks in the 1960's are in this group.
Bome agreements are retrospective in that they tend ‘to codify the current

mode of monetary behavior. Thus the Jamaica Agreement codifies the current.
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pattern of exchange market arrangemenfs; countries can perrﬁit their cur-
rencies to float or they can peg their currencies, Accordi}ng'ly accépting
the commitments which are contained in the reform package réqﬁirés no
gignificant change in the exchange market behavior or practic.es of any Fund
member.

The prospective approach to monetary reform impli;as that markét forces
or policies should be constrained to conform to tl?e rules, vhile the rétro-
spective view implies that the rules would not be inconsistent with thé
practices or behavior of the participants,

Countries can peg their currencies or permit them to float without a
monetary agreement. Similarly, they can lend to each othé_r on an ‘g.i _hgc.__
basis without any agreement. So it is approprie.te"to considér' th'e advantages
that result from an asgreement,

Treaties like other contracts offer the s.dv.antage that each participant
can have greater confidence in the actions that other participants might
‘fake in particular circumstances. The rules then tend to constrain what might
be called--rather loosely--the pressures of market forcés‘. For example, under
the pegged rate system, disturbances might cause a curréncy te veakén or
strengthen; the rules limited the movements in the rate.

This conflict between rules and‘ market forces is evirlént in the U,S,
policy in recent years toward gold and the system of pegged exchange rates,
Much of the U.S. energy in international monetary rélations in the 1960's
wvas an attempt to adhere to a gold parity and a set of exchange rates that
were becoming increasingly inconsistent with market 1-‘orces. In the 1960's,
the thrust of U.S. policy was to avoid a change in the dollar price of gold.,
There vas a gold shortage in that the private demand and foreign official
demand exceeded new production; gold was becoming sncreasingly under~priced,

and only U.3. gold sales maintained the price at $35, Eventually, as U.S,

76-795 O-76 -8
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gold holdings declined, and mcasures to devise substitutes for gold proved
less than completely successful, it became necessary to acquiese to market
. forces, and cease pegging the price of gold.

In the late>1960's and early 1970's, as the U.S, inflation rate
increased relative to rates in other industrial countries, the dollar became
progressively overvalued. Market pressures indicated that exchange parities
would have to be changed., The U.S, authorities, after belatedly récognizing
that a realignment of parities was necessary, sought to avoid any U.S,
initiative. Foreign authorities generally were no more eager.

Eventually a new set of rates was negotiated in the Smithsonian
Agreement. But the market pressures, in the form of divengent rates of
price inflation in the major industrial countries,'meant thaet the pattern of
rates negotiated in Smithsonian was obsolete almost as soon as it was
negotiated.

Throughout 1972, U.S. policy remained committed to stable but adjust-
able rates. A year later, U.S, policy was sti‘qngly comitted to floating
rates. Floating rates came about not because of ﬁlan or design, but because
pegged rates were not feasible, since they were no longer crediblé. Investors
had lost confidence in the statements of national authorities that thé parities
would be maintained-~all too ffequently such statements ha&; bécause of the
exigences of market forces, pro?ed inoperative,

In 1973 and ;97&, the swings in exchange rates-~especially between the
dollar and the mark--were very large, much larger than would have been pre~
.dicted from changes in relative price level, Observers were concerned ihat
such large swings would deter international trade and investment, and perhaps
impart an inflationary bias by raising the price of imports, The qu;

authoritics were extremely reluctant to intervene in the exchange market
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to dampen the range of rate movements.

Within t:wo’or three years, U.5. policy had gone from tl;e e:l(trame of
attempting to foresfall variations in the exchange rate to the extreme
.of considering it undesirable to dampen rate movements. In the first case,
the adjustments in exchange parities were too long delayed; in the second,
the movements in exchange rates were too lerge and too sudden. In part the
sharp shift in the U.S. position from e strong support of pegged ratés to a
sharp support of floating rates reflects 2 retrenchment in U.S. international
commitments--or in the U.S. view of its commitments.

U.S. international financial policy has not beeg a success, in that
.costs have been incurred to avoid changes that were probably inevitable.
These costs varied. Some wasted the taxpayer's money, like shipping
Milwaukee beer to Munich, ‘Some i'educed credibility of U.S. commitments for
statements were made that would soon be proven incorrect. The U.S. alliance
relationsh:'lps were weakened, éince undue pressures were placed on other
"countries to do something about the balance of payments that must have
reduced their willingness to make other accommodations to U.S. requests.
And the policy impasse about changing parities in the 1969-T1 period was
a major cause of the Great Inflation two years later.

A major error in U.S. policy has been its stand-patism--its failure
to appreciate the strength of market forces, and the exaggeration of the
strength of rules in resisting market forces: Almost inevitable, the
largest country in the system is likely to have a stronger interest in
the sta.tt.ls quo than other. countries, and for sever.al‘ reasons. One is that
credibility is much more important to & large country than to smaller
countries; thc large country is likely to place greater value in commitments.
Morcover the largest couhtry has a large interest in the stubility of the

system.
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The second U.S. policy error has been the failure to recognize the
external consequences of U.S. domestic behavior and especiall'y the U.S. role
es & source of monetary disturbances; the U.S. inflation and the long delay
in chang.ing parities was a major cause of the breakdown in the Bretton Woods
systein of pegged exchange rates. ;t is generally acceﬁ;ed that the payments
balance or the exchange rate ought not to prove a barrier in -selectins: the apo-
ropriate domestic policies. But that proposition does not mean that the United
States should ignore the consequences on other countries of inappropriate
doq:estic U.8. policies.

Thet the United States is the largest single country in the
system has several important implications for the negotiations on monetary
arrangements in the future. One is that U.S. economic policy is much the
most important in determining the economic stability of the system--in the
changes in the world price level, The second is that the rules are inevit-
able designed to constrain U.S. behavior, and so thé concern is whether the
United States will agree to a set of rules that might be more constraining
on the United States than on others. (The nego£iations leading to the Bretton
Woods system were atypical, for given the tremendous dependence of other
countries on the United States, they were not in a position of bargaining
equa.lity.) The third factor is that the United States is the most important
country when the rules of the system are to be negotiated; if the United States
can no longer hope that its recommendations will be readily accepted, by other
countries, it retains a formal and informel veto over their initiatives.

‘And so the United States must be concerned with which constraints it might
accept on its choice of measures because a wider interest is served.

It is fi‘equently suggested that pegged exchange rates may impose a con-—
straint on the choice of ﬂdomestic policy, and hence impose a cost. ‘Simil_m*ly,

the $35‘ gold parity was said to be & constraint. Both commitments provided
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other industrial countries with somewhat greater confidence about the move-
ments in exchange rates. -

As we look beyond the Jamaica Agreément, two réspopsiﬁilitiés fall on
the United States. One involves following the domestic economic policies
that are appropriate for international economic stability. Thé sécond is
that of participating in institutional arrangements that will ephance the
stability of international financial arrangements. ThESe two propositions
are closely tied. Unless U,S. domestic economic policies result in stability,
.efforts to stabilize the system by new institutional arrangements will not be
successful. If domestic polices are Succesgfgl, then'tﬁé costs that fall on
the United States of measures to enhance the stability of thé system will be
small. The responsibility for stabilizing economie policy lays no additional
burden on the United States--what is good for U,S, doméstic economic policy
in terms of measures for appropriate pricc and employmént targéts is good for
thg rest of the world.

If the United Stateé is not successful in sédbilizing its own économy,
80 that the inflation rate drops and the cyclical variations in income
decline, the international monetary arrangements will not prove stabié;
and efforts to devise new institutional arrqngeménts are likely to bé wasted.

*If the United States stabilizes its owm economy, thére are additional
payoffs to participating in institutionul arrangements which stabilize
international markets. The U.S. national intercst is served by orderly and
stable arrangements. Such arrangements facilitate trade and high level
.employment. Otherwise U.S, trading partners will be subject lo altérnate
rounds of inflation and recession. Foreign governments will find it
difficult to cope with these shocks, threatening their ability to govern,

From time to time, the United Statcs may find its interest scrved by the
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extension of credit to another government, either directly or through an
international financial intermediary. Such‘credit will facilitate the

adjustment to shocks, both shocks like world recéssion or th.e oil price

increase, or domest-ic shocks like crop failure,

As major industrial couptries stabilize théir price levéls, éxcha,nge
rates will follow & more stable pattern. Countries that went to pég théir
currencies will be able to do so.

Even before exchange rates stabilize, however, th;e Unitéd S:ta.tés should
take the initiative in stabilizing the gold market, Gold has a long and
monetary history. Central banks hold asbout $150 billion of gold in their
reserves (valued at $200 an ounce}. Efforts to demonetize gold can only be
disruptive; even the IMF gold sales for the Trust Fund are unséttli_ng.

Gold is important in the reserves of other countries. No important U.S.
interest by sharp changes in gold price. Gold can remain a monéta.ry asset

and at the periphery of the system.
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Senator Proxmire. Thank you very much.
Our final witness is Mr. Sidney Brown.
Mr. Brown.

STATEMENT OF SIDNEY BROWN, VICE PRESIDENT AND ECONOMIST,
EDITOR OF THE DEAK-PERERA REPORT, DEAK & CO., INC.

Mr. Brow~. My remarks will be very short. .

I would like to stress that I am speaking for myself and not for
Deak & Co.

As you know, it is always to the advantage of foreign exchange
traders to have a highly volatile foreign exchange market and not a
stable one.

The latter is what I happen to endorse.

I was cognizant of the excellent questions Senator Stevenson had
in the Congressional Record with regard to the hearings. ,

I thought they were superb and something I would like to see
students and professors address themselves to.

Because of the shortness of time and all other consideration, I
thought I would go to the heart of those questions that were raised.

There are two reasons as to why the proposed amendments to the
International Monetary Fund should be postponed. The delay should
last until the ambiguous, vacuous, and contradictory revisions are
cleared up.

Then, and only then, would Congress be able to know what it is
voting for, clearly and not blindly.

As presently advanced, the amendments would legalize the present
foreign exchange rate confusion and unnecessary turmoil. They are
hardly an improvement over what the present Bretton Woods system
provides, if implemented.

Currency devaluations and central banking interventions, since
floating commenced, have been on a scale that far surpasses the worst
that occurred under pegging.

Moreover, a firmer hand on the IMF tiller and deficit member
countries’ willingness to submit to the Fund’s lending conditions would,
in my opinion; have provided a viable, practical, and efficient interna-
tional monetary system.

Reason No. 1 is found in amended article IV, section 1. It deals with
members’ obligations. Each member is obligated to “assure orderly
exchange arrangements,” and at the same time “promote a stable sys-
tem of exchange rates.”

The phrase “orderly exchange arrangements” is a euphemism for
complete freedom, as is done illegally now, to select any kind of an
exchange rate system any member desires, legally.

For example, some members, as they now do, can peg their cur-
rencies to the U.S. dollar, or to a basket of currencies using a formula
of their own making.

Or they can latch on to the SDR. Some members have allowed their
currencies to float independently, and others have agreed their
currencies should float jointly.

As confusing as this may be, and it is, even though we are concerned
here with major countries, the degree to which there may be clean
or dirty central bank intervention in the foreign exchange markets,
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and nonmonetary restrictions, complicates the chaos even more, if that
is possible.

Business internationally can live with this confusion, but no one
denies that it has added unnecessarily to costs, wasted resources, and
complicated financing.

Even in times of catastrophe, business can manage to perform and
even prosper, but that is not, from an economic viewpoint, the system
under which business should be forced to operate.

Even if the above confused situation could be ignored, there still
remains the other permissible obligation, to promote a stable system
of exchange rates.

How the two can be reconciled is difficult to imagine.

One, you permit a member to select any kind of an international
exchange rate system, and, two, you ask that the member pursue a sta-
ble rate system.

To resolve this incompatibility, the drafters presented the follow-
ing theory as to how it can be done. The amendment calls upon mem-
bers to conduct internal economic and financial policies in such an
orderly and sound manner that no matter what exchange rate system
they elect, a stable exchange rate system would automatically evolve.

Even under a pegged rate system, however, countries would have to
also foster stable, noninflationary growth policies to maintain their
currencies’ strength.

However, without the mandatory requirements of remaining in
the pegged band permitted, they would not have the compulsion that
is missing in the permissible system of choice granted in the
amendment.

The administration places a great deal of confidence in that obliga-
tion which calls upon members to refrain from avoiding exchange
rate manipulation to prevent balance-of-payment adjustment or to
gain an unfair competitive advantage.

This is strange confidence indeed, one without teeth, because the
drafters left out the June 1974 international monetary reform pro-
posals calling for floating exchange rate guidance involving gradu-
ated pressures and various indicators to prevent or stop just that,
‘that is, manipulation.

Actually, section 1 is a paean to naivete and permissiveness.

The greatest amount of faith the administration places on the work-
ability of the proposed amendments is to be found in section 3 of the
same article. It calls upon the Fund to also do the impossible.

The Fund, it says, “shall exercise firm surveillance over the ex-
change rate policies of members (sic).”

Moreover, the Fund “shall adopt specific principles for the guid-
ance of all members with respect to those policies.”

Congress would be buying a pig-in-the-poke if it voted for statu-
tory change without knowing in advance exactly what specific prin-
ciples the drafters have in mind.

In addition, just what constitutes firm surveillance inasmuch as the
June 1974 stab at international monetary reform with teeth has been
quietly and conveniently buried as a lost cause.

The saddest feature of the revision is the most incongruous. After
all the homilies have been paid to relying on the good, unselfish nature
of the major competitive nations, to bring about a so-called superior
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international monetary system, the policeman’s hands are tied to make
sure that under no circumstance could it crack down on an errant
member. v

The Fund is directly and distinctly informed that its vague firm
surveillance and specific principles powers cannot stand in the way
of a country’s domestic social ang political policies. )

Under those terms when, if ever, could the Fund apply any condi-
tionalities to any credit tranche drawings? -

The authors of the revision, in promising everything and anything
to any member, claim that the central theme throughout the pro-
posals governing exchange arrangements is freedom of choice for
members, but not freedom of behavior.

It makes a good political slogan until carefully examined. Upon
examination, it turns out that you cannot have your cake and eat it,
too.

The one is 180° the opposite of the other, and there is only a power-
less Fund, hardly able to give priority of one over the other.

And even if it could, the other permissive provisions effectively tie
its hands.

The second reason calling for postponement is to settle the ques-
tion as to whether the SDR will serve as an international standard
of value when it is not “the” or “a” key currency.

In an attempt to represent fairly the major 16 currencies in the
weighted basket, of which the SDR is the total sum, the dollar’s weight
doininates, making the SDR an impractical measure, or standard of
value.

In a recent publication it was pointed out that the three SDR-de-
nominated bond issues are selling at anywhere from 75 to 125 basis
points higher yield than comparable maturities specified or denomi-
nated in dollars and deutsche marks.

This is, I think, fitting testimony to the fact that SDR-denominated
issues are not acceptable in the private markets.

To get back to my statement.

In addition, the SDR measures the currencies which, in turn, meas-
ure the SDR. It is a vicious circle as though feverish patients would
cite their symptoms and the sum total of the symptoms would meas-
ure their fever. The SDR hardly qualifies as an objective standard
like a thermometer, or a yardstick, or gold at a fixed price under a
redeemable gold standard. :

In demonetizing and displacing gold, the drafters removed the
gold content of the SDR. And once the United States was unwilling,
or anyone else, singly or jointly, to buy and sell gold to keep its price
fixed, there no longer was a North Star for the settlement of transac-
tions.

Detaching gold from the SDR, then, has worsened, not helped,
matters.

Until a better standard of reference can be created, then it would
be, in my opinion, wise to postpone this crucial legislation on which
all the other amendments rest.

The wiser course at this point, I would submit, is the resurrection
of the Bretton Woods system—with teeth.

Thank you.

[Complete statement follows:]
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PREPARED STATEMENT BY SIDNEY BROWN, VICE PRESIDENT AND ECONOMIST, DEAK
& o, INc., NeEw Yorx, N.Y., aND EpITOR, DEAK-PERERA REPORT

I should like to call attention to two reasons as to why the proposed amend-
ments to the International Monetary Fund charter should be postponed.

The delay should last until the ambiguous, vacuous and contradictory revi-
sions are cleared up. Then, and only then, Congress would be able to know what
it is voting for, clearly and not blindly.

As presently advanced, the amendments would legalize the present foreign
exchange rate confusion and unnecessary turmoil. They are hardly an improve-
ment over what the present Bretton Woods System provides, if implemented.

Ourrency devaluations, and central banking interventions, since floating
commenced, have been on a scale that far surpasses the worst that occurred
under pegglng Moreover, & firmer hand on the IMF tiller and member coun-
tries’ willingness to submit to the Fund’s lending conditions would, in my opin-
jon, have provided a viable, practical and efficient international monetary
system.

Reason number one is found in amended article IV, section 1. It deals with
member's obligations. Each member is obligated to “assure orderly exchange
arrangements”, and at the same time, “promote a stable system of exchange
rates.”

The phrase orderly exchange arrangements is & euphemism for complete free-
dom, as is done illegally now, to select any kind of an exchange rate system any
member desires, legally. For example, some members, as they now do, can peg
their currencies to the U.S. dollar, or to a basket of currencies using a formula
of their own making. Or, they can latch on to the SDR. Some members have
allowed their currencies to float independently, and others have agreed their
currencies should float jointly.

As confusing as this may be, and it is, even though we are concerned here with
major countries, the degree to which there may be clean or dirty central bank
intervention in the foreign exchange markets, and non-monetary restrictions,
complicates the chaos even more, if that is possible. Business internationally
can Jive with this confusion, but no one denies that it has added unnecessarily
to costs, wasted resources, and complicated financing. Even in times of catas-
trophe, business can manage to perform and even prosper, but that is not, from
an ecgnomic viewpoint, the system under which business should be forced to
operate.

Even if the above confused situation could be ignored, there still remains the
other permissible obligation, to promote a stable system of exchange rates. How
the two can be reconciled is difficult to imagine, One, you permit a member to
select any kind of an international exchange rate system and, two, you ask that
the member pursue one kind of a system.

To resolve this incompatibility, the drafters presented the following theory
as to how it can be done. The amendment calls upon members to conduct inter-
nal economic and financial policies in such an orderly and sound manner that
no matter what exchange rate system they elect, a stable exchange rate system
would automatically evolve.

Even under a pegged rate system, countries would have to, also, foster stable,
non-inflationary growth policies to maintain their currencies’ strength. How-
ever, without the mandatory requirements of remaining in the peeged band
permitted, they wou'd not have had the compulsion that is missing in the per-
migsible system of choice granted in the amendment.

The Administration places a great deal of confidence in that obligation which
calls upon members to refrain from avoiding exchange rate manipulation to
prevent balance of payment adjustment or to gain an unfair competitive advan-
tage. This is strange confidence indeed, one without teeth, because the drafters
left out the June, 1974, international monetary reform proposals calling for
floating exchange rate guidance involving graduated pressures and various indi-
cators to prevent, or stop, just that. i.e.,, manipulation.

Actually, Section 1 is a pean to naivete and permissiveness,

The greatest amount of faith the Administration places on the workability of
the proposed amendments is to be found in Section 3 of the same article. It calls
upon the Fund to also do the impossible. The Fund, it says, “shall exercise firm

~surveillance over the exchange rate policies of members (sic).” Moreover, the
Fund “shail adopt specific prlnciples for the guidance of all members with respect
to those policles ”
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Congress would be buying a “pig-in-the-poke” if it voted for statutory change
without knowing in advance exactly what specific principles the drafters have in
mind. In addition, just what constitutes “firm surveillance” inasmuch as the
June, 1874, stab at international monetary reform with teeth has been quietly and
conveniently buried as a lost cause.

The saddest feature of the revision is the most incongruous. After all the homi-
lies have been pald to relying on the good, unselfish nature of the major com-
petitive nations, to bring about a so called superior international monetary
system, the policeman’s hands are tied to make sure that under no circumstance
could it crack down on an errant member,

The Fund is directly and distinctly informed that its vague “firm surveillance”
and “specific principles” powers can not stand in the way of a country’s domestic
social and political policies. Under those terms, when, if ever, could the Fund
apply any “conditionalities” to any credit tranche drawings?

The authors of the revision, in promising everything and anything to any
member, claim that the central theme throughout the proposals governing ex-
change arrangements iIs freedom of choice for members, but not freedom of be-
havior, It makes a good political slogan until carefully examined. Upon examina-
tion, it turns out that you can’t have your cake and eat it, too. The one is 180
degrees the opposite of the other, and there is only a powerless Fund, hardly able
to give priority of one over the other. And even if it could, the other permissive
provisions effectively tie it hands.

The second reason calling for postponement is to settle the question as to
whether the SDR will serve as an international standard of value when it is not
“the”, or “a”, key currency. In an attempt to fairly represent the major 16
currencies in the weighted basket, of which the SDR is the total sum, the dollar’s
welght dominates, making the SDR an Impractical measure, or standard, of
value.

In addition, the SDR measures the currenclies which, in turn, measure the
SDR. It’s a viclous circle as though feverish patients would cite their symptoms
and the sum total of the symptoms would measure their fever. The SDR hardly
qualifies as an objective standard like a thermometer, or a yardstick.

In demonetizing and displacing gold, the drafters removed the gold content
of the SDR. And once the United States was unwilling, or anyone else, singly or
jointly, to buy and sell gold to keep its price fixed, there no longer was a North
Star for the settlement of transactions. Detaching gold from the SDR, then, has
worsened, not helped, matters,

Until a better standard of reference can be created, then it would be ih my
opinion wise to postpone this crucial legislation, on which all the other amend-
ments rest.

The wiser course at this point, I would submit, is the resurrection of the
Bretton Woods System—with teeth.

Senator Proxmire. Thank you very much, all of you gentlemen.

I have a whole series of questions. It is just a shame that we have
had these interruptions and that we have had to take so long.

I know Senator Helms is also having problems today, so I am going
to yield to him first and then I will ask questions.

Senator HeLms. Mr. Chairman, I thank you.

1 sit in some awe of such a distinguished panel. You are a vast source
of information which will be most helpful.

First of all, I would like to know your perception of the possible or
probable inflationary impact of the increase in IMF quotas inasmuch
as more money will be going out to recipient nations.

It doesn’t matter who responds first.

Mr. Brown. I would say that it would be a step toward additional
international monetary inflation. )

Senator HeLms. Does any other member of the panel disagree?

Mr. Auiser. I would predict that the impact on the rate of inflation
would be zero.

Mr. Roosa. I would agree with Aliber.
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Mr. BennerT. Senator, I don’t think it is appropriate to look just
at the increase in quotas separate from the other provisions. It is a
package deal.

I am sure the total package assists in fighting inflation and would
reduce it. '

Mr. BrrnBauM. The one-third increase in IMF quotas is really a
small, though helpful, addition to world monetary resources in my
opinion, as compared with the existing totals of world liquidity; the
grand totals of IMF resources beyond just this increase is still rela-
tively small.

If the Fund is to continue to carry out its important function of
extending conditional credit to countries, that is, credit that is pre-
conditioned on the adontion of sensible though sometimes politically
difficult economic policies on the part of borrowing countries, then it
needs liquid resources to be credible and effective.

Mr. Brown. If I may just say that if Mr, Birnbaum is qualifyin
his answer with the word “small,” T would, too. I suppose it is a smal
step.
But in terms of even the expert testimony of Mr. H. Johannes

Witteveen, Managing Director of the IMF, the world is surfeit with

international liquidity.

In fact, he’s called for IMF international control of international
liquidity, something which the United States and all other member
countries have apparently turned down.

This quota increase is again another piece of evidence that we are
creating money ahead of production. And this, I think, is the saddest
part about monetary inflation. Why money inflation leads to price
inflation requires, of course, a thorough explanation and we don’t have
the time for that this morning.

Senator HeLMs. I share the chairman’s view. I wish we could have
had a substantial period of time to go into this with these gentlemen.
This is a blue-ribbon panel if I ever saw one.

With your indulgence, Mr. Chairman, I have two or three other
questions,

Perhaps this has been touched on, but just for my edification, would
you tell me what you think will happen if the IMF bill is not approved
by the Congress this session and is carried over until next year?

Mr. Brown?

Mr. Brown. Obviously this current floating travesty of interna-
tional law, which certainly ranks in monetary history as one of the
. United States black marks, will continue while awaiting legalization.

I would also say, if I were asked this question, that we should do as
Switzerland has refused to do; that is, we should resign from the
International Monetary Fund.

Senator HeLms. I believe I am correct in saying previous to 1967,
the increases in the IMF subscription required regular appropriations.
Now they don’t. We put the Export-Import Bank into budget, we put
the IDA and a host of other aid organizations in the budget.

Should not this go in the budget? Don’t its loans have the same

_ economic effect as international expenditures?
. Mr. Brown. Senator Helms, I think others on the panel would also
like an opportunity to reply to your second question.

Senator HeLus, I am'sorry ; please proceed.

Senator ProxMirE. T think Mr; Roosa wanted toreply.
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Senator HeLms. Good. Let us go back to the previous question, then.

Mr. Roosa. I feel that the risks of not approving the legislation now
are of two kinds.

First, that the longer we continue without legitimizing procedures
which are in their nature inevitably imposed by changed world condi-
tions, the longer we lose an opportunity to provide some agreed form
of surveillance over the way in which these new freedoms and these
new risks of abuse are conducted.

So that I feel every day that passes without moving toward strength-
ening the multinational surveillance of the way these new freedoms
are carried out adds to danger.

In that sense, that is where I think the real risk of additional in-
flation or, on the other hand, perhaps breakdown in the functioning
of international payments, are real possibilities.

But I think the second is that we do need the increase in IMF
quotas for the reason Mr. Birnbaum has indicated. _ _

This would get into the technicalities of the way in which quotas are
calculated and the way in which individual countries have the oppor-
tunity to draw, but the crucial part is that the Fund as now con-
stituted with its present quotas would not be able to do as much in a
situation of great strain for many of the less developed countries to
provide the kind of conditional credit that helps to impose the disci-
pline that many of the people in charge of these countries would like
to impose, but under domestic political pressures they need the addi-
tional help of being assured that they can get some credit, so that
their own nation can proceed under more effective domestic perform-
ance to then take part in the world economy.

They need much that can only be accomplished if they are able to
prove to their own people, or point out to their own people, the fact
that this hinges on outside conditional assistance of the kind the Fund
provides. That is, the assistance comes on terms that provides, if you
want to put it crudely, responsible domestic leaders with the excuse
they need to take the domestic action which they would like to take,
but for which they need the additional support indicated by the IMF
representing the whole world community.

So I think that for both of these reasons it is important to get the
legislation out.

Jack? -

Mr. Bex~etrT. I would like to add, Senator, that failure of the Con-
gress to act this time on an agreement which was negotiated over so
long a period after so much consultation in the Congress, would seri-
ously undermine the willingness of other countries to enter into co-
operative international endeavors with us.

This, taken together with other past failures to carry through on
what has been negotiated ; would be a serious blow to international
cooperation. .

Mr. Avmer. T would like to make just three brief remarks.,

First, I would like to see the legislation passed this year.

Second, if you asked if the legislation were not passed, would the
underlying economics of the world be significantly different or would
311& econ‘;)mic situation in many LDC’s or most be significantly

1fferent
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I would have to say no. But I think the third reason for passing the
legislation is linked to the suggestion that Mr. Brown gave, that the
Iﬁlited States might resign from the IMF. .

It is like suggesting we resign from the world. I think it is pre-
mature to make that suggestion.

We have been invo%ved in this negotiation. Big bets have been
placed and little cost appears to be attached to passing the legislation
at this time.

Mr. Brown. Switzerland is not a member, we are.

Mr. Avmer. Switzerland is barely a member of the world.

Mr. Roosa. Switzerland has specifically and repeatedly insisted
through its central bank and its government that it does not want to
undertake any of the kind of responsibility or participation in the
international monetary system that the United States cannot escape
and most of the rest of the world requires.

This is a matter of record. '

Mr. Brown. I suspect if the United States were to pursue the policies
that are idealistically called for in the proposed amendments that we
should, on our own, reestablish the dollar as the Swiss have established
the Swiss franc, and I think this would be one of the finest things we
could do for the rest of the world.

Mr. BirnNBauM. In the interest of time, Senator Helms, I won’t
comment further on your question.

Senator ProxMire. Your third question, Senator Helms, was not
answered.

Senator Herms. That’s right. Do you have any opinion about that?

Senator ProxMIre. Putting this into the budget.

Mr. BrowN. I am disturbed by several recent developments. But my
short answer is, yes, it should be in the budget. I would like to just
digress a moment and comment on the recent Export-Import Bank
financing arrangement with the National Power Corp. in the Philip-
pines where they put the ukase of the J.S. Government into a private,
publicly offered bond carrying the full faith and credit pledge of the
E)gsl Government. I think it is $367 million maturing from 1987 to
Incidentally, unlike any registered SEC prospectus, there is nothing

any investor could ascertain about that particular company except
the U.S. Government has promised to pay principal and interest when
due in the event of any default. The U.S. Government is a co-signer.

Certainly things like this which are off-budget items should be put
into the budget.

. I understand that as of March 31, 1976, approximately $177 bil-
lion of such guaranteed issues were outstanding. That, I understand,
excludes even off-budget Federal agencies,

Mr. BirnBauM. Senator Helms, in regard to this question, I think it
might be important to make clear the fact that when we subscribe to
an increased U.S. quota in the IMF, that it is not the intent, as it is for
items included in the budget. to spend these moneys for goods and
services or Government spending programs, or for programs involving

© the loan of funds that are going to be repaid, let’s say, only pver a long
period of years. ' :

~ Rather, the U.S. quota in the Fund represents a potential form of
foreign exchange reserve of the United States. When other member
-countries in the IMF draw on the quota that we have subseribed toin -
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the IMF, then to the extent that they draw dollars, the United States
correspondingly receives an increased automatic right to draw an
equal amount of foreign exchange reserves from the IMF.

So the U.S. quota in the Fund is a different animal than budgeted
expenditures.

It is more in the nature of, let us say, acquiring gold which is added
to our official reserves.

One might exchange dollars for gold or exchange gold for dollars.
In this instance, we are exchanging the right of other IMF members
to draw dollars from the IMF for a corresponding right for the
United States to draw an equal value of currencies of other members
from the IMF. This right is known as the so-called super tranche. It is
automatic, and therefore enables us to obtain from the IMF the
reserves we may need, to the extent that other countries may have
drawn upon the dollars we made aavilable to the IMF through our
quota subscription. ‘

Senator HeLys. So we have some differences of opinion. :

Mr. Chairman, could we have a show of hands? I would just like to
see a referendum on this question just for my own information.

‘Who feels the subscription should be in the budget ?

[One hand raised.]

Senator Herms. I take it the other five do not.

Mr. ALiBer, I abstain.

Senator HeLms, Mr. Chairman, I promise I will be through in a
minute.

I notice that the loan authority requested in the bill, $2 billion at the
Secretary’s discretion, is authority to lend funds that have been
appropriated. - )

I%o you not feel that the other funds to the IMF be appropriated,
too

Anybody want to tackle that one?

Mr. Savant. I am not sure I understand the guestion. What other
funds are you referring to?

Senator HeLms. The $2 billion under the 1962 agreement.

Now this is—at the Secretary’s discretion.

Mr. BirnBauMm. That is the so-called general arrangements to bor-
row, the GAB, Senator?

Senator HeLms. Yes. .

Mr. Bennerr. I think, Mr. Chairman, this question is really the
same as your previous one.

Senator Proxmire. Speak a little more loudly, Mr. Bennett. We
can’t hear you. '

Mr, Bennerr. I don’t see any distinction between this question and
the one you just put, whether the increase in the quota should be
appropriated.

Senator HeLms. I see. ) v

Now, Mr. Chairman, I would like to hear the comments of the panel
on a proposal relating to gold.

As you know, Congress legalized the ownership of gold on the In-
ternational Development Association bill in 1974, but it did not
legalize gold clause contracts. :

- This is a contract in which payment can be required in gold or dol-
lars measured in gold.
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I would like to hear your views on whether we should consider put-
ting such a rider on to a bill such as the IMF. o

genator Proxmire. We will start with Mr. Bennett and go right
down the line, :

hMr. BenNETT. I would recommend against putting such a rider on
this bill. :

I am sure the proposal would be extremely controversial and would
cause delay. : .

On the other hand, I would not oppose separate consideration.

I am concerned by some of the company the proposal keeps in the
sense that sometimes it is put forward as part of an effort to restore
the gc;(ld standard, which, as my testimony says, I think would be a
mistake. .

On the other hand, I don’t think that after careful consideration
and separate legislation, legislating that proposal would have any
great practical effect.

_ People have seen the instability of the price of gold and are not
going to rush into signing gold contracts.

So at an appropriate time I would see no harm at all.

I don’t think it should be attached to this bill.

Mr. Roosa. I would agree with Mr. Bennett.

Mr. Brown. I would like to see such a rider attached to this bill,
but not for the reasons that Mr. Bennett fears, that it might unduly
prolong the discussion in Congress, and so on. '

- I think it would remove an “Alice in Wonderland” condition where
money supposedly can be anything except—well, you just can’t use
gold as money.

You can arrange gold or money liquidation of a gold futures con-
tract, but you cannot write up a contract allowing an optional choice
of payment when one of the options is gold this is splitting hairs.

If you want to exchange gold for an automobile, you can’t. You
have to turn around and sell the gold, get the money and then buy the
automobile. You can’t even barter.

It is even illegal under existing legislation, to barter gold coins, say,
for gold bullion. According to some experts—and there is great con-
troversy over this—you can’t.

I think a legal gold clause contract would resolve these “Alice in.
‘Wonderland” bewildering situations that we do have, right now.

Incidentally, I would like to point out that even Federal Reserve
Chairman: Arthur Burns has reversed his view expressed over a year
ago and said that he himself would not oppose the restoration of that
particular privilege. ; .

Mr. Bennett and others. I would like to say that you can talk all
you want about the instability of gold, but the instability of gold is
for one reason and one reason only. It is an accurate thermometer
reflecting the follies of government.

So don’t blame gold when it is unstable.

I think what you are doing is backing away from the symptoms of
gold. You are not attacking the cause for its instability. -

I think gold really exemplifies something that people through his-
tory. have found to be not perfect, not idealistically, but certainly the
best hedge they can have ageinst -governmental stupidities.
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~ Mr. SaranT. I would not see any point in such a clause. I must dis-
a with Mr, Brown’s last statement that the fluctuation in the price
o FOld reflects the stupidity of governments.
don’t see how the stupidity of governments at whatever absolute
value you place on it, could have changed so much as to account for
gold having risen to almost $200 and now being almost $100.

Does that stupidity double and then halve in 2 years?

I think it is unlikely.

Mr. Browx. Coming up is an article of mine in Commodities Maga-
zine which does point out that gold was touted in 1973 and 1974 like
over-the-counter market stocks were touted in the 1960’s.

Gold was certainly oversold then, but double-digit inflation gave it
impetus.

s for gold clause contracts, I would still say, yes, to the rider.

Mr. Aviger. I see no reason why Walter Salant should be prohibited
from denominating a debt to me with a gold clause attached to it.

I see no reason for attaching a rider amendment to this bill. which
might make it possible for Salant and others to put gold clauses in
private debts. '

It may very well be true that Government stupidity did not double
and then half in the last year. That is really quite misleading.

The evidence is that fluctuations in the gold price are related to
expectations about the rate of inflation.

When investors expect the rate of inflation is going to accelerate
we get very sharp increases in commodity prices.

When they expect inflation to decelerate, we get declines in com-
modity prices.

So it is not so much related to stupidity in government policy, but
it predicted what government policy was going to be like in terms of
monetary growth.,

Mr. SavanT. I didn’t mean to suggest that expectations of future
inflation don’t have anything to do with it, but the instability of the
price certainly suggests that gold is no firm anchor.

The expectations of future inflation affect the prices of a great
many commodities. But in general you don’t have such fluctuations
in the average prices of commodities, though you do for some specific
ones.

To tie anything to this one commodity, which is and has been seen to
be quite unstable, would seem to me a mistake.

Mr. BirnBauMm. Being the last on the list, Senator Helms, there is
less for me to say.

Senator Herms. We will start on the other side for the next question.

Mr. BirnBavm. I would say as a matter of principle I would not
object to the use of gold clauses in private contracts. However, I do
feel that perhaps it would be improper to attach a gold clause pro-
vision on this bill.

Senator HeLms. One final question.

I am concerned about the interest rate on these loans. If inflation
continues 6 to 10 percent per year, let’s say, and loans are made from
the trust fund at one-half of 1 percent per year, don’t you think the
capital of the fund is going to be eroded rather rapidly and
dangerously?
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Mr. BmysauMm. Senator, the amounts involved in the trust fund to
which you refer are small when seen in perspective. Of course the
exact amount. will depend on the proceeds from sales of 25 million
ounces of gold, and the price oifold has varied considerably. The
trust fund will not receive the full sales proceeds, but only the net
amount that derives from the excess of the sales price over the so-called
official price of gold. In addition, not all of this excess will be used
for loans.through the trust fund ; part of the proceeds will be directly
distributed to nonoil producing developing countries in proportion to
their IMF quotas. v ' _ )

So I don’t see that the trust fund constitutes'a major impairment
of IMF capital. : : o :

Senator Herms. You don’t see wisdom in charging an interest rate
rl(:ugzlly‘ equivalent, if we can use that expression, to the inflation rate
then .

- Mr. Birnpaun. I would agree with you that as a general principle
it would be better to relate the interest rate to market rateés. But in this
instance we are dealing with only the poorest nations of the world—
those IMF member countries witn ﬁ)er capita incomes of n6é more than

850 SDR’s per annum. So obviously there is a special humanitarian
consideration in attaching such a very low rate of interest, and ex-
tended terms of repayment, to trust fund loans. The arrangement also
reliresents a negotiated compromise, since all IMF member countries
will also receive an additional 25 miflion ounces of gold which is being
distributed directly in proportion to the size of their quotas in the
Fund. This means that the rich countries will tend to receive much
more gold than the poor countries.

It is a very special arrangement. o

I simply don’t see it as sufficiently important to divert us from the
more important issues concerning the international monetary system
and the amendment of the IMF articles which are now before the
Congress. : ' .

Mr: Avmer. Senator, I think you made an ingenious.suggestion.
I think in a world of price stability trust fund loans ought to be 1.5
percent. They are charity loans. ‘

T think trust fund loans ought to be 6.5 percent if the rate of inflation
is 5 percent. It is the same act of charity. :

It is, if you want, doing the borrowers a good deed by forcing them
to think through and rationalize and choose more effectively on
their investment. projects. .

I am envious of you for having thought of it first.

Mr. Savant. I am going to pass on this one. ‘

I suspect that a lot more has gone into the determination of this
interest rate than I am aware of, and I am not going to express an
opinion about it. o

Mr. Brown. If the United States is going to continue its role as a

+--great world humanitarian, then I think the United States should,
if it is 1ts disposition, lend money even at 1.5 percent.

If, on the other hand, loans are to be tied to productive purposes
and are supposed to be noncharitable-—then, as Senator Proxmire
mentioned, I believe interest rates, if so specified for those kinds of
loans, should perform. at the least its pricing function. However, the
trust fund was set up to make concessionary loans at charitable interest
rates—hardly an IMF function.
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Mr. Roosa. I would take the view that I would not, if I had been
negotiating, been in favor of this provision. .

But 1t 18 a minor part of the total, and I, recognizing that com-
promises are essential, feel this is one L can swallow witnout any great
ditlicutey. -

1, in general, feel interest rates should be placed at whatever the
market indicates and if it is not going to be a market-determined rate,
the degree ot subsidy has to be ciearly understood and the reasons for
the suvsidy made ciear.

I think an nterest subsidy account perhaps makes sense in two
ways, both the way in which 1t causes tnose extending the credit and
subsidy to be caretul of what they are doing, and aiso in reminding
the recipients that this is a subsiay out of lme with the normal pat-
terns or wortd payments.

But 1t just seeius to me that this is not a sticking point for passing
the legisiation. :

Mr. Bexnerr. Mr. Chairman, I suspect the interest rates on the
regular loans of the IMF are more significant than those just from
the trust fund. ‘

Most of the earlier comments here have referred to the trust fund.

On the regular drawings 1L think the present interest rates vary from
4 to 6 percent.

On the drawings under the oil facility, they go up to the 7- to 8-
percent range. '

Recently the U.S. administration, despite opposition, has led a
suc:iei{ssfm move to increase somewhat the interest rates in the World
Bank.

I would see no harm if this committee urged the Treasury to lean
in the same direction in the IMF. '

Senator HeLms. Gentlemen, I thank you.

Mr, Chairman, I thank you, ‘

Senator Proxmire. I didn’t realize they were 4 to 6 percent. That
is the most shocking revetation I have heard today.

I had a talk with Mr. Yeo the other day on this and I am interested
to get his answer when he comes before us.

After all, that is at a lower interest rate than the Government is
paying for the money.

1t is obviously a direct subsidy. If we make that kind of a loan, I
think we ought to go through the budgetary process.

Dr. Salant, you said that you analyzed this agreement from the
standpoint of three elements: the adjustment problem, the liquidity
problem, and the confidence problem. ,

You indicated this wouldn’t solve any of your three problems yet
you came out for the legislation.

You did say it might help a little as far as adjustment is concerned,
as far as liquidity and confidence, it might help a little, but that it
might not matter much, which would put you pretty much in the
position of Mr. Aliber.

Mr. Savany. I think it is important and that the contribution relat-
in%):o the adjustment problem is significant, although much remains
‘to be done in the form of developing principles for Fund surveillance.

The reason I attach importance to the parts of the amendment that
relate to the adjustment problem is that in a world of interdependent

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



128

countries it is important not only to establish agreed codes of accept-
able behavior but, beyond that, to develop the practice of observing
such codes. Violation of outdated rules during transition periods is
sometimes unavoidable, but it would be very damaging in the long run
to allow the flouting of agreed rules to become accepted practice.
When one cannot avoid this by changing the realities, it is better to
avoid it by changing the rules to accord with those realities. In this
case the realities have changed, and failure to change the outdated
rules to accord with them would entrench the practice of ignoring
agreed codes of behavior and contribute to making them meaningless.
T'nat is why I think it important to legitimize an existing practice, even
if doing so has no other observable or short-run economic effect.

About the two other problems, I think you have correctly sum-
marized my view. But I think the liquidity problem is always a

roblem of the internal policies of the member countries. And so that

ailure to solve the problem further at this time doesn’t seem to me
very serious.

_ Senator ProxMIRE. At any rate, your analysis is that this is pretty
limited progress, a short step ¢

Mr. Savant. I think it is limited progress but I think our experi-
ence with the system of flexible rates is very limited; we have a good
deal more to learn about how to operate it. I hope we will be able to
acquire that experience and that after we have had the additional
experience there will not be too much divergence of views as to what
conclusions should be drawn from the experience.

But the fact is that views are very diverse now and there is a limit to
what could be obtained by agreement.

Senator Proxmire. Mr. Brown, you called for a firmer hand on the
IMF tiller. You talk about how the hands are tied. Do you want to
untie those hands and put a firmer hand on the tiller? Wouldn’t this
result in some degree of surrender of our own sovereignty ? Wouldn’t
it mean an international policeman that would contradict much of
what I understand to be your philosophy ?

Mr. BrowN. You put your finger right into the middle of the nu-
clear core. Yes, the U.S. policy has been that we don’t want to sur-
render any control over our monetary—fiscal processes to an inter-
national monetary authority. That is why we have opposed Mr. Whit-
teveen’s desperate cry for IMF international control.

Go back to Canada in the 1950’s, the floating exchange departure.
The IMF said nary a word. We can skip the fact that many countries
are full-fledged members of article 8, yet, they perpetuate exchange
controls.

There are certain loopholes that permit such things as years and
years of foreign exchange controls, and there are different ways to ac-
complish the same thing.

You wonder what the IMF is doing, where is its strength. Take
the fact we stung the world and the IMF with what we did on August
15, 1971. We flaunted the IMF. We signed a solemn international
agreement and went back on our word.

Senator Proxmire. What I am trying to say is that you seem to
propose here a tougher, stronger position. From a realistic standpoint,
you wouldn’t expect other countries and certainly you wouldn’t expect
the Senate or Congress to go along with that kind of decision or for
that matter, it would probably contradict the attitude of most people
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in this country. We have a struggle to try to get cooperation with in-
ternational organizations, and to try to get a tough policeman deter-
. mining our monetary policies. I just think~——

Mr. Brown. Let’s look at the alternatives. My views now reflect the
knowledge I gained by reading Joseph Gold’s analysis of the proposed
amendments. He is the general counsel of the International Monetary
Fund. In what must have been a slip of the tongue, he said that the
proposed amendments are not a blueprint but are a collage.

-~ Of course, he was absolutely 100 percent in favor of the amendments.
Don’t misunderstand his point of view from what I just said. But I
think it was a slip of the tongue on his part. He did go on to point out
in his most recent pamphlet that we are trying to give to the IMF
the kind of powers or pressures that theoretically they are supposed
to have had. This is a step toward international monetary control,
very subtly so as not to offend any legislature in any major country
opposed to giving the IMF any kind of disciplinary role. :

The discipline given to the Fund is unspecified, unclear and I don’t
know what the floating rate guidance principles will be. I don’t know
the specifics. I don’t know what firm surveillance means. I think we
have to meet that test, or settle for international monetary anarchy in
the absence of a universally accepted world currency, or IMF control
over international liquidity. :

I think the world has reached the point where we have to have con-
trol over excessive international liquidity generated by deficit coun-
tries.

Senator ProxMmire. Could I ask you, Mr. Bennett, you seem to be a
rather firm champion of this proposal.

The National Advisory Council on International Monetary and
Financial Policy says on the first page of its special report on the bill
and I quote:

The agreement fulfills policy and objectives that the United States has pur-
sued over several years of negotiations on international monetary reform.

Is that really true ? Don’t the Jamaica agreements represent a gloss-
ing over of some of the major unsettled guestions including the future
role of SDR’s, the future role of gold, the dollar, specific principles
to smard against competitive exchange rate practices? Isn’t this
really an interim reform leaving fundamental disagreements for
later resolution?

‘Will these limited achivements remove incentives for further reform
in the future?

Mr. Bex~ETT. As I said in my statement, I do not regard this as an
interim reform. I do not think you can write rules in advance to apply,
for example. to the current Japanese situation. It takes judgment in
the licht of the current situation.

But the new acreement does provide an opportunity to apply sur-
veillance to the Japanese sitnation without giving the Japanese the
excuse to say we are merely acquiring reserves to maintain ouf
exchange rate.

It gives us a framework in which surveillance can be conducted. As
far as the SDR, I agree the new aoreement does nothing new about
the SDR as an asset. It uses the SDR as a cocktail in terms of which
obligations to and from the IMF are stated.
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Senator Proxmire. Can I ask, Mr. Aliber, you indicated this would
not have much economic effect but you approved it. Are you concerned
that this might remove incentive for further reforms? ‘

Mr. Avumer. A few years ago we had an alderman in Chicago who
said “Chicago ain’t ready for reform yet.” The analogy I think applies.
It’s too early, too premature to see what the system 1s going to be like.

We don’t really know what the role of gold and the dollar will be
if the system stabilizes and it is silly to make rules for the future.

On the other hand, and I go back to my opening remarks, that the
means is the end. It is almost as if reform and participation in the dia-
log, continuations of discussions is really the end process.

The rules, if you want, are a vehicle, sometging to talk about so
we can continue communication with other governments.

Senator Proxmire. One final question I would like to ask Mr. Roosa.
How can you determine whether the one-third or more increase in IMF
resources is the appropriate increase? It’s been denied this is very
much or that this is inflationary, but I have the impression that the
international monetary system is pretty liquid right now. .

And we have certainly suffered recently from world inflation. Why
do we want to increase liquidity now ¢

Mr. Roosa. I think it is a problem of distribution rather than
amounts. If the desired result in terms of distribution of quotas, par-
ticularly in the sense of targeting them for the less developed coun-
tries, if that objective is going to be achieved, it is just sort of an arith-
metic byproduct of the Fund’s arrangements that you can’t accom-
plish that unless you do one of two things.

Either you increase all quotas in a proportionate manner which is
what is proposed, or you rearrange quotas.

Now, the one rearrangement achieved here is in raising the quota of
the OPEC countries. That provides aceess to more resources. But to
increase the quotas of the LDC’s individually at this stage I think
would have been extremely difficult. Yet the principal reason for hav-
ing an increase is that on the one side there will be the potential for
attracting the resources, particularly now of the wealthy OPEC coun-
tries, and on the other side, more resources can be made available to
those countries who need additional credit (within this overall ade-
quate total framework) and who need it on the conditional terms we
have been talking about here.

Senator Proxmire. That is an interesting argument because what
you are saying as I understand it is that this may help at least some-
what meet the problem of the countries that have been hit so hard by
the increase in energy prices.

Mr. Roosa. Yes.

Senator Proxmire. If that is the case in view of the fact that there
seems to be somewhat fading interest and support for the $25 billion
safety net Secretary Kissinger pronosed, could it be we no longer
have to worry about that possible obligation ¢

Mr. Roosa. It may be. I think the safety net as you know is intended
really to take care of the great distortions that might occur

Senator Proxumire. We have gotten along pretty wel! without it.

Mr. Roosa. Yes; we did partly of course because the IMF for 2 years
had an oil facility on which the British could draw and bailed them
out in part during the strains of the late 1974, early 1975.
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But the purpose as I would describe it in what I have just said, is
really in effect to assure use of the fund as one means through which
additional OPEC resources flow to less developed countries that are
still trying to adjust to the great mutation in payments patterns that
followed the oil price change.

That I think 1s an important conduit product of raising the quotas.
Whether we will continue to need something similar just for the devel-
oped countries, which is what the safety net does, I think is an open
question.

There are other ways of handling that including through the IMF,
and I would suspect that the great advantage of the safety net lies in
the fact that it provides the stimulus for bringing all of those developed
countries together in the International Energy Agency under the
aegis of the OECD.

I think we have to learn more from their own studies as to whether
there is a continuing need. I am just not in a position to judge.

Senator Proxmire. Thank you very much. I want to thank all of
you gentlemen. I do want to teﬁ’Mr. Birnbaum that I can’t resist saying
that I was interested in your suggestion that we reduce taxes on pro-
ducers. Trouble is we don’t know who is a producer. Farmers are pro-
ducers; I suppose some factory workers are, although I am not sure
if they produce cigarettes and liquor that you should consider them
producers that should have lower taxes.

Whether bankers are producers and U.S. Senators are producers,
T am simply not sure. You will certainly get debate on that.

Mr. BirneauMm. Not to mention Government civil servants. But I
have expressed a guiding principle applicable to workers and busi-
nesses, and the example I mentioned concerning the United Kingdom
llustrates what can happen if the principle is neglected.

Senator Proxmire. Thank vou. Thank you, gentlemen. Mr. Yeo
Heavens, it is a quarter to 2. Will you come up? I anologize. It is a
tough afternoon for us. That is why I have kept you so long.

STATEMENT OF EDWIN H. YEO III, UNDER SECRETARY FOR MON-
ETARY AFFAIRS, DEPARTMENT OF THE TREASURY, ACCOMPA-
NIED BY SAM Y. CROSS, EXECUTIVE DIRECTOR, INTERNATIONAL
MONETARY FUND, AND NANCY JACKLIN, COUNSEL

Mpr. Yeo. Good afternoon, Mr. Chairman.

I have with me Sam Cross, Executive Director, International Mone-
tary Fund, and our lawyer, Ms. Jacklin.

I have reduced my statement in stages. Next to zero, I am at the
minimum. _

I would like to submit. my written statement for the record.

Senator Proxmire. Fine.

Mr. Yro. We urge prompt and affirmative action on the legislation
to approve the amendment of the IMF articles of agreement and to
consent to an increase in our IMF quota. We feel this is the most
important legislation in the international finance field in many years.
It represents international agreement on a new monetary system.
formulated at Rambouillet and Jamaica, following lengthy interna-
tional negotiations in which the UTnited States played a leading role;
and it strengthens the IMF’s ability to deal with the world’s problems
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of balance-of-payments financing and adjustment by a general
Increase In quotas.

The new monetary system is a more flexible, pragmatic, market-
oriented system, replacing 1.1e exchange rate rigidity and gold empha-
sis of the Bretton Woods system.

The new system discards the outmoded and unworkable elements
of Bretton Woods, but keeps and builds on the good features of that
system. Most importantly, it retains the emphasis of the present IMF
articles on a liberal, open monetary and trading order; the commit-
ment to cooperation and responsible international behavior in mone-
tary affairs; and the central role of a proven institution—the IMF—
as the heart and monitor of the system.

The new system, like the Bretton Woods par value system before
it, seeks to promote monetarv stability. That is its objective, but by
a different approach. While Bretton Woods sought to impose mone-
tary stability on the world by a structure of par values, the new
system recognizes that monetary stability is the result not of par
values or negotiations but of orderly underlying economic and finan-
cial conditions in member countries.

Reflecting that change in approach, the new system changes the
obligations of member countries. Under Bretton Woods, a funda-
mental obligation of each IMF member was to maintain a par value
for its currency. No other exchange practice—such as floating—was
recognized or tolerated. Under the Jamaica system, there i1s wide
latitude for a member country to allow its currency to float or follow
other arrangements of its choice. The fundamental obligations are
that countries must direct their policies toward fostering orderly

" underlying economic and financial conditions, and that they must
avoid manipulating exchange rates to prevent balance-of-payments
adjustment or to gain unfair competitive advantage. The new svstem
thus concentrates on the real determinants of monetary stability—
stable economic and financial eonditions—rather than on the exchange
rate consequences that were the main focus of Bretton Woods.

The new system is organically complete and workable. It has the
flexibility to evolve as the world evolves, and it can be expected to
function well in the years ahead without maijor revision. Its adoption
has been widely accepted as a positive and beneficial move, a major
structural improvement for the world economy.

It is acceptable to 128 different nations of widely differing inter-
ests, needs, and attitudes, in a period of deferment and change in
monetary doctrine.

If it does not satisfy every enthusiastic reformer—and any theorist
tends to measure a new system against his own subjective judgment
of the ideal monetary system—it does certainly constitute a workable
and pragmatic system that is a major improvement on the Bretton
Woods system as it operated from 1950 to 1970. This new system is
much better suited to dealing with todav’s problems than any conceiv-
able variation of the stable hut adjustable par value svstem.

I think this summarizes the two major changes and I think in view
of the time that I would like simply to add, Mr. Chairman, that what
you have before you we regard as vital. It is the result of some Jengthy
negotiations, but it is not perfect. .

Senator Proxmire. Did you hear Senator Percy this morning?
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Mr. Y=ro. No, sir; but I am familiar with the amendment.

Senator Proxmire. I understand the Treasury opposes that.

Mr. Yeo. We feel it is unnecessary, Mr. Chairman.

Senator ProxMIre. Supposing you had your choice of that amend-
ment or putting this into the Budget. Which would you take?
[Laughter.]

Senator Proxmire. That is a serious problem for us because this was
taken out of the budget a few years ago, 8 years ago, as you know.

And you are asking for our proceeding with something that results
in subsidized loans. At least with no information except at the dis-
cretion of the Treasury Department. So, it is very hard, it seems to
me, for us to have any oversight.

One way of getting oversight is to put it in the budget. It has to
come before us every year and we look at it.

Another way, a looser way, is to request information, be able to get
the appropriation information and the Treasury would be the judge of
what is appropriate.

Mr. Yro. Well, Mr. Chairman, the balance in the question is in the
direction of the operation of the Fund. We have no misgivings, no
reluctance whatsoever to provide Congress information, as it desires.

Our recommendation would be against Senator Percy’s amendment.

I cannot say to you that we would be necessarily in an unworkable
situation if the Congress adopted Senator Percy’s amendment. I think
that we would certainly understand and wish to cooperate with the
Senator’s desire.

The thing we wish to avoid is the disclosure of information, or in
the minds of other countries, the threat of disclosure of their affairs.
The threat of disclosure of their affairs would reduce their willingness,
perhaps their ability to cooperate within the IMF framework.

If I might say so, I think that Congress, as evidenced by this com-
mittee and this chairman, has complete oversight of conduct of inter-
national

Senator ProxMire. Really effective oversight, as you know, does
depend on getting the facts and information. Senator Percy, I
thought, magg a very powerful case this morning in arguing that we
should be able to get information. He cited instances where they
weren’t able to get it and where that information was germane and
we needed it. You might want to review his testimony.

Mr. Yxo. I would be happy to.

Senator Proxmire. He is, as you know, an extraordinarily com-
petent Senator and very concerned about this.

The bill we have here contains a provision to amend the authority
of the Secretary of the Treasury to use the Exchange Stabilization
Fund as provided in the Gold Reserve Act of 1934,

Instead of using the Exchange Stabilization Fund for the purpose
of stabilizing the exchange value of the dollar, the Secretary would
be empowered to use the bill as he may deem necessary, consistent with
U.S. obligations in the Monetary Fund. That change, which acknowl-
edges we now live in a world of floating exchange rates, raises an im-
portant question. For what purposes is the Exchange Stabilization
Fund being used now that the exchange rate for the dollar is floating ?

The IMF may adopt specific guidelines in the future for the ex-
change rate policies of members.

76-196 O - 76 - 9
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At present there are no formal IMF guidelines and Congress has
not adopted guidelines for those exchange market policies carried out
for the Exchange Stabilization Fund.

So, at a minimum, it would seem appropriate for Congress to in-
crease oversight with respect to use of the Exchange Stabilization
Fund by requiring an annual GAQ audit of Fund operation, setting
an aanual budget Iimitation even if it is not in the budget in the usnal
form, on expenditures from the Fund. Would you agree with that?

Mr. Yeo. No, sir. I think that the Exchange Stabilization Fund in
a floating system is more relevant than in the par value system that
obtained in the 1960’s. The par value system in the 1960’s was char-
acterized by massive intervention.

Senator Proxmrre. It is more relevant, but we know less how it is
going to be used.

Mr. Yxo. I think that, in terms of testimony that we have given be-
fore Congress on our intervention policy, we have indicated that it
is our policy to intervene in exchange markets to counter disorderly
market conditions. That probably 1s the most precise statement of
intql;\éention policy that we have had in the post-World War II

eriod.

P ?o, that I think the Congress is aware of what our intervention
policy is. A

I think also that use of the Exchange Stabilization Fund under the
language adopted by the House, use of the Exchange Stabilization
Fund would have to be congruent with article IV. Article IV rein-
forces the concept of limited intervention to counter disorderly market
conditions. '

It might be an elliptical way to approach it; constraints on the use
are there.

Senator ProxMire. Let me follow up on article 4 effect. That also
imposes an obligation to members of the IMF, quote,

* * * {5 avoid manipulating exchange rates on the international monetary
system in order to prevent effective balance of payment adjustments or to gain
an unfair competitive advantage over other members.

What is meant by manipulation? Who will decide whether a coun-
try is manipulating its exchange rates?

‘What I am concerned about is, for instance, Japan has been accused
of manipulating the value of the yen in order to promote Japanese
exports. How will the Fund go about determining if a country vio-
lated this, and if it did so find, what would the Fund do about it?

Mr. Yeo. The item vou mentioned under section 1 has to be coupled
with the granting to the Fund authority to maintain firm surveillance
which is in section 3 of article IV. A combination of the two puts the
Fund in a position where it will, I believe, on a case-by-case basis,
examine the practices, as well as the motivations. As you read the
“thou shalt not manipulate” item in section 1, you can see motivation,
as well as results, and what the Fund——

Senator ProxMmire. It can examine and monitor but what can it do?

Mr. Yro. The Fund can take three steps. One, it can admonish in
public—really, four steps. First, private consultations with a member
country that the Fund feels is violating section 1 of article IV.

Senator ProxmiIre. It can do that now.

. MI"T Yeo. It can do that now. This gives it explicit authority in arti-
cle IV,
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The second thing the Fund can do under that explicit authority is to
admonish a country that it has become convinced is violating the sec-
tion that you mentioned.

The third thing it can do is that it can refuse to grant the use of
Fund facilities to a violating country.

The fourth thing that it can do is recommend to the membership
the expulsion of a country that has violated the item in section 1 you
referred to.

I would like to add—

Senator Proxmire. Which of these are new powers that they do not
have now?

Mr. Yro. The thing that is new, Mr. Chairman, is the explicit agree-
ment on nonmanipulation of exchange rates contained in section 1.

Second, the explicit coupling of that agreement in the same article
with granting the Fund authority to maintain surveillance.

I would like to go on and point out that if you want, as you have
very acceptably pointed out, if you want supranational government, if
you want an organization that is running the U.S. economy, running
the Belgium economy, then you can argue that if that is the kind of
organization you desire, then you can argue for more teeth.

The second reduction is that you can argue the Fund would have in
its possession some sort of physical force. I think that that is really
rather farfetched. v

The third reduction is that you believe there is a value in coopera-
tive behavior and participation in cooperative institutions and that the
authority of these institutions reflected in terms of the—of their
comments, in terms of their judgments, and ultimately in terms of this
institution’s ability to eliminate access to its credit, you have to believe
in that type of organization.

T personally would not like to see our sovereienties substantially
limited and I believe in the efficacy of that type of an approach.

As a practical matter I would submit that there is no other approach.
The Fund has the tools that, as a practical matter, we can reasonably
expect it to have.

Senator Proxmire. I am going to ask you one more question, then
I will submit auestions for the record. I have to go to the floor.

Milton Friedman once said that the function of the international
monetary system is the pseudo-generation of pseudo-crisis that can
only be resolved by upper level bureaucrats meeting in exotic loca-
tion around the world. Why don’t you ever have an international
monetary meeting in Sandusky. Chio. Why does it always have to be in
some beautiful place in Europe ?

Mr. Yzro. Mr. Chairman. we are in the process of writing the Secre-
tary’s speech for the meeting coming up in Manila in early October.

I promise to recommend to him that he recommend that we have
it in a nonexotic place. Seriously, the places that I have been are a
blur of sleepless nights. And sometimes when I am in private life, I
am coing to go hack and see what they reallv look like. I know that
the hotels ook like but that is the extent of it, sir.

Senator Proxmire. Thank vou very much. This has been—I know it’s
been very difficult for you. We will submit questions for the record.
(see p. 150).

[The complete statement of Mr. Yeo, succeeded by additional ma-
terial received for the record, follows:]
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PREPARED STATEMENT oF Epwin H. Yro 1II, UNDER SECRETARY OF THE TREASURY
FOR MONETARY AFFAIRS

Mr. Chairman and Members of the Subcommittee: I urge prompt and affirma-
tive action on the legislation to approve amendment of the IMF Articles of
Agreement and to consent to an increase in our IMF quota.

This is the most important legislation in the international finance field in
many years. It represents international agreement on a new monetary system,
formulated at Rambouillet and Jamaica, following lengthy international nego-
tiations in which the United States played a leading role; and it strengthens
the IMF’s ability to deal with the world's problems of balance of payments
financing and adjustment by a general increase in quotas. .

The new monetary system is a more flexible, pragmatic, market-oriented system,
replacing the exchange rate rigidity and gold emphasis of the Bretton Woods sys-
tem which broke down five years ago.

The new system discards the outmoded and unworkable elements of Bretton
‘Woods, but keeps and builds on the good features of that system. Most im-
portantly, it retains the emphasis of the present IMF Articles on a liberal, open
monetary and trading order; the commitment to cooperation and responsible
international behavior in monetary affairs; and the central role of a proven
institution—the IMF—as the heart and monitor of the system,

The new system, like the Bretton Woods par value system before it, seeks to
promote monetary stability, but by a different approach. While Bretton Woods
sought to impose monetary stability on the world by a structure of par values,
the new system recognizes that monetary stability is the result not of par values
but of orderly underlying economic and financial conditions in member countries.

Reflecting that change in approach, the new system changes the obligations of
member countries. Under Bretton Woods, a fundamental obligation of each
IMF member was to maintain a par value for its eurrency. No other exchange
practice—such as floating—was recognized or tolerated. Under the Jamaica
system, there is wide latitude for a member country to allow its currency to
float or follow other exchange arrangements of its choice. The fundamental
obligations are that countries must direct their policies toward fostering orderly
underlying economic and financial conditions, and that they must avoid manipulat-
ing exchange rates to prevent balance of payments adjustment or to gain unfair
competitive advantage. The new sytem thus concentrates on the real determinants
of monetary stability—stable economic and financial conditions—rather than
on the exchange rate consequences that were the main focus of Bretton Woods.

The new system is organically complete and workable. It has the flexibility
to evolve as the world evolves, and it can be expected to function well in the
years ahead without major revision, Its adoption has been widely accepted as
a positive and beneficial move, a major structural improvement for the world
economy. It is acceptable to 128 different nations of widely differing interests,
needs, and attitudes, in a period of ferment and change in monetary doctrine.
If it does not satisfy every enthusiastic reformer—and any theorist tends to
measure a new system against his own subjective judgment of the ideal
monetary system—it does certainly constitute a workable and pragmatic system
that is a major improvement on the Bretton Woods system as it operated from
1950 to 1970. This new system is much better suited to dealing with today’s
problems than any conceivable variation of the stable but adjustable par value
system,

The stable but adjustable par value system of Bretton Woods was in retrospect
a “fair weather system.” It worked fairly well in the late 1950's and early 1960's
when we experienced low Ttates of inflation, had no massive dependence on
expensive OPEC oil, faced only moderate capital flows, and enjoyed a long
period of world prosperity.

The new system is a “system for all seasons,” It recognizes that we can’t
always expect the pleasant economic environment of that earlier period. It
recognizes that nations will not always be willing to follow the monetary and
other macro-economic policies needed to keep prices and incomes in close har-
mony with their neighbors. It recognizes there will be differing propensities to
inflate—in Europe alone, price increases in the past year varied from 5 percent
in Germany to 17 percent in Italy and 33 percent in Iceland. It recognizes that
there has been a revolutionary change in exchange markets ; that nations cannot
afford to risk free speculsation that results when a par value becomes unrealistic;
that @ nation eannot maintain in the face of market pressures an exchange rate
that does not reflect its competitive position. And it recognizes that different
exchange policies may be preferred by and appropriate for different ‘countries.
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No single prescription necessarily meets the needs of all nations large or small,
diversified or one-crop, manufacturing or primary producers. The Jamaica
amendment makes it legal for countries to follow exchange practices over a wide
spectrum from individual free floating, through managed floating, group floating
altlld trotting pegs, all the way to pegged rates that are adjusted by infrequent
changes,

‘While the new system will be a tolerant system, as IMF Managing Director
Witteveen has put it “freedom of choice is not freedom of behavior.” The Fund
is empowered to exercise broad surveillance on all types of exchange practices
of members, to promite international cooperation and avoid unfair competition
or exchange policies that prevent international adjustment.

The IMF is in a very real sense the focal point, the core of the system. Mem-
bers are obliged to provide the Fund with the information necessary for in:
telligent surveillance of their exchange rate policies. In addition, the Fund
is called upon to adopt “specific principles” for the guidance of members with
respect to those exchange rate policies to assure that manipulative practices
are avoided. In the Bretton Woods system the Fund’s attention was more likely
to be directed toward a member in times of crisis, and more narrowly focused
toward exchange markets. By contrast, under the new system, Fund consulta-
tions with members are likely to be more continuous, more broadly based, more
concerned with the real international impact of a country’s actions, and directed
to all countries, not just those in deficit.

Fund surveillance and oversight of members’ exchange rate policies does not
mean that the Fund can determine the policies of sovereign countries. This
would be totally impractical, and unacceptable to the United States and all
Fund members. But one member’s behavior should not be at the expense of other
members’ well being. Within that context, the Fund can develop general prin-
ciples interacting with a type of common law based on application of these
principles to individual cases, aimed at assuring that members’ exchange poli-
cies promote stability and adjustment and are not designed to gain an unfair
competitive advantage,.

In developing specific principles, the Fund will need to proceed cautiously.
Such principles must have very broad acceptance by Fund members. Their de-
velopment cannot be forced, but they can be expected to emerge over time in
the light of general and specific consultations with members. In this way, the
general principles of acceptable behavior will evolve, grounded on the agreed
objectives and obilgations of the new system,

Detailed codes of behavior are not set forth in the amended Articles. Nor
should they be, The original Articles drafted in 1944 contained specifie rules and
regulations—far too many of which became obsolete and unworkable as time
passed and eonditions changed. The Articles is a constitution, not a contract.
It should not prescribe detailed rules as these must take account of each indi-
vidual case and circumstance—particularly in an institution of such diverse
country membership that the largest member is 60,000 times as big as the
smallest in terms of GNP, Moreover, the amended IMF constitution is a flexible
one, permitting a modification to a different kind of monetary system if condi-
tions change and a large consensus favors such a move, and if detailed rules
were to be included there would have to be rules for more than one system.

The Fund does have sanctions which can be applied when critical provisions
of its Articles are violated—most importantly it can deny an offending member
access to its resources or it can exclude it from membership. But the IMF relies
more on its moral force, as voice of the international community, and that car-
ries considerable weight.

Some reformers have expressed concern that the new system does not es-
tablish formal IMF control over the level and growth of international reserves.
This matter was discussed at great length in the reform negotiations. But no
group, neither the developing countries, the oil exporters, nor the industrial
nations showed any willingness to accept the restrictions on their ability to bor-
row, lend, or acquire currencies that would be necessary to establish quanti-
tative limits on reserves. There is in addition considerable doubt in many quar-
ters that placing such power of decision in an international body would be either
effective or desirable. At the very least, the time for such a move would appear
to be well in the future, not now.

A second and related major change in approach in the new system is the shift
away from gold. Under the Bretton Woods system, gold, with its supply limita-
tions, speculative pressures, and competing industrial demands, proved a capri-
cious and volatile asset, unsuitable as a basis for the international monetary
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system—just as it had earlier proved unsuitable as a basis for the U.8. and
other domestic monetary systems. In recognition of these inadequacies, the new
system promotes a further reduction in gold's monetary role, by eliminating
gold’'s legal position as the central asset and numerarie of the monetary system,
by eliminating the required use of gold in IMF transactions, and by empowering
the IMF to dispose of its remaining gold holdings.

With dismantling of many IMF rules and restraints on official gold transac-
tions, important side arrangements have been agreed among the Group of Ten—
the major gold holding nations—t{o assure that gold does not re-emerge as a
major interntaional monetary asset. This understanding, which is not part of
the amended Articles, but is consistent with and supportive of the policies of
the amended Articles, provides that participating nations: will not act to peg
the price of.-gold; will agree not to increase the total stock of monetary gold;
will respect any further conditions governing gold trading to which their
central banks may agree; and will report regularly on gold sales and purchases.

The arrangement took effect February 1, 1976, and will be reviewed after two
years, and then continued, modified, or terminated. It is in our view an important
and necessary safeguard during this transitional period, although I am firmly
convinced that in any case gold’s role in the monetary system will continue pro-
gressively to decline.

In parallel with phasing down gold’s monetary role, the new system provides
an expanded role for the Special Drawing Right, and modifies certain of the rules
governing that new asset,

Under the amended Articles, the link between the SDR and gold is severed.
The SDR replaces gold as the common denominator of the system, and is the unit
for measuring IMF rights and obligations. The SDR is expected to take on an
increasingly important role, not only as a unit of account used in measurements,
but also as as asset used in transactions. With respect to its asset use, there is an
obligation on members to collaborate with the Fund toward the objective of mak-
ing the SDR the principal reserve asset of the international monetary system.
Also the SDR takes over from gold the preferred statue as asset to be received
by the Fund in payment of charges, in meeting repurchase obligations, and to be
accepted by members in exchange for currencies replenished by the Fund.

A number of technical steps have been taken to improve the SDR’s quality and
usability so that it may better fulfill its purposes. Thus countries will have
greater freedom to enter into SDR transactions with each other on a voluntary
basis; the possible uses have been expanded; and the Fund may broaden the
categories of holders—though not beyond official entities~—and the operations in
which they engage. Also, the decisions for altering certain poliices governing
SDRs are made easier—such as the terms and conditions governing approved
transactions, and the rules that require countries to “reconstitute” or buy back
after a certain period some of the SDRs they have spent.

At the same time these rules governing use of the SDRs are being eased, im-
portant safeguards have been retained which help assure that the SDR will
remain a widely accepted and valued asset. Thus, the limit on members’ obliga-
tion to accept SDR is retained, and IMF quotas remain the basis for new SDR
allocations. :

Both of the two main improvements in the monetary system—the move to more
flexible exchange rate arrangements and the move to reduce gold’s monetary
role—are of critical importance to the United States. Under Bretton Woods, it
was the dollar that was pinned down at the center of the system, and our ex-
change rate that could not adjust adequately in response to market forces—with
the result, in the late 1960's and early 1970’s, not only of increased debts, but
also of loss of jobs, productive capacity and transfer of our industry abroad.
The new monetary system embodied in this legislation provides important safe-
guards against such an adverse position. This is a matter of critical importance
to the strength of our economy and the prosperity of our citizens.

The amended Articles will terminate for IMF purposes existing par values for
all IMF members. The legislation before you would repeal the par value of the
dollar. Prior Congressional approval would be required to authorize any future
establishment of a par value for the dollar in the Fund, or to authorize any
change in the par value if one were established. The standard for the dollar of
$42.22 per fine ounce of gold in present legislation would be retained solely with
respect to gold certificates beld by the Federal Reserve System—the only domestic
purpose for which a par value in terms of gold is needed. These gold certificates
are being retired by the Treasury as its gold holding are sold.
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I have confined my remarks to the major points. Numerous other changes
being made to improve the operation of the IMF and the monetary system are
explained in detail in material we have submitted to the Congress.

This legislation has been approved in the House by a large majority, and
favorably reported by unanimous vote of the Senate Foreign Relations Com-
mittee. It is urgent that the Congress move promptly and afirmatively to com-
plete legislative action. Since the breakdown of Bretton Woods five years ago,
international exchange arrangements have of necessity been operating outside
the law. We must restore the structure of an equitable, workable, lawful sys-
tem. The United States has played a prominent role in bringing about acceptance
of the new arrangements, and our acceptance of them will encourage others to
follow so that we can implement these proposals with a minimum of delay.

THE REFORMED INTERNATIONAL MONETARY SYSTEM
(By Edward M. Bernstein, President of EMB (Ltd.) Research Economists)

PROCESS OF REFORM

By the mid-1960s it had become apparent from the large and persistent balance
of payments deficits of the United States that the international monetary system
established at Bretton Woods was no longer functioning properly. One defect was
that the charter of the International Monetary Fund made no provision for an
adequate growth of reserves to meet the needs of an expanding world economy,
although it did provide for recurrent increases in the resources available for
reserve credit through general increases in quotas. Because of this defect, it was
said, the growth of reserves had to be met by accumulating dollars acquired
from the U.S. payments deficit. The problem this created was aggravated by a
growing preference for gold in the reserves of countries that had already ac-
cumulated substantial amounts of dollars. And as the monetary gold stock in-
creased at an average annual rate of only one-half of one percent from 1950 to
1965, this preference could be satisfied only by depleting the gold reserves of the
United States. To meet this problem the Fund Agreement was amended in 1969
to give the Fund authority to create a new reserve asset, Special Drawing
Rights, Three issues of the new reserve asset were made at the beginning of
each year from 1970 to 1972, aggregating about SDR 9.3 billion.

The continuation of the U.8. payments deficit, and its increase to $10 billion in
1970 and $30 billion in 1971 on an official reserve basis, showed that the defects
in the monetary system were much more fundamental than the inadequate
growth of reserves. In the view of the United States, the basic difficulty was the
failure of countries to make prompt changes in par values to reflect changes in
their relative international economic position. Beyond that, the asymmetrical na-
ture of the adjustment process placed the responsibility for restoring the balance
of payments primarily, if not entirely, on deficit countries. After the United
States terminated the gold convertibility of the dollar in August 1971 and al-
lowed the dollar to float, it became clear that fundamental changes had to be
made in the Bretton Woods system, and that these would have to include greater
flexibility of exchange rates, symmetrical responsibility of surplus and deficit
countries for balance of payments adjustment, and consequential changes in the
obligation to maintain convertibility and in related matters, such as interven-
tion in exchange markets.

In June 1972, the Board of Governors of the Fund appointed a Committee of
20 to advise and report on a comprehensive reform of the international monetary
system. The Committee of 20 had the assistance of a very able group of deputies
to direct its studies. Two years later, the Committee of 20 presented its final
report with an Outline of Reform and accompanying Annexes on a number of
technical questions prepared by the chairman and vice-chairman of the deputies.
The Committee of 20 recognized that because of inflation, the energy situation
and generally unsettled conditions, “it will be some time before a reformed sys-
tem can be finally agreed and fully implemented.” It therefore proposed that a
number of steps be taken to begin an evolutionary process of reform. These in-
cluded immediate action to establish a facility in the Fund to assist members
in meeting the impact of the increase in oil costs, to prepare guidelines for the
management of floating exchange rates, and to devise a method of valuing the
SDR based on a basket of currencies. The action program also proposed the
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appointment of an Interim Committee of the Board of Governors with an advis-
ory role pending amendment of the Fund Agreement to create a Council of
Governors with decision-making powers.

‘The Interim Committee was established by the Board of Governors in Sep-
tember 1974. This Committee held five meetings between October 1974 and Janu-
ary 1976 at which it considered the problems that would have to be dealt with
in a reform of the monetary system and other matters of high policy of the
Fund. Because the Interim Committee consisted of ministers of finance, it could
reach agreement on the unsettled questions and make recommendations for re-
solving them that had the support of their Governments. At its fifth meeting in
Kingston, Jamaica, January 7-8, the Interim Committee completed agreement on
virtually all of the outstanding issues. Its recommendations on reform and on
matters of high policy were transmitted to the Executive Directors who put into
effect those that could be implemened under the existing powers of the Fund and
prepared a comprehensive amendment for those requiring basic changes in the
Pund Agreement. A number of questions on reform remain unsettled and they
will continue to be studied by the Interim Committee and the Executive Direc-
tors, but without delaying the presentation of the comprebensive amendment
for approval by member Governments, a process that may take about 18 months
before it comes into effect.

At the press conference following the Jamaica meeting, Mr. H. Johannes Witte-
veen, the managing director of the Fund, said : “[We] can say that we have now
come to the end or almost to the end of a long process in which we have run
through all of the Articles [of Agreement of the Fund] very thoroughly, and I
think we have achieved a complete updating of the Articles of Agreement in
the present situation.” The comprehensive amendment is the result of four years
of cooperative effort of the Committee of 20, the Interim Committee, the Execu-
tive Directors and staff of the Fund, and of the officials and technicians of many
member countries, The delay in reaching an agreement on monetary reform has
not been without benefit. It has enabled the reform to take into account how
the world economy and the monetary system have actually worked in a period
of great uncertainty. It has given Governments time to reach agreement on such
complex issues as the exchange regime, the monetary role of gold, and the
special payments problems of developing countries.

THE EXCHANGE BATE REGIME

One of the major questions on which it was very difficult to secure agreement
was the exchange rate regime. The Outline of Reform stated categorically : “The
exchange rate mechanism will remain based on stable but adjustable par-
values... [and] countries should, whether in surplus or deficit, make appropri-
ate par value changes promptly.” Greater flexibility in exchange rates would
be provided through wider margins and simplified procedures for making small
changes in par value. Countries could adopt floating rates in particular situa-
tions, subject to Fund authorization, surveil’lance and review. This preference
for a norm of par values with greater flexibility was gradually modified in the
discussions of the Interim Committee. While France held that the monetary
system shou'd be based on par values, the United States held that this depended
on prior attainment of stable monetary conditions and that countries should
be alloweqd to have floating rates.

The fatlure of the second devaluation of the dollar in February 1973 showed
that it was not possible to restore a system of fixed par values under prevail-
ing conditions, That is why the present mixed system evolved. It combines a
high degree of éxchange stability for the currencies of the European common
float (the snake) in terms of each other, a floating dollar to which other curren-
cies were attached, and independent floating of other major currencies. From
the point of view of the exchange market. the present system has worked well.
It has avoided exchange crises involving the dollar of the type that occurred in
1971 and 1973. It has balanced the supply of and demand for do'lars in the ex-
change market, although not without large fluctuations in the dollar exchange
rates for the snake. In has had no obviously adverse effect on world trade, apart
from some problems affecting exports and imports of manufactured goods. These
are positive achievements in a very unbalanced world.

As long as the world is confronted by persistent inflation and large imbalances
in international payments, there is no alternative to a system of fluctuating
exchange rates combined with broader areas of exchange stability. The objec-
tionable aspect of the present system is not that exchange rates fluctuate, but
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that the dollar rates for the snake fluctnate too much. In the past three years,
the dollar rates for these currencies have risen and fallen alternately by 10 to
20 per cent over periods of three or four months. Such large fluctuations over
such short periods cannot reflect changes in underlying economic conditions—.
differences in relative inflation or in interest rates. They are primarily due to
speculative capital flows in anticipation of changes in exchange rates. The
excessive fluctuations of the dollar rates for the snake distort the pattern of
trade in manufactured goods. When the dollar is at a peak, the exchange rate
imposes an implicit tax on exports and a bounty on imports, When the dollar
is at its nadir, the tax and bounty effects are reversed. Moreover, these fluctua-
tions affect the competitive position of trade in manufactured goods in other
countries—not only for the United States and Europe, but also for Japan and
Canada as well as the developing eountries. With such large and erratic fluctua-
tions, the exchange rate cannot perform its fundamental function of bringing
about a pattern of trade based on comparative costs and a flow of capital based
on comparative profit and interest rates.

The difference in views on the exchange rate regime was finally resolved at a
meeting of the heads of States and Governments of the six largest industrial
countries at Rambouillet in November 1975 at which they agreed on the need to
work for greater monetary stability. In deference to the United States, the
communique stated that “this involves efforts to restore greater stability in under-
lying economic and financial conditions in the world economy.” In deference to
France, it stated that “at the same time, our monetary authorities will act to
counter disorderly market conditions, or erratic fluctuations, in exchange rates.”
At a meeting of the Group of Ten in December 1975, the ministers of finance and
central bank governors discussed these proposals to intensify consultation on
exchange rate movements and underlying factors affecting monetary stability and
they noted that their central banks were in the process of deepening and broaden-
ing consultations for the purpose of countering erratic fluctuations in exchange
rates. This understanding cleared the way for agreement at the meeting of the
Interim Committee in Jamaica to amend Article IV of the Fund statutes on the
exchange rate regime.

Under the amended Article, members will still have a general obligation to
collaborate with the Fund and other members to assure orderly exchange condi-
tions and to promote a stable system of exchange rates. The emphasis, however,
is shifted to doing this through economic and financial policies that foster orderly
economie growth with reasonable price stability. The specific exchange arrange-
ments a member may follow are any of those that prevail today. At present, 12
members of the Fund maintain the exchange rates for their currencies in terms
of the value of a unit of SDRs. Eight members in the snake maintain exchange
rates for their currencies in terms of each other within 234 of the ratios of their
central rates. The United States and a number of other members have freely
fluctuating exchange rates for their currencies. Most members of the Fund, how-
ever, link their exchange rates to another major currency, with more than 50
linked to the dollar and about 20 linked to sterling or the French franc.

The new exchange regime gives equal status to all present exchange arrange-
ments, although it would be possible to reduce the diversity in the future. The
amended Article states: “To accord with the development of the international
monetary system, the Fund by an 85 percent majority of the total voting power,
may make provision for general exchange arrangements without limiting the
right of members to have exchange arrangements of their choice consistent with
the purposes of the Fund.” More specifically, the Fund may determine that inter-
national economic conditions permit the introduction of a widespread system of
exchange arrangements based on stable but adjustable par values. To do this,
however, the Fund must first determine that underlying conditions are favorable,
taking into account price movements (inflation) and rates of expansion in the
economies of members (cyclical conditions and rates of growth). As further con-
ditions for establishing such a qualified par value system, the Fund would have
to be satisfled that there are adequate sources of liquidity and that arrangements
are made for prompt and symmetrical action by surplus and defleit countries in
adjusting their balance of payments, as well as arrangements for intervention
and the tveatment of imbalances, which may mean modes of settlement and
convertibility.

The procedure for establishing par values is set out in a separate schedule.
The Fund must notify members that par values may be established in terms of
the SDR or another common denominator it prescribes, but not gold or a cur-
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rency. A member may then propose a par value which will come into effect if the
Fund concurs or does not object within a reasonable time. A member that has a
par value will be obligated to maintain exchange rates for other currencies with
par values within 43, percent of the cross-rate parities. A change in an estab-
lished par value may be made only on the proposal of a member and only to
correct or prevent the emergence of a fundamental disequilibrium. A member
may terminate the par value of its currency by notifying the Fund. A member
that does not intend to establish a par value will have to consult with the Fund
to ensure that its exchange arrangements are adequate to fulfill its obligations
on maintaining orderly exchange conditions and promoting exchange stability.
If the Fund does not concur in a proposal for a par value or a change in a par
value, or if the par value is terminated, a member will be subject to the obli-
gation to consult with the Fund and fulfill the same obligations as a member
that does not establish a par value.

It may seem that the amended Article on the exchange regime has no practical
significance because it does no more than legalize the existing exchange system
and recognize the need for greater exchange rate flexibility. Even that is of
considerable importance, because it corrects a serious omission in the Bretton
Woods Agreement. As it has become clear in the past few years that the world
economy cannot be adapted to the system of fixed parities, it is necessary instead
to adapt the exchange system to the realities of the world economy. In practice,
the amended Article may give the Fund considerable influence on the exchange
rate policies of its members. After all, there must be more to the general obliga-
tion to collaborate with the Fund and other members in assuring orderly exchange
conditions and promoting stable exchange rates than to foster orderly financial
and economic conditions,

The amended Article is directed as much to countries with fluctuating exchange
rates as to those with par values. The Fund is required to oversee the inter-
national monetary system in order to ensure its effective operation and the
compliance of each member with its obligations on exchange rates. To fulfill this
function, the amendment states that “the Fund shall exercise firm surveillance
over the exchange rate policies of members, and shall adopt specific principles
for the guidance of all members with respect to those policies.” Under this pro-
vision, the Fund could adopt guidelines on fluctuating rates that would place
responsibility on members to avoid erratic and excessive fluctuations and to
moderate such fluctuations when they are not caused by changes in underlying
economic conditions. Such a responsibility eannot be one-sided, and intervention
to prevent erratic and excessive fluctuations would have to be made only after
consultation with the Fund and in cooperation with other members whose cur-
rencies are involved.

) GOLD AND SDES

The Outline of Reform stated that “the SDR will become the prineipal reserve
asset and the ro'e of gold and reserve currencies will be reduced” The difficulty
in securing agreement on gold was the difference in the views of the United States
and France, mainly on the right of monetary authorities to engage in gold transac-
tions at market-related prices. In the course of its discussions, particularly at the
fourth meeting on August 31, 1975, the Interim Committee agreed on abolition of
an official price of gold and elimination of the obligation to use gold in transaections
with the Fund and of the Fund’s authority to accept gold. It a'so agreed on the
sale of one-sixth (25 million ounces) of the gold holdings of the Fund for the
benefit of the developing countries and the sale of an equal amount to members
at the official price-of 85 SDRs an ounce (restitution). The interim Committee had
previously agreed that national monetary authorities should be free to enter into
gold transactions under specific arrangements that would ensure that the mone-
tary role of gold would be gradually reduced. At its August meeting it noted that
the Group of Ten had entered into such arrangements.

The comprehensive amendment will eliminate entirely the numerous provisions
on gold in the Fund Agreement. The official price of gold will be abolished. Pay-
ments in gold to the Fund by its members are now required for subscriptions,
repurchases, and charges. These will be replaced by payment in S8DRs or in cur-
rencies, The general increase in quotas that has just been agreed will not come

- into effect until the provision for part payment of subscriptions in gold has been
amended. Article IV has dropped any reference to countries that buy and sell
gold freely for international settlements, and the alternative form of convertibility
in gold in Article VIII will be changed. The sale of gold for the benefit of develop-
ing countries and the restitution of gold to members at the official price will be
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made under the existing powers of the Fund. The amended Agreement, however,
will contain enabling provisions under which the Fund could use the remaining
100 million ounces of its gold in restitution to members at the present official price
or in sales to the market at prevailing prices, with the profits used to augment its
general resources or to provide balance of payments assistance on special terms
to developing countries in difficult circumstances. Decisions on the use of profits
in the regular transactions of the Fund will require a 70 per cent majority of the
total voting power and on the use of profits in other operations and transactions,
presumably for the benefit of developing countries, will require an 85 per cent
majority.

The abolition of an official price of gold and the termination of gold transac-
tions between the Fund and its members are major steps in reducing the monetary
role of gold. The disposal of 50 million ounces in restitution of gold to members and
in the sale of gold for the benefit of developing countries will remove one-third
of the Fund’s holdings and replace them with usable currencies and SDRs. That
is a further step in eliminating gold from the Fund. On the other hand, it has been
said that the restitution of gold to members will increase its importance in their
reserves and that the arrangements of the Group of Ten, with the acquiescence of
the Fund, will facilitate a resumption of its use in international settlements.
Under these arrangements, to which other countries may adhere, the monetary
authorities of the Group of Ten will be allowed to buy and sell gold at market-
related prices, provided this does not involve pegging the price of gold or increas-
ing the total stock of monetary gold now held by the Fund and the Group of Ten,
The holding of gold reserves and their use in international settlements are the
essential features of the monetary role of gold.

In spite of the arrangements of the Group of Ten, it is very doubiful whether
gold will be much used in international settlements. Some central banks may be
willing to sell gold when confronted with serious payments probems if they
have alreay run down their reserves of foreign exchange and SDRs and have
difficulty in securing further reserve credit. The critical question about the use
of gold in international settlements is whether central banks will be ready buyers
of gold at market-related prices. Central banks are understandably reluctant to
acquire assets whose value in their own currencies is subject to sharp fluctuation
and that applies even more to go'd than to foreign exchange. Moreover, unless
the United States and other countries are willing to buy gold at market-related
prices, central banks may find that they acquired a reserve asset when they had
a surplus which they would be unable to use to settle a deficit. Some gold sales by
central banks might be arranged under repurchase agreements, but that would
in fact be a loan on gold coilateral rather than a true sale of gold. If countries
do sell gold to meet balance of payments deficits, it would probably be in moderate
amount in the free market and unless matched by purchases by other monetary
authorities, say, to restore gold previously sold, it would result in a gradual
reduction of the monetary stock of gold.

If termination of the monetary role of gold is conceived as requiring its elimi-
nation from the reserves of members of the Fund, then there is no prospect of
achieving this at any time in the foreseeable future. Apart from the fact that
gold retains its ancient mystique, so that some central banks like to show gold
holdings in their balance sheets, there is the problem of what to do with the
present stock of about 1 billion ounces held by countries outside the Communist
group. Such an amount cannot be sold in the free market, even gradually, without
causing a drastic fall in price, which central banks would find very disturbing.
Besides, there is no asset that central banks want to acquire in place of gold.
When silver was demonetized, central banks hastened to sell most of their hold-
ings in order to buy gold. They are certainly not going to dispose of a sizable
part of their go'd holdings under present conditions. They may sell minor amounts
in the free market from time to time to acquire needed foreign exchange or to
meet domestic industrial demand. As for the great bulk of their gold, it will
remain at the bottom of the reserve pile, part of the national patrimony but not
used except in times of great stress approaching a national emergency. °

It has been suggested that the simplest way to eliminate gold from reserves
would be by establishing a substitution account in the Fund through which mem-
bers would be able to exchange a part or all of their gold holdings. for SDRs
issued by the Fund for this purnose. Obviously, no country would exchange its gold
for SDRs at the official price. Nor would any country be willing to make such an
exchange at a market-related price un'ess it became absolutely necessary to sell
gold to meet a payments deficit and it found an exchange for SDRs at the current

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



144

free market price of gold a convenient method of doing this. That would require
an open-end substitution account rather than a once-for-all exchange. The fact
is that SDRs have not yet acquired the degree of international acceptance that
would induce countries to hold. them instead of gold or even instead of curren-
cies. At its Jamaica meeting, the Interim Committee asked the Executive Directors
of the Fund to continue their consideration of a substitution account for gold, but
without delaying completion of their comprehensive amendment. As this indicates,
there is no possibility of creating a substitution account for gold.

The future monetary role of gold will not be determined by rules designed to
insulate the monetary system from gold. That will certainly make gold a less
usable reserve asset, but even in this regard the gold policy of the United States
and other large trading countries is of greater practical importance. The mone-
tary role of gold will be determined by developments in the international mone-
tary system. Gold is very unlikely to resume its previous role as the primary
reserve asset into which other reserves, such as dollars, are convertible. But if
the international monetary system evolves toward a widespread use of par values,
and that does depend on achieving a high degree of price stability, a practical
method of using gold in international settlements in conjunction with other
reserve assets may be found, as through a Reserve Settlement Account. Although
that may seem contrary to all recent developments, the policies of Governments
are not immutable. On July 3, 1933, President Roosevelt sent a message to the
‘World Economic Conference in London in which he said:

“T would regard it as a catastrophe amounting to a world tragedy if the great
conference of nations, called to bring about a more real and permanent financial
stability and a greater prosperity to the masses of all nations, should, in advance
of any serious effort to consider these broader problems, allow itself to be diverted
by the proposal of a purely artificial and temporary experiment affecting the
monetary exchange of a few nations only . . . Let me be frank in saying that
the United States seeks the kind of dollar which a generation hence will have
the same purchasing power and debt-paying power as the dollar value we hope
to attain in the near future. That objective means more to the good of other
nations than a fixed ratio for a month or two in terms of the pound or the franc.”

Eight months later, the United States adopted the Gold Reserve Act of 1934
which fixed the monetary price of gold at $35 an ounce.

The Outline of Reform stated that the SDR would become the numeraire in
which par values will be expressed. The first step in this direction was taken on
July 1, 1974 when the definition of the value of a unit of SDRs was changed
from 1/35 of an ounce of gold to specified amounts of a basket of 16 currencies.
Such a change had become essential for the operations of the Fund after the
sharp rise in the free market price of gold. In fact, Annex 9 of the Outline of
Reform discussed various methods of valuing the SDR, includiug the one that
was adopted. The new valuation method has provided a convenient currency base
for countries that want to avoid the wide fluctuations in the exchange rates for
the dollar relative to the snake. As the dollar was one-third of the initial value
of the SDR and as a few other currencies in the SDR basket have changed rela-
tively little in terms of the dollar, the value of the SDR in dollars has fluctuated
within a moderate range of 3.5 per cent below and 4.5 per cent above its initial
value. The D-mark value of the SDR has fluctuated in a slightly wider range
between 2.7 per cent below and 6.3 per cent above its initial value. The amend-
ment to Article IV will make the SDR the common denominator of par values
uniess some other numeraire is adopted. There would be some technical problem
in using the SDR as now valued for the common denominator in a widespread
system of par values, particularly for the currencies in the basket, but that could
be easily adjusted.

The statement that the SDR will become the principal reserve asset is only a
hope for the distant future. The importance of SDRs in the aggregate of reserves
will grow gradually as further issues are made, particularly if the stock of
monetary gold is decreased and foreign exchange reserves increase relatively
little. The use of SDRs in international settlements, however, will certainly
become much greater if the SDR acquires more of the characteristics of a freely
usable reserve asset. The amended Articles will authorize the Fund to review
the rules for reconstitution at any time and to change these rules by a 70 per
cent majority of the total voting power. Countries will be free to deal in SDRs
without designation by the Fund and without showing a need to use them in
gettlement of deficits. The Fund will also have broader authority to designate
international and regional:institutions eligible to hold SDRs& and ‘'deal in them.
In short, with the amendment, countries will be able to use SDRs with complete

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



145

freedom as a true reserve asset, in much the same way as they used gold reserves
in the past and use foreign exchange reserves now. The improvement in the
reserve character of the SDR will have to be followed by a resumption of their
issues if they are to be much more widely used in international settlements.

RESOURCES FOR DEVELOPING COUNTRIES

The Qutline of Reform stated that in the light of the agreed objective to pro-
mote economic development, the reformed monetary system will contain arrange-
ments to help increase the flow of real resources to developing countries. One
suggested method was to link the issue of SDRs with development finance, either
through direct distribution to developing countries of a larger proportion of
SDRs or through allocation of a share of SDR issues to international and
regional institutions that provide development finance. It was generally under-
stood, of course, that even with the link the issue of SDRs would be determined
exclusively by the need for a trend growth of aggregate reserves. The Interim
Committee discussed this question at a number of meetings and reported a
diversity of views on the link, but agreed that it should be kept under active
study by the Executive Directors. This may be regarded as a polite parliamentary
way of shelving the proposal. If the Fund is to provide more resources for devel-
oping countries, it will have to be done in other ways, .

At the meeting in Jamaica the Interim Committee endorsed the long-standing
recommendation of the Executive Directors for a 32.5 per cent increase in quotas
rounded up to SDR 389 billion. By groups, the quotas of the oil-exporting countries
will be doubled, those of other developing countries increased proportionately
with the total, and those of the industrial countries increased less than propor-
tionately. There are, however, considerable differences among individual members
in the percentage increase in their quotas. As the general increase in quotas will
not come into effect until the amendments to the Fund Agreement have been
adopted, the increase in their use of Fund resources before then has been pro-
vided in another way. The Interim Committee has agreed that until the amend-
ments come into effect, the size of each credit tranche should be increased by
45 per cent so that total access under the credit tranches would be 145 per cent
(now 100 per cent) of the quota, with further assistance possible in exceptional
circumstances. The usual 25 per cent drawing limitation on the quotas in a
12-month period and a total of 100 per cent under all credit tranches, with fur-
ther drawings requiring a waiver, will be resumed after the quota increases
have been approved and accepted.

The Bretton Woods Conference adopted a number of resolutions in addition to
the agreements on the Fund and the World Bank. One resolution was particu-
larly related to the purposes of these institutions. It stated :

“The United Nations Monetary and Financial Conference recommends to the
participating Governments that, in addition to implementing the specific mone-
tary and financial measures which were the subject of the Conference, they seek
...1o reach agreement as soon as possible on ways and means whereby they may
best . . . bring about the orderly marketing of staple commodities at prices fair to
the producer and consumer alike.”

The Fund has long recognized that because of their very heavy dependence on
exports of basic commodities the developing countries are exposed to sharp fluc-
tuations in their payments position. That was the reason why the Fund estab-
lished a compensatory financing facility over ten years ago on which countries
could draw for the particular purpose of meeting a shortfall in their normal
export receipts. Since this facility was established some 30 developing countries
have drawn reserve credit of $1 billion in compensatory financing. The Interim
Committee showed great interest in increasing the availability of resoutces
through this facility. At the end of 1975, the Executive Directors decided that the
Fund would be prepared to authorize drawings up to 7' percent of a member’s
quota (previously 50 per cent), provided outstanding drawings are not increased
by more than 50 per cent of the quota {previously 25 per cent) in any 12-month
period. Larger drawings may be met only if the Fund is satisfied that a country is
taking measures to deal with its payments problem.

The Fund is committed in various ways to much larger use of reserve credit by
its members. To meet these commitments, the Fund will have to have more re-
sources, In part this will come later from the subseriptions to the general in- .
crease in quotas. The difficulty in the past has been that drawings have been
overwhelmingly concentrated on the currencies of the Group.of Ten. At a time of
unusually great need by its members, the Fund has had to resort to borrowing to
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meet their drawings—from the Group of Ten under the General Arrangements to
Borrow and more recently from the oil-exporting countries and other members to
fund the Oil Facility. If the Fund is to meet its large commitments in the future,
it must be able to use the currency of any member under appropriate conditions.
The amendment of the Fund Agreement will provide that the Fund’s holdings of
every currency should be usable in its operations in accordance with its policy—
presumably the currency of any country that has a payments surplus and ade-
quate reserves. Within the next six months, before the amendment comes into
effect, members will have to make satisfactory arrangements for the use of their
currencies by the Fund.

The most important new step taken by the Fund to help developing countries is
the establishment of the Trust Fund for their benefit, The resources of the Trust
Fund will come from that part of the profits of the sale of the Funds’ gold for the
benefit of developing countries which is not distributed to them directly in pro-
portion to their quotas. The resources of the Trust Fund will be augmented by
voluntary contributions and some countries have already stated that they will
make such contributions. The Trust Fund is being established and the initial sale
of gold for its benefit are both being done under existing powers. As the amend-
ment makes no provision for its permanent operation, its continuing operations
will depend on later increases in its resources. They could be increased from the
profits of additional sales of gold for the benefit of developing countries, and the
Fund will have such power under the gold amendment to the Articles of Agree-
ment. If this power is to be exercised, it can be done only with the approval of a
large majority of the total voting power. In any case, such ad@itional sales of gold
would not be made for four years—that is, after the first 25 million ounces are
sold. Additional resources could also come later from voluntary contributions by
members, The resources of the Trust Fund will be used to provide balance of
payments assistance on concessionary terms to low-income countries, initially
those with a per capita income not in excess of SDR 300 in 1978.

ROLE OF THE INTERNATIONAL MONETARY FUND

The first purpose of the Fund as stated in its Articles of Agreement is “to pro-
mote international monetary cooperation through a permanent institution which
provides the machinery for consultation and collaboration on international mone-
tary problems.” In the 80 years of its existence, the infinence of the Fund has
waxed and waned. Its influence declined in the past ten years as the Bretton
‘Woods system of fixed par values broke down and the international monetary
system passed through a series of crises involving the currencies of its largest
members, particularly the dollar. Nevertheless, the Fund remained the one insti-
tution through which all countries could collaborate in finding a solution to their
common problems, The fact that the agreed reform is being made through amend-
ment of its statutes is evidence that the Fund remains the central institution for
collaboration on international monetary affairs. The effectiveness of the reform,
however, will depend not only on these amendments, but on the influence of the
Fung in securing the collaboration of its members in restoring a well-functioning
international monetary system.

The most dramatic change is in the exchange system which was regarded at
Bretton Woods as the raison d’etre of the Fund. It should be emphasized that the
system of fixed but adjustable par values was a great advance over the gold
standard because it allowed a country to adjust the parity of its currency to the
state of its domestic economy rather than requiring the domestic economy to be
adjusted to a fixed parity that could not be changed except under the stress of a
great national emergency. Nevertheless, the Bretton Woods system was too inflex-
ible. It failed to recognize that conditions could arise under which many members
would be unable to determine or maintain an appropriate par value for an ex-
tended time. It is interesting to note that the Fund Agreement made provision for
suspending the general obligation of members to maintain exchange rates based
on existing par values in an emergency. (Article XVI, Section 1(a) (i).) If such a
suspension had been voted. its extension would have required the approval of the
Board of Governors and ultimately an amendment of the Fund Agreement. The
change in the established system of fixed par values was made without invoking
the emergency provision, but followed a process similar to that in Article XVI,
although over a much longer period. The amendment legalizing floating exchange
rates, without restricting the right of groups of countries to maintain stable
exchange rates for thelr currencies in terms of each other, corrects a defect in the

Bretton Woods system.
o N
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The Fund had only very limited powers to induce a member to change an
inappropriate par value and the fact is that some major currencies remained
undervalued or overvalued for extended periods. In this respect, the influence of
the Fund may be greater under the new exchange regime. The Fund has been
given the positive duty to oversee the international monetary system in order to
ensure its effective operation. It has a mandate to exercise firm surveillance over
the exchange rate policies of members and to adopt specific principles for the
guidance of all members on such policies. This responsibility applies to ecountries
with fixed rates as well as those with floating rates. Under these powers, the Fund
could establish standards for determining whether a surplus or deficit country
should undertake adjustment of its balance of payments through a change in the
par value of its currency on the basis of the changes in its reserves and in the
struecture of its balance of payments. Similarly, the amendment imposes on the
Fund the duty to set guidelines for countries with floating rates. While these
guidelines will have to be very broad, they should provide a basis for requiring
countries to avoid large fluctuations in exchange rates not related to changes in
underlying economic conditions.

Much of the influence of the Fund has come from its role as a provider of
reserve credit. The latest increase of quotas will greatly augment its resources.
The disposal of 50 million ounces of its gold holdings will provide it with SDRs
and currencies it can use in its operations. The liberalization of drawings on the
compensatory financing facility will be of great help to countries exporting
primary products, particularly developing countries, The Trust Fund for very
low income countries is an dnnovation. It will probably be maintained for an
extended time from the profits of further sales of the Fund’s gold, although that
will require a large majority of the total voting power. The increase in its re-
sources will make it possible for the Fund to have greater influence on the pol-
icies of its members. The Fund must make sure, however, that these resources
are used only for reserve credit to meet temporary deficits in the balance of
payments,

The main area in which relatively little progress has been made is in the
integration of the diversity of reserves and in the control of the growth of aggre-
gate reserves. The international monetary system will continue to have a mul-
tiplicity of reserve assets—gold, reserve currencies and SDRs—although very
little use will be made of gold and perhaps much greater use will be made of
SDRg in international settlements. So long as there is a multiplicity of reserve
assets, the international monetary system could be disrupted by changes in the
preference of countries for holding one rather than another reserve asset. For
obvious reasons, members of the Fund will not exchange their gold and reserve
currency holdings for SDRs, certainly not under present conditions. If the use
of the different reserve assets is to be integrated in the future, it will have to be
done by establishing a Reserve Settlement Account in which countries earmark
all of their reserve assets and use them pro rata in international settlements.
Such a reserve system is not feasible while the pattern of international pay-
ments is seriously unbalanced and perhaps not until there is a widespread system
of fixed par values.

The importance of SDRs as a component of aggregate reserves will become
greater when the Fund resumes making new issues. Even if the Fund were to
be cautious in the issue of new SDRs, it would be unable to control the growth
of aggregate reserves unless the growth of foreign exchange reserves were
halted. That would require countries to avoid increasing their foreign exchange
reserves. While there is much to be said for such a policy as a means of improv-
ing balance of payments discipline, it is not feasible so long as some countries—
at present, the oil-exporting countries as a group—have very large overall bal-
ance of payments surpluses and are increasing their holdings of reserves. Under
such conditions, the availability of foreign exchange to add to the reserves of
surplus countries provides an indispensable flexibility to the international mone-
tary system. When a well-balanced pattern of international payments is re-
stored, it may be feasible to control the growth of aggregate reserves. If that is
to be linked with settlement of payments deficits in reserve assets, it will be
essential to provide safeguards that assure the reserve currency countries that
their surpluses will also be settled in reserve assets.

In the long run the influence of the Fund will be determined by developments
in the world economy rather than by changes in its statutes. If the present mone-
tary instability subsides and countries are better able to fulfill their obligations
to maintain orderly exchange arrangements and ito promote exchange stability, -
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the Fund will have great influence through its oversight of the international
monetary system. Its standards and guidelines may give it greater influence on
the exchange policies of its members than the most rigid requirements on par
values and stable exchange rates. Furthermore, if the Fund is successful in
operating as & monetary authority providing reserve credit, and not as a supple-
mentary source of resources for development, it will be able to influence the
finaneial policies of its members to help them toward attaining greater monetary
stability and a better-balanced payments position, Ultimately, the influence of
the Fund will depend on what its members want it to be. In this respect, the
Council of Governors, if it accepts the responsibility, will be decisive. If the Fund
has the confidence of the Council, it will be able to perform the primary funec-
tion for which it was created—to be a center for international monetary col-
laboration in the interest of all its members.

STATEMENT RY PROFESSOR HENRY HAzLITT

I am gratified by -the privilege of submitting testimony to this distinguished
committee on the present proposed amendments to the IMF agreements.

My name is Henry Hazlitt. I am the author of fifteen books, most of them on
economic subjects, and one of them specifically on “What You Should Know About
Inflation.” From 1934 to 1948, I was a member of the New York Times Editorial
Board, and wrote most of that publication’s economic editorials. From 1948 to
1966, I wrote the signed weekly ‘“Business Tides” column for Newsweek magazine.
From 1966 to 1969, I wrote & twice-a-week internationally syndicated column for
the Los Angeles Times Syndicate. My book on foreign aid, “Will Dollars Save
the World?”, published in 1947, was condensed to 5,000 words by the Reader’s
Digest and published in all twenty of its international editions. I testified on the
original foreign aid proposals at that time at the request of both the House and
Senate Committees in charge of the implementing legislation.

The bill before your committee might most appropriately be labelled: “A Bill
to Promote Further American and World Inflation and Increasing International
Economic Chaos, and to Make it Almost Impossible for the World or Any Indi-
vidual Nation Ever To Restore a Sound Monetary System.”

This is not its actual title, Officially it is a bill “to provide for amendment of
the Bretton Woods Agreements Act, and for other purposes.” It is advocated by
the Treasury Department. Secretary Simon, testifying in its favor, ealled it “the
gsingle most important piece of legislation in the international monetary sphere
since the Bretton Woods legislation itself.” In one sense he was right. It would
work more havoc in that sphere than any legislation passed by Congress since it
accepted the Bretton Woods Agreements of 1944,

To view these latest proposals in perspective, it will help to recall a little his-
tory. Thirty-two years ago, a group of officials from some forty nations, under
the leadership of Lord Keynes of England and Harry Dexter White of the United
States, decided to set up a monetary system that would be a huge improvement,
they thought, over the classic gold standard because it would drastically reduce
the monetary role of gold. Only one currency, the U.8, dollar, would have to be
convertible into gold—and even then no longer at the demand of anybody who
held dollars, but only at the request of foreign central banks. All the other cur-
rencies were to be kept convertible merely into the dollar., With the dollar
anchored to gold, and all the other currencies tied to the dollar, stability would
be assured, and the need for gold reserves would be minimized. .

The system seemed to relieve every other country but the United States from
strict monetary discipline. If any country got into trouble it was assured almost
automatic loans and credit to bail it out. The agreement also provided that any
nation could at any time devalue its currency by up to 10 percent, and explicitly
stipulated that ‘the Fund shall raise no objection.” The real but unstated and
unacknowledged purpose of the Bretton Woods Agreements, as the present writer
pointed out at the time (in “The American Scholar,” Winter 1944-45) was “to
make resort to inflation easy, smooth, and above all respectable.”

As early as 1949 the system started breaking down. The British pound was
devalued 30 per cent on Sept. 18 of that year—from $4.03 to $2.80. Twenty-five
other countries devalued within the following week. In succeeding years there
were hundreds of devaluations of currencies in the Fund. e

What had been overlooked from the beginning was the erroneous increase in
the burden and responsibility that the Bretton Woods ag;angements put upon the
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United States, For the other countries could hold dollar reserves on the assump-
tion that this was just as good as holding gold reserves. But their currency
stability was, in fact, made dependent on the soundness of the dollar.

Yet successive U.S. governments remained completely oblivious of the gravity
of the responsibility we had assumed. Our officials kept undermining the dollar—
by foreign aid, huge domestic spending, chronic and mounting budget deficits,
and by pushing down domestic interest rates and increasing the money supply.
By 1968 we had practically ceased keeping the dollar convertible into gold,
even by central banks. And on August 15, 1971 we abandoned the gold standard
even officially.

Our repudiation of our solemn commitment was followed by mounting infla-
tion, devaluations, and monetary disorganization everywhere. There seemed no
longer any point in maintaining fixed exchange rates. There was not even any
agreement on what they could be fixed to.

So what is our government now proposing as the cure? It is proposing to inten-
sify everything that caused the disease.

The chief effect of the International Monetary Fund from the beginning has
been to serve as an engine of inflation. The IMF is to be continued. Not only
that; it is to be given more resources to play with. The United States is to be
asked to turn over enough more dollars to increase its quota in the Fund by the
equivalent of 1,705 million Special Drawing Rights (SDRs). And the IMF is to
have its powers of inflation increased still further by being allowed to create
more SDRs and by the relaxation of certain rules to make the SDR “a more
usable asset.”

‘What is an SDR? It is paper money—a credit on a book—and it is to be issued
as a ‘“reserve” against national paper currencies. What is an SDR worth? That's
an interesting question. When originally created in 1968, it was deflned in terms
of gold—though never convertible into it. It is now defined “in terms of a weighted
basket of the market exchange rates of 168 major currencies, with the dollar rep-
resenting approximately one-third of the basket.” So even the nominal value of
the SDR is changing every day and even every hour. But suppose you wanted to
convert it into something definite? Something you could measure, weigh, feel,
touch, or bite. What is par? You still don’t seem to get the idea. It has no par.
And the basket of currencies in terms of which it is defined has no par. The Ameri-
can dollar, one-third of that basket, is no longer to have any par. Nor any other
currency. Now do you understand?

And yet, Secretary Simon tells us, the U.S. and other members under the new
legislation accept “an obligation . . . to collaborate with the Fund toward the
objective of making the SDR the principle reserve asset of the international
monetary system.” It is not only to be “an asset” but the “unit of account.”

How ecan it serve as an asset and a unit of account when its own value is
constantly fluctuating, and has to be recalculated every minute? Tomorrow, say,
the German mark rises in terms of the dollar and the dollar correspondingly
declines in terms of the mark. Has the mark risen or the dollar fallen? In olden
days. when we had par values and gold standard, the answer was easy and
immediate, and suggested who should take the appropriate corrective steps. But
now? Ah yes, we have the SDR. the “unit of account.” But the value of the SDR
is itself determined by the value, among other currencies, of the mark and the
dollar, and has just been changed by the change in their value. Talk about
relativity ! Which is measuring which? Which is the image and which the mirror.
Have we entered Wonderland? Or a lunatic asylum?

‘What is to happen to gold, which for centuries served this international unit-of-
account function among others? Gold is to be treated as if it were something
far more dangerous than beroin. We quote from the summary of Secretary Simon :
“The new provisions of the IMF Articles of Agreement also promote the process
of phasing gold out of the system—by abolishing the official price of gold and
gold’s role as common denominator of the system, by eliminating all requirements
to use go'd in transactions with the Fund, and by providing specific authority
for future disposal of the Fund’s gold holdings.”

That isn’t all. Not only must gold continue to be dumped on the market, depress-
ing the price so that our monetary mismanagers can avenge themselves on the
“gold bugs”—that is, on the people who seek a refuge for their otherwise evaporat-.
ing paper money savings—but government or central bank buyers must be
prevented from entering the market as buyers.

As Secretary Simon says elsewhere, in addition to the present proposed legisla-
tion, “4mportant side arrangements have been agreed among the Group of Ten—
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the major gold-holding nations—to assure that gold does not re-emerge as a major
international monetary asset.” Their understanding provides that participating
nations “will not act to peg the price of gold” and “will agree not to increase
the total stock of monetary gold.” That is, they will agree not to be buyers, no
matter to what temptingly low levels the IMF sales reduce the price of gold.

The Fund is to be “prohibited from accepting gold except by specific decision,
by an 85 per cent vote.” It is to be “empowered to dispose of its remaining gold
holdings,” and it is to be turned in effect into another giveway agency. The
proceeds of its gold sales are to be “used for the benefit of developing countries.”
Let us remember that it is the American people’s gold that is to be simply given
away.

This is madness. Currencies are depreciating and in chaos everywhere because
the world’s monetary managers and officeholders, and specifically our own, did
not have the integrity to abide by the requirements of the gold standards. So now,
instead of acknowledging that this was mainly if not solely the result of their
own bad faith and endless issuance of excessive paper money, they seek to make
the gold standard itself the seapegoat, and to get legislation passed that would
immensely increase the harm already done and tend to perpetuate international
currency chaos.

If we ask what should be done instead, the first and main part of the answer
is simple. Abolish the IMF. It has been from the beginning mainly an engine
promoting international inflation, Whatever stabilizing function it may once
have served ceased completely on August 15, 1971, whn the U.S. openly abandoned
gold convertibility for the dollar. The IMF’s continuance now is inexcusable.

Gold, the only real asset of the Fund, should not be sold, but should be returned
to the individual nations that originally turned it over to the Fund. It should
be given back in proportion to each nation‘s present quota in the Fund. Na
further printing of SDRs should be permitted. Outstanding SRD’s should be
cancelled, and their holders compensated in gold at approximately the closing
open market price of that metal (in terms of SDRs) on the day before the
decision is reached and announced. This gold would be deducted pro rata from the
amounts each country would otherwise receive back from the Fund in proportion
to its quota.

Then each country would be on its own, and once more fully responsible for the
soundness of its own currency. If it got into trouble, it could claim no automatic
credit from other countries, but would be obliged to turn to private creditors.
That might do something to restore discipline.

Inflation in most individual countries would no doubt continue for a while, but
countries would at least cease exporting their inflations to each other.

For a variety of reasons, government return to a gold standard would probably
not for a long time be practicable. But what Congress can and should do imme-
diately is to provide that contracts calling for payment in gold (or, for that
matter, in silver, platinum, or what not) voluntarily entered into by private
parties, shall not onty be legal but enforceable in the courts. When governments
can no longer compel everybody to do business in their depreciating paper
currencies, the prospects for monetary reform will be appreciably nearer.

Mg. YEO'S ANEWERS TO QUESTIONS SUBMITTED BY MEMBERS OF THE SUBCOMMITTEE

Question 1. How will the system of floating exchange rates be managed under
the Jamaica agreement? How will countries who ignore the Fund’s principles be
called to account? What would you recommend that the United States do to
make certain that the IMF does in fact exercise firm surveillance over the ex-
change rate policies of members? By accepting these amendments and the quota
increase is the TUnited States relinquishing bargaining leverage which could
be used to promote adoption of sound adjustment principles?

Answer. The new Article IV sets forth members' general obligations to pursue
underlying economic stability and to avoid action to manipulate exchange rates
or the system to prevent effective balance of payments adjustment or gain
unfair competitive advantage over other members. The Article specifies that
countries may adopt exchange arrangements of their own choosing, subject
always to their general obligations, It direets the IMF to oversee the operations
of the system and the compliance of members with their obligations. And it
directs the Fund to exercise firm surveillance over members’ exchange policies
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anil ;,wo establish principles for the guidance of members with respect to those
policies.

These obligations and principles will form the basic framework for opera-
tions of the system. The IMF will have a variety of means for assuring that
the principles are followed by members once they are agreed: informal consul-
tations; informal reports on members’ policies; published reports. Ultimately, if
a member ignored the IMF's recommendations, the IMF could suspend its rights
to use IMF resources or require the member to withdraw from the IMF, The
IMF is directed by the proposed new Article IV to exercise “firm surveillance”.
This is the desire of the IMF membership, and the U.S, will press in the IMF
for the effective application of this provision.

Acceptance of the amendment does not mean that the U.S, is relinquishing
“bargaining leverage” for adoption of sound adjustment principles. To the con-
trary, recommendations for adjustment are likely to be much more effective
and acceptable if they come from an international organization rather than
from an individual country; and the amendment will provide the essential legal
framework for development of needed prineiples in the IMF. U.S. failure to ac-
cept the amendment would negate this agreed legal framework and would
seriously undermine our ability to negotiate with others on monetary matters.

Question 2, Under the proposed new Article IV of the Articles of Agreement,
each member country undertakes an obligation to direct its economic and fi-
nancial policies toward the objective of fostering orderly economic growth
with “reasonable price stability”. What is the meaning of that undertaking?
What is meant by “orderly economic growth” and “reasonable price stability?”
There is little, if any consensus in this country about the meaning of those
goals, about the relative burdens of inflation and unemployment. How can we
expect any consensus onh this point in the international community when there
are widely divergent views on the relative importance of inflation and unem-
ployment and, hence, about the direction of economic policy? How is the IMF
to decide, in light of this divergence of view, whether a country is “fostering
orderly economic growth with reasonable price stability” and, hence, whether
a country may have access to IMF credit?

Answer. The philosphy of the new Article IV is that monetary stability re-
sults, not from maintaining (or trying to maintain) par values, but from de-
veloping conditions of underlying economic and financial stability in IMF
member countries.

As part of this fundamental orientation each member undertakes an obliga-
tion to “endeavor to direct its economic and financial policies toward the objec-
tive of fostering orderly economic growth with reasonable price stability, with
due regard for its circumstances.”

Obviously there can be no single simple definition of “orderly economic growth”
or “reasonable price stability” which would cover all nations and all time
periods. Orderly economic growth might not mean exactly the same thing for the
U.S. economy and for that of Papua-New Guinea, to take the largest and one
of the smallest members. Nor might reasonable price stability be the same in
the context of 1970’s, for example, as in the early 1960’s. .

These two specific phrases are objectives against which nations policies are to
be measured and their performance tested. But the assessments must be on a
case by case basis taking full account of the individual country’s situation.
Such assessments will reflect the judgment of the IMF—through its Executive
Board and perhaps other IMF hodies—based on case study, and thorough ex-
amination of all circumstances. Only in thig way can it be determined whether a
country is fulfilling its obligations to work toward economic and financial
stability. .

Question 3. Under the proposed amendments, the Fund is called upon to adopt
“specific principles” for the guidance of menibers with respect te exchange rate
practices? What principles are likely to emerge? Why weren’t they a part of the
new agreement? Does their alsence mask fundamental differences in attitude
and approach? If so, is there any reasonable expectation of their being ironed
out in the future? What principles should govern exchange rate practices?

Answer: Specific IMF principles to be established under proposed new Article
IV have not yet been agreed. However, the fundamental approach is fully agreed
and is specified in the new Articles; this fundamental agreement will form the
basis for development of specific principles. The IMF Executive Board is begin-
ning its work on specific principles, with a view to putting them in place when
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the amended Articles take effect. In developing these principles, it will be impor-
tant to preserve a substantial degree of flexibility and adaptability. This is one
reason why it was not considered desirable or appropriate to write specific guide-
lines into the new Articles—the Articles constitute a constitution, not a con-
tract. Flexibility is needed for several reasons:

The basic procedural approach may be changed, e.g., through a decision to
apply par values (by an 85 percent majority).

The individual characteristics and circumstances of each country must be
taken into account on a case-by-case basis, within a general framework of
agreed objectives and obligations.

The system, countries’ perceptions, and international guidelines must be
permitted to develop and evolve as the world economy evolves,

The important points are that the basic approach must be right, and that we
avoid such precision and rigid detail in establishing the overall framework that
the system exceeds its bounds because of the inability of the rules to adapt to
real, compelling needs. This is what happened under the present par value pro-
visions of the IMF Articles. The par value system could not be sustained, but no
other system was legally tolerated. The consequence was a breakdown of com-
pliance with the law. This is an extremely dangerous, potentially infectious situ-
ation. We are fortunate that countries have maintained the collaboration and
“cooperation that have developed with 30 years of adberence of the purposes of
the Fund. But the rule of law, and one that respects the dynamics of the world
economy, must be restored.

Question 4. In 1972 Secretary Shultz proposed at the annual IMF meeting
that the level of reserves might be used to indicate whether a country was fol-
lowing an appropriate adjustment policy. That was under a pegged rate system,
of course, but some economists have proposed that a reserve-level indicator
would also be useful under a system of managed floating. In your opinion would
it be useful to have objective indicators or “presumptive guidelines” for judging
the appropriateness of exchange rate policies of IMF members?

Answer. Some role for objective indicators or “presumptive guidelines” may
prove useful and appropriate as part of the process of reaching judgments about
exchange rate policies, and this question will be considered carefully as the
principles to be established under Article IV, Section 3 are developed.

Question 5. One of the problems with the floating exchange rate system is
that the rates fluctuate too, widely. Do you have any suggestions for reducing
fluctuations, for dealing with “disorderly market conditions?

In that regard, what role should bilateral or other arrangements outside the
IMPF, play in helping other countries meet balance of payments difficulties? The
recent Group of Ten $5.8 billion loan to the U.K. is an example of assistance
outside the Fund. To the extent that such assistance permits a country to avoid
changes in its economie policies doesn’t it undermine the very purpose of the
amended Articles, viz, to force a country to adjust its economie policies in order
to foster orderely economic growth?

Answer. Implicit in the first question is the view that “fluctuations” in ex-
change rates are an indication of “disorderly market conditions.” This is not
necessarily true. Fluctuations can represent perfectly rational and desirable
market responses to changing economic and financial conditions. If rates fluctu-
ate widely, it is likely to be because the underlying economic trends in the
countries concerned are diverging widely. The way to reduce the wide fluctua-
tions is for countries to achieve the orderly underlying conditions that are
prerequisite for exchange stability. That is the philosophy of the new Article IV.
It will also discourage those economically irrational situations known as “dis-
orderly market conditions.”

Both multilateral and bilateral balance of payments financing should be di-
rected at the same objective—promoting a smoothly functioning international
monetary system in a manner consistent with members’ obligations in the IMF.

The IMF provides medium-term financing (usually 3 to 5 years), normally
conditional and keyed to an economic program designed to correct the problem
causing the need for the financing, usually requiring weeks or months to arrange,
and multilaterally negotiated and implemented through the institution of the
Fund. Credit from the Support Fund, supplementing the IMF, would also be
made available on a medium-term basis and only in connection with policy con-
ditions. Bilateral currency swaps such as the credit package recently arranged
for the U.K., provide short-term financing (usually 8-6 months), normally
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-aimed at dealing with disorderly market conditions, can be mobilized quickly in
event of emergency, and are implemented through one or several bilateral agree-
ments, Somewhat more extended bilateral credit may also be appropriate in cer-
tain ¢ircumstances, as is diseussed in more detail in the answer to question 17.

The two types of arrangements thus differ in term and character, and in all
cases should be complementary, not competitive. This complementarity was
recently exemplified by the recent $5.3 billion swap with the United Kingdom,
where the funds were made available for a maximum of six months to the U.K.
to deal with a disorderly foreign exchange market. However, if funds could
not otherwise be repaid within that period, the U.K. would draw from the IMF,
undertaking the economic program necessary for such drawings. In other words,
if the U.K. financing needs turned out to be not just a result of disorderly
markets but something more fundamental, the U.K. would adopt the needed
corrective measures.

Question 6. Although the amendments legitimize floating rates and leave
members free to select their exchange rate arrangements, there is a provision
for the Fund, by an 85 percent majority vote, to reingtate a general par value
system. Under what circumstances if any, would you recommend that a general
system of par values be reinstituted?

Answer. We do not at present foresee circumstances that would lead the
United States to recommend adoption of a general system of par values.

Question 7. The IMF has already agreed to dispose of 14 of its total gold
holdings, with l4th to be restituted to Fund members and the proceeds from
sales of the other 5th to be allocated to a Trust Fund for the benefit of develop-
ing countries. The overall goal of the amended Articles is to phase gold out
of the international monetary system entirely. How, and under what circum-
stances, should the remaining gold holdings of the IMF be disposed of? Is
there any agreement on that among Fund members right now?

Answer. Decisions on the disposition of the remaining 100 million ounces of
IMF gold holdings have not been considered. The proposed new Articles (Article
V, Section 12) provide that the IMF may, by an 85 percent majority vote, decide
to dispose of these holdings by sales at market-related prices or sales at the
book value of approximately $42 per ounce to IMF members.

Question 8. What factors or principles will govern the rate of Qisposition
of the %4th of the Fund’s gold holdings which the Fund has already decided to
sell? Is there a danger that the Fund will be under pressure from, say, France
and South Africa, to go slow in disposing of those holdings in order not to
depress the price of gold? What is the United States attitude in that regard?
Will the U.S. go along with any attempt to stagger or delay IMF gold sales
in order to avoid depressing the price of gold? Is there anything to prevent the
Fund from behaving in that fashion? And won’t the same concern, namely, fear
of depressing the price of gold, generally tend to slow down future IFM dis-
positions of its gold holdings?

Answer. The IMF has decided that the 4th of Fund gold holdings (25 million
ounces) to be disposed of for the benefit of developing countries will be sold
over a four year period. Of the 16 auctions planned for the first two years, two
have been concluded and the third is scheduled for September 15.

It is the United States’ view that the best technique for disposing of the
gold is through a series of regularly scheduled auctions, along the lines followed
thus far. In that way, the amounts are sold over a reasonable period and do
not have an exaggerated market impact, and the market knows what to expect.
In our view, markets function best when uncertainty is reduced, and the IMF
will obtain a greater return for its gold than if there is uncertainty about what
the IMF plans to do. With regularly-spaced auctions, the IMF will sometimes
get a relatively high price, sometimes a relatively low price, but over the whole
period will get a fair price as determined by market forces.

The United States and other countries have agreed to eliminate the official
price of gold and not to try to peg the price at any particular level. It follows
that we do not think there is a particular price of gold that is “correct”, nor
would we regard any particular price as “too low” or “too high” if determined
by the market. We would not favor delaying the planned gold sales on grounds
that the price has declined. It should be emphasized that neither the IMF nor
the U.S. has a price objective for gold—no one is trying to drive down the market
price of gold. The purpose is simply to convert the 25 million ounces of IMF
gold into usable currencies, in an orderly way, for the benefit of the IMF
General Account and the Trust Fund.
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It would be a mistake to exaggerate the impact of IMF gold sales on the price.
During 1973 and 1974 the price of gold rose sharply, from around $65 per ounce
to nearly $200. Since then, the price has declined for a variety of reasons:
Americans failed to buy large amounts for investment--as some had antici-
pated—when prohibitions were removed; industrial and jewelry demand fell
sharply when the price was high; recession in major countries reduced demand;
better performance with respect to inflation restored confidence in certain cur-
rencies; and balance of payments deterioration in major producing countries
reduced the prospects of withholding supplies. The IMF sales added only a
moderate amount to total supplies coming on the market—which, even with
IMF sales, are below the levels of a few years ago.

Question 9. Will the agreements actually result in phasing gold out of the
international monetary system? The Group of Ten arrangement, under which
the major industrial countries agreed to limit their total gold purchases and
not to peg the price of gold, lasts only two years. If the Group of Ten arrange-
ment expires, will the place of gold as a reserve asset be likely to grow? Should
the United States press for an extension of that arrangement? Why was it
limited to two years? What additional measures should be taken to reduce the
role of gold in the monetary system?

Answer, The U.S. believes that the agreement effectively places gold on a
one-way street out of the monetary system. The Group of Ten arrangement is a
transitional safeguard, designed to protect against possible reemergence of a
central role for gold during a period in which the basie legal position of gold
under the IMF Articles is being changed importantly, and while the process of
disposing of IMF gold is getting underway. An initial period of two years for
these arrangements appeared reasonable and was generally satisfactory.
‘Whether the arrangements should be extended beyond two years will have to
be decided in the light of circumstances and experience toward the end of the
two year period. In any event, we do not believe additional measures are needed
at this time. Current experience is providing convincing evidence of the un-
suitability of gold as a basis for the monetary system.

Question 10. There has been some discussion of “substitution accounts” as a
means of consolidating reserves and thereby reducing the risk of sudden shifts
from one reserve asset to another. The IMF’'s Committee of Twenty recommended
establishment of a “substitution account” in the Fund for members to exchange
gold or reserve currencies for SDRs, but the Jamaica agreements did not include
a “substitution account”. Do you favor the establishment of “substitution ac-
counts” as a way of reducing the risk of sudden shifts from one form of reserves
to another? Would “substitution accounts” tend to reduce the role of the dollar
as a reserve currency, and, in your judgement, would that be good or bad for
the United States? Would amendment of the Articles be necessary before “sub-
stitution accounts” ecould be established in the IMF? .

Answer., The question of a possible “substitution account” for currencies and
gold was studied by the IMF’s Committee of Twenty, in the context of a mone-
tary system based on par values and official convertibility of currencies into
other reserve assets, The C-20 did not reach a decision on the desirability of
such an account, nor did it recommend the establishment of such an account.
Since the C-20 deliberations, the system has evolved substantially, away from
the par value/official convertibility orientation that was the focus of much of
the C-20’s work, and the possible roles and purposes of a substitution account
have become less clear. Partly as a consequence of this evolution, interest in
the subject has diminished, and proposals for creation of a substitution account
were not a major part of the Interim Committee’s work. The Interim Committee
agreed that the subject should be kept under study, but did not include it in the
package of amendments that has been agreed upon.

Question 11. The Jamaica agreements state that the SDR should become the
principal reserve asset. Do you agree with that objective? If so, what measures
need to be taken to make the SDR the principal reserve asset? If not, what
should the principal reserve asset be?

Answer. The United States and the rest of the IMF membership have agreed
“to collaborate to ensure that their policies on reserve assets are consistent with
making the SDR the principal reserve asset in the system.”

The proposed amendments incorporate major changes in the provisions re-
lating to the SDR to make it a more important and useful instrument
Specifically :
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The SDR replaces gold as the main instrument for IMF transactions.

The SDR replaces gold as the numeraire of the system, the unit of
account for the IMF.,

Provision is made for changing the procedure for valuation of the SDR
if that becomes desirable in light of the evolution of the system.

The scope for voluntary transactions in SDR by members, without meeting
the requirement of balance of payments need, has been greatly enlarged.

The provisions for prescription by the IMF of various types of transac-
tions in SDR have been eased.

The concept of “other holders” (i.e., entities that are not participants in
the SDR facility but who may accept, hold and use SDRs in transactions)
has been broadened, and the variety of transactions that other holders may
engage in has been liberalized.

The rules for designation of countries to accept SDRs may be changed at
any time, and not only at five-year intervals as at present.

The rules for reconstitution (repurchase of SDRs to restore holdings to
at least 309% of allocations on average over 5 year period) may be reviewed
at any time, not only at 5 year intervals, and may be changed by a 70 percent
majority vote instead of 85 percent.

All countries must collaborate to ensure that their policies on reserve
assets are consistent with making the SDR the principal reserve asset in
the system.

Together these changes represent a major liberalization of the rules applying
to the SDR, a major increase in its use in the IMF, both as a transactions
medium and as unit of account. At this time, SDRs represent a relatively small
portion of total assets included in nations’ monetary reserves—consisting also
of members’ IMF positions, gold and foreign exchange holdings—and we do not
foresee a major change in this situation at this point, More radical proposals
discussed during the reform negotiations for expanding the role of the SDR—
for example by substituting SDRs for currency balances—did not command
widespread support at the present stage of monetary evolution.

Question 12, The Jamaica agreements have been criticized for failing to pro-
vide an effective system for controlling the growth of international liquidity,
and therefore contributing to world inflation. Is this a serious problem which
should be given high priority in future negotiations? What arrangements would
you suggest for controlling international liquidity? Does the increase in quotas
and the increase in IMF special credit facilities add significantly to international
liquidity ? What about the Eurocurrency markets-—should they be included in a
system to manage international liquidity?

Answer. Some have expressed concern that the new system does not establish
formal IMF control over the level and growth of international reserves. This
matter was discussed at great length in the reform negotiations. But no group,
neither the developing countries, the oil exporters, nor the industrial nations
showed any willingness to accept the restrictions on their ability to borrow,
lend, or acquire currencies that would be necessary to establish quantitative
limits on reserves. There is in addition considerable doubt in many quarters
that placing such power of decision in an international body would be either
effective or desirable. An attempt to do so would be likely to result only in long
and inconclusive negotiations that could postpone, possibly indefinitely, the
badly needed revision of the Fund Articles on which international agreement
has been reached. At the very least, the time for such a move would appear
to be well in the future, not now., The proposed increase in IMF resources
is not large in terms of total reserves, but it is particularly significant in that
it will enable the IMF to maintain its role as a providor of conditional credit to
its members, to compliment needed programs of balance of payments adjustment.

Question 13. At Jamaica and in other recent decisions, the IMF has adopted
and expanded so-called “special facilities” which provide credit to member
countries in addition to normal IMF credits. The “special facilities” include
the Compensatory Financing Facility, the Buffer Stock Facility and the
Extended Fund Facility. In addition, a Trust Fund has been established
to distribute to developing countries on a concessionary basis the pro-
ceeds from the sale of one-sixth of the Fund’s gold. These arrangements raise
concern that the Fund is being converted into an aid-granting agency. Is the
IMF being used to extend foreign aid without going through the process of
Congressional authorizations and appropriations? Are these new functions con-
sistent with the purposes of the Fund?
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Answer. The IMF is not becoming an “aid-type” institution. While the IMF
has established several “special” facilities, some of which are directed to balance
of payments financing problems of a sort more characteristic of developing
countries than of industrial nations, it is important to note that:

In all cases, financing is provided to meet balance of payments needs and
not for project or other development programs;

The IMF requires economic and financial policy conditions appropriate
to the particular payments problems for which the facility is designed and
to the economic circumstances of the country concerned; and

In no case is use of any IMF facility restricted to developing countries.
Consistent with the Fund’s basic principle of uniform treatment of mem-
bers, use is open to any IMF member whose payments problems and needs
fulfill the requirements of the particular facility.

With respect to the special facilities of the Fund

The oil facility was used much more heavily by developed than by devel-
oping members ;

The buffer stock facility has been used only in very limited amounts, by
only five developing members in connection with one international buffer
stock (tin), but is open to any member that gualifies.

The compensatory finance facility is designed mainly for producers of
primary products and has been drawn upon by both developed and developing
countries;

The extended Fund facility has been drawn upon twice, in both cases by
developing members, but would in principle be open to any member imple-
menting a major program of structural balance of payments adjustment;

The temporary expansion of access to the regular IMF resources applies
to all members, on the basis of the IMF regular conditions,

The Trust Fund—designed to provide emergency balance of payments support
to the poorest members on highly concessional terms—does represent a depar-
ture in that it is limited to a particular group and will provide financing on con-
cessional terms. It is for this reason that it is a separate legal entity, with no
IMF liability involved. Its purposes are the same as the IMF’s in that it wiil
provide balance of payments financing, and it will provide financing only when
IMF requirements of balance of payments need and policy conditionality are
fulfilled.

Question 14 The debt of developing countries has been growing quite rapidly
in recent years, Isn’t the level of indebtedness and debt service becoming a
severe problem, and if so, does it help to ease the access of these countries to
IMF credit? Would it be better to allocate SDRs to meet part of the need?
Should future issues of SDRs be linked to development finance? Should SDRs
be allocated to the World Bank and to regional development banks, as some
economists have proposed?

Answer, The debt problem of developing countries will not in our view be
helped by creating large amounts of unconditional liguidity, for example by
SDR allocations, at this time. There has been massive financing of balance of
payments deficits in recent years. The need now is for greater emphasis on ad-
justment, facilitated by conditional financing—for example, through regular
IMF credit.

It would be a mistake to agree to “link” the SDR to aid or development financ-
ing, through development lending institutions or otherwise. A link would seri-
ously undermine the SDR, and shift its basic character from a monetary instru-
ment to an aid instrument. We are opposed to any such link, The SDR-aid link
is not included in the package of proposals.

Question 15. The Fund is in the process of selling one-sixth of its gold for the
benefit of developing countries. Would you favor or oppose further sales of Fund
gold beyond the amount already being sold? If so, should the same formula be
used? I have in mind the provision whereby the larger middle income countries
have been permitted to skim off some of the cream before the poorest countries
get their share, the so-called “direct access” question.

Answer. We would hope that the TMF would eventually dispose of all of its
gold holdings, although we have no specific pronosals at this time for sales
beyond the amounts that have already been agreed, nor for the techniques that
should be used for such sales.

Question 16. Why do we need the Exchange Stabilization Fund at all? Its
original purpose was to stabilize the exchange value of the dollar. Efforts to
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stabilize the dollar’s exchange value would be inconsistent with the goals of the
amended IMF Articles, wouldn’'t they? In what circumstances, then, should the
resources of the Exchange Stabilization Fund be used?

Answer. The Exchange Stabilization Fund, since its establishment in 1934,
has been an important tool in carrying out U.S. international monetary and
financial policy to promote a smoothly-tunctioning world economy, While U.S.
participation in the Internationai Monetary Fund provides the core of U.S.
international monetary cooperation, the ESF has continued to serve an ex-
tremely useful role in complementing the work of the IMF. Indeed, it was the
Bretton Woods legislation in 1945, authorizing U.8. participation in the IMF,
that established the ESF as a permanent fund, with Congress expressly recog-
nizing the need for its continued existence.

While the ESF in the past was used in the context of a par value system, to
stabilize the exchange value of the dollar, the ESF will continue to have an im-
portant function under the new monetary arrangements.

A central principle of the proposed amendments to the IMF Articles of Agree-
ment is that orderly exchange arrangements can best be assured by fostering
orderly underlying economic and financial conditions and an international mone-
tary system that does not produce erratic disruptions, Within this context, each
member ‘“undertakes to collaborate . . . to assure orderly exchange arrangements
and to promote a stable system of exchange rate.” Consistent with the current
international exchange arrangements—where the exchange value of the U.S.
dollar is determined by market forces and is not maintained at any particular
rate relative to one or more other currencies—and our obligations under the
amended Articles of Agreement, the Secretary of the Treasury will need: the
capability to counter disorderly exchange market conditions. Use of the ESF
to promote a smoothly-functioning international payments system in the future
will continue to be adapted to reflect the evolution of the international monetary
system and the U.S. obligations in the IMF.

Question 17. The bill amended in the House to delete the provision of the Gold
Reserve Act of 1934 requiring an annual audit of the Exchange Stabilization
Fund, substituting therefore a requirement that the Secretary of the Treasury
make an annual report on the operations of the Fund to the President and to
the Congress. Why shouldn’t the Exchange Stabilization Fund, which after all
is a $2 billion plus resource, be subject to an audit of all its operations? And
why shouldn’t its use be restricted to short-term lending exclusively, so that it
doesn’t compete with the IMF?

Answer. Due to a technical error in the comparative type of H.R. 13955 in both
the House Committee on Banking, Currency and Housing and the Senate Foreign
Relations Committee reports, it appears in those reports that Section 10 of the
Gold Reserve Act of 1834 is being amended by H.R. 13955 to substitute an annual
report of the ESF by the Secretary of the Treasury for the prior statutory re-
quirement of an annual audit of the ESF. In fact, this change in Section 10 of
the Gold Reserve Act was made by P.L. 91-599, December 20, 1970. H.R. 13955
does not change the existing statutory audit requirements.

In 1970, Congress amended Sections 10{(a) and 10(b) of the Gold Reserve
Act to:

(1) Delete from the Gold Reserve Act the provision requiring a Treasury
audit of the ESF and substituted a requirement for an annual report on
the operations of the ESF by the Secretary ; and

(2) Provide for a GAO audit of the ESF’s administrative funds.

Treasury in fact has continued to conduct annual audits of ESF operations,
despite the repeal in 1970 of that requirement. Two audits are made of the ESF:
one, by an Audit Committee selected from the audit staffs of Treasury bureaus
not connected with the ESF; and, the other, by the departmental staff of the
Office of the Secretary. The Audit Committee’s Report is made part of the Annual
Report of the ESF submitted by the Secretary to the President and the Congress.

~In authorizing the GAOQ audit of ESF administrative expenses, the Congress

fully recognized that an outside adudit of ESF operations might hinder im-
mediate and responsive action through use of ESF in international financial
operations. House Report 91-1057 (91st Congress, 14-15), commenting on the
statutory authorization of a GAO audit, specifically states:

“The ESF deals in extremely confidential and highly sensitive monetary trans-
actions with foreign governments. It is 1mportant not only that such transactions
and the arrangements underlying them remain confidential, but also that nothing
be done which would in any way impair the confidence of foreign governments
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in the continuing confidentiality of such transactions. The prospect of decisions
of the Secretary of the Treasury with respect to transactions through this Fund
being subjected to possible public question and debate would undoubtedly be
disturbing to markets and to foreign governments, and would therefore hamper
the use of the Fund by the Secretary of the Treasury for its intended purpose.

“The committee recognizes . . . that foreign exchange operations and other
aspects of international financial policy must not be subject to premature dis-
closure. Broad discretion must be left to the Secretary of the Treasury on the
matters that must not be disclosed.”

These concerns and conclusions of the Congress in 1970 are equally valid today,
so that a GAO audit of ESF operations would not only be unnecessary but also
inappropriate.

Although the ESF is likely to be used primarily for short-term lending, a
statutory requirement that it be used for short-term lending exclusively would
not be appropriate and would unnecessarily impair U.S. flexibility, especially in
unforseen circumstances, in implementing our international monetary policy.
While operations have on occasion been used to complement IMF lending, no
question of “competition” with the IMF would be expected to arise. The FSF—
with such limited resources—in fact could not “compete” with the IMF as a
major source of balance of payments financing,

In the terms of the recent swap arrangements with the United Kingdom, both
the Treasury and the Federal Reserve provided short-term credit, with a clear
understanding that the credit would not be extended for a longer period and
that the U.K. would, if necessary, draw from the IMF for longer-term financ-
ing where appropriate policy conditions would be applied. Thus Treasury policy
is in accord with the policy objectives of the proposed amendment to H.R. 13955.
However, to place that limitation in a statutory provision could impair necessary
U.S. flexibility in negotiating and arranging appropriate financing packages in
the future and so be undesirable from the viewpoint of the Congress as well as
the Treasury.

For example, it is conceivable that, in some instances, use of the ESF for a
somewhat more extended period may be necessary. External factors (such as
natural disasters, trade embargos, unforseen economic developments abroad,
ete.) may lead a country which has obtained a short-term credit from the ESF
to seek an extension of that credit. It is also conceivable that political assasina-
tion or other unanticipated catastrophic event might jusify a longer exension of
credit, and the possibility of ESF operations in such cases should not be excluded.
In none of these cases would the ESF compete with the IMF, and in all of these
cases it well may be in the U.S. interests to provide somewhat more extended
ESF financing, .

MRr. YEo’s ANSWERS T0 QUESTIONS OF SENATOR HrLMs

Question. If there is a system of floating, adjusting exchange rates, do the
loans made by the IMF simply postpone needed adjustments? Particularly, are
the longer-term loans of the Trust Fund postponing the adjustments in currency
values that should be made under the new system?

Answer. Widespread floating of currencies does not eliminate all balance of
payments problems and does not eliminate all need for official balance of pay-
ments financing. Of course, the currencies of most countries at present are not
floating but are pegged to one or more other currencies. Moreover, those coun-
tries whose currencies are floating (the large industrial countries for the most
part) do not allow them to float freely, but intervene in varying degrees. The
purpose of IMF credit is not to avoid adjustment, but rather to provide tem-
porary financing while adjusment takes place. Thus IMF drawings are condi-
tional, and ordinarily tied to the introduction of an adjustment program designed
to correct the balance of payments problem which caused the need for the financ-
ing. Trust Fund financing is of the same charatecer—provided in each case only
if there is a finding of balance of payments need, and if the borrowing country
adopts appropriate adjustment measures. Thus financing facilitates balance of
payments adjustment rather than postponing it. .

Question. If IMF quotas are looked upon as bank deposits, a resource available
to the U.S., shouldn’t it be included in the normal budget process just as other
Federal loan programs? I note that the $2 billion loan autliority for the Secretary
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is for funds already appropriated. Is it not inconsistent that these IMF loan
funds would be appropriated and the quota increase be exempt from this process?

Answer. It is because IMF quota subscriptions are similar to bank deposits
that they should not be treated the same as Federal loan programs. Payment of
an IMF quota subscription is an exchange of assets—we provide dollars and
receive drawing rights, which we can use in case of need. Under Federal loan pro-
grams we do not receive such a drawing right, This treatment of IMF quota
subscriptions was introduced following recommendations from the President's
Commission on Budget Concepts in 1967. It differs from the technique followed in
earlier quota increases, and for U.S. loans to the IMF under the General Arrange-
ments to Borrow, authorized before the adoption of the concept proposed by the
Commission.

Question. I am aware of the question of the legality of the IMF establishment
of the Trust Fund, but would you provide for the record your analysis of this
matter? Would you agree that the Board of Governors of the IMF is the final
determiner of what is “legal” under the Articles of Agreement?

Answer, The IMF Trust Fund was established by the entire IMF membership
and without objection, by an Executive Board decision on May 5, following the
agreement in Jamaica in January that action should be taken both to start with-
out delay establishment of the Trust Fund financed largely through profits on the
sale of 1/6 of the IMF's gold, and to “restitute” 1/6 of the IMF’s gold to all
members in proportion to quota. Gold sales to finance the Trust Fund, as well as
the agreed restitution, will be conducted over a period of 4 years.

Establishment of the Trust Fund and its financing through gold sales is legally
authoribed under the present IMF Articles of Agreement. The IMF will replenish
its holdings of usable currencies through sales of gold to members at the current
“official price” (about $42 an ounce). The IMF has often replenished its currency
holdings pursuant to Article VII, Section 2 in this way, and the gold held by the
IMF was, from the outset, intended to be used precisely for this purpose. The IMF
needs these usable currencies to finance its rapidily expanding balance of pay-
ments financing operations. These members will then resell, at the same price, the
gold received to the Trust Fund. The Trust Fund will auction the gold and use the
profits to provide balance of payments financing on terms appropriate to the needs
of developing members in the immediate period.

This financing of tlre Trust Fund is an appropriate use of the IMF's gold. The
secondary result of the IMF’s replenishment operation—i.e., financing the Trust
Fund, is fully consistent with the IMF's purposes, including the objectives of
promoting international monetary cooperation, maintaining orderly exchange
arrangements among members, and providing balance of payment financing to
members.

On the question of determining what is “legal” under the IMF Articles of Agree-
ment, Article XVIII provides that any question of interpretation of the provisions
of the Fund Articles raised by an IMX member, in the first instance shall be sub-
mitted to the Executive Directors for their decision. Any member of the Fund
may appeal a decision of the Executive Directors to the Board of Governors,
whose decision is final. This procedure is in accordance with the procedure estab-
lished by the charters of most international financial organizations; and, it is
wholly appropriate for the IMF members to determine the scope and manner in
which they intend to be bound by their acceptance of the IMF Articles of
Agreement.

Question. I understand that the U.S. position at the Jamaica meeting favored
the establishment of the Trust Fund. Could you explain the justification behind
this position? Would the Treasury, in its efforts to remove gold from its role
in international monetary matters, favor a simple restitution of gold to the mem-
bers of the IMF, in accordance with the provision in the Jamaica agreement to
dispose of one-sixth of the IMF gold?

Answer. The U.S. favored the establishmenf of the Trust Fund on the basis
that it would help to meet two long-held U.S. objectives. First, it facilitated an
orderly balance of payments adjustment process, by providing badly needed
balance of payments financing for the poorest, developing countries at a time
when -those countries were faced with particularly severe needs resulting from
the sharp increase in oil prices, severe world inflation and deep recession. Sec-
ond, it promoted in a meaningful way phasing down the role of gold in the
monetary ‘system. by .transferring gold from inonetary reserves to private hands
through the sale of gold for usable currencies
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The U.S. did not initiate proposals for “restitution” of gold to members, but
accepted & compromise in which 1/6th of the IME's gold would be sold throu'gh
the Trust Fund and 1/6th sold to members for “restitution”. From the point
of view of a large number of IMF members, “restitution” has the disadvantage
that it takes an asset owned by the IMF—gold—and uses it in a way that an
overwhelming share of the benefit—the profits on such IMF gold sales—accrues
to a small number of the large industrial countries.

Question. Would you explain the rationale behind the recent procedure change
in the IMF gold auctions? . .

Answer. Since opinions among the 128 IMF member countries differed on the
technical question of what is the best procedure to be followed in IMF gold
auctions, and there is little empirical evidence available as a guide, it has been
agreed that there should be some experimentation with alternative technjques.
Thus the first two gold auctions utilized the procedure of “common price”—
that is, all successful bidders received gold at the lowest price accepted from
any such bidder. The third auction will utilize the procedure of “bid price”—
that is, each bidder will pay the particular price he bids and will not receive gold
at a common price. With experience it may be possible to reach a consensus as
to whether one procedure or the other yields the best return.

Question. Mr. Aliber addressed the uestion of the instability in world gold
markets. He said, “It is extremely important to many countries. Many of these
countries are friends and allies. No U.S. interest is served by the large insta-
bility that we have had in the gold market. No great costs would be imposed
on the United States in participating (in) arrangements in limiting gold price
movements.” Would youn address this question, and would you comment on the
U.8. position on any delay in the IMF gold auctions to allow the price to
stabilize?

Answer. The United States has agreed with the other members of the Group
of Ten that “there be no action to peg the price of gold.” Pegging the price would
be contrary to the agreed decision to phase down the international monetary
role of gold. In the proposed amendment of the IMF Articles, both the ¥und
and members agreed “to avoid the management of the price, or the establish-
ment of a fixed price” of gold. .

It would be noted that the U.S. has no objectives with respect to the price
of gold, and has not sought to depress the price or introduce instability into the
gold market. The aim of the U.S. and of the IMF is to dispose of the agreed
amounts of IMF gold in an orderly manner. The best way of accomplishing that
objective is in our view to provide for regularly-scheduled auctions of moderate
size. In that way, the market will know what to expect and can accommodate
itself to the IMF sales. On some occasions the price received by the IMF may
be relatively high and on other occasions relatively low, but over the whole
four year period the Fund will receive a fair price as determined by the market.
In our view, to introduce uncertainty into this market by arrangements under
which the IMF might delay, accelerate or change the scheduled auctions would
be a destabilizing factor and would hurt rather than help the gold market.

Question., Would the Treasury Department favor a set date to restore the
freedom of Americans to use gold clause contracts? Would the Treasury favor
an amendment of this kind on the IMF legislation?

Answer. As Secretary Simon stated in his letter to you on May 6, the Gold
Clause Joint Resolution, by making unenforceable contract provisions for the
payment of the obligation in gold or in an amount of dollars measured in gold,
helps to assure that gold will not again assume a monetary role through wide-
spread use in private transactions. Secretary Simon, at that time, also ex-
pressed concern that the emergence of gold clauses which might result from
repeal of the Joint Resolution. could call into question the strength of the
dollar and undermine our efforts to control inflation and maintain confidence
in our currency. For these reasons. the Joint Resolution appears to us to have
o substantial and important rationale and its repeal at this time would be
unwise,

In our view, careful and thoughtful consideration should be given to the
bill you introduced on June 14 to repeal the Gold Clause Resolution. However,
because of its importance and our concerns regarding its repeal, it should not
be handed hastily in the context of the Bretton Woods legislation. Rather, the
Gold Clause Resolution can and should be considered on its merits. At an ap-
propriate time, officials from this Department would be happy to participate in
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‘full, frank, and open discussions on this matter and.to examine our concerns
in light of all the points of view expressed in those hearings.

Question. What is the purpose of the §2 Dbillion loan authority requested in
the Dbill? How will Congress be notified of the time and reasons behind any
exercize of this authority?

Answer. This question refers to the existing authority in present law for $2
billion which can be made available to the IMF under the General Arrange-
ments to Borrow together with funds from othe IMF members for the purpose
of forestalling or coping with an impairment of the international monetary
system, This authority has existed for 14 years and no change in this authority
is proposed in the present legislation. The statutory change that appears in
H.R. 13955 is merely a technical change resulting from a renumbering of the
IMF Articles as they are proposed to be amended.

Any activation of the GAB and U.S, participation in such loans to the IN™
would be announced publicly.

Question. Why does the bill call for IMI compensation to the U.S, representa-
tive, rather than U.S. compensation? What is the difference in bLenefit levels?

Answer, The IMF Articles as originally approved in the Bretton Woods Act
envisage that Executive Directors, while representing the governments appoint-
ing or electiug them, would be IMF employrees and paid by the Fund. The
Articles provide that the Board of Governors will determine the compensation
to Le paid Executive Directors. The Articles also provide that Governors will
not be compensated by the IMF—other than meeting reasonable expenses for
attending annual meetings—since the position of Governor is not a full time
position. The provision in Section 2 of H.R. 13955 relating to salaries of U.S.
representatives to the IMI merely extends the present statutory provision (Sec-
tion 3 of the Bretton Woods Agreements Act) to the U.S. councilor and alternate
should the IMF Council be established. The amended Articles do not provide
for remuneration being paid by the Fund to Councilors and alternates. (A com-
parison of IMPF and U.S. Government compensation is covered in the response
to following question.)

Question. There has Leen some press attention to the salary levels of IMF
staff. Would you provide an analysis of this situation and a report on U.S. ac-
tions in this regard? How do IMF staff salaries differ from those of comparable
Federal Government employees?

Answer. The IMI salaries (and those of other international institutions)
are genterally higher than U.8. Civil Service salaries, and the gap at the more
senior levels has expanded during recent years when there has been a ceiling
on senior U.S. Civil Service salaries. The U.S. Government has been concerned
at the growth of salaries in the IMF and other international institutions, and
has made strong efforts aimed at restraining salary inereases, with some suc-
cess. In 1975 the U.S. Government was successful in introducing tapering to
increases in these senior salaries. In 1976 a vigorous U.S.-led campaign caused
management’s proposed increase in staff salaries to be defeated and a more
moderate one to be adopted. In August 1976 another U.S.-led effort caused a
proposed increase in the salaries of the Executive Directors to be voted down
by a 2 to 1 margin. This is the second year in succession that proposed increases
in Executive Directors’ salaries were defeated by a Governors’ vote.

Question. Under the Percy amendment, or under present procedures, what
access is there to records of how the U.S. representative votes on various loans?
Are the votes of the U.S. representative always consistent with American policy
objectives as they apply to foreign aid programs?

Answer. Under IMF procedures, votes on individual issues are not made public.
U.S8. representatives are fully prepared to meet appropriate Congressional re-
quests for information on U.S. votes. Inthe Executive Board, where decisions
on individual IMF transactions are made, the U.S. Executive Director is in-
structed by the U.S. Governor of the Fund (the Secretary of the Treasury),
with U.S. international financial and monetary policy coordinated by the Na-
tional Advisory Council (NAC). The NAC, which includes in its membership the
Secretary of State, the Assistant to the President for Economic Affairs, the
Chairman of the Board of the Governors of the Federal Reserve System, and
officials of other appropriate agencies, provides a mechanism for agsuring that
U.8. foreign policy and other considerations are taken into account in the deter-
mination of U.S. policy with respect to the IMF.

Question. International liquidity is at an extremely high level, Can you say
that additions to the.IMF quotas and the subsequent added loans IMF will
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make will not be inflationary? Would you refer to the arguments made in
Mr. Robert Heller’s article in the “IMF Staff Papers” of March 19767

Answer, IMF quotas differ in character from other forms of-international
liquidity, in the IMF resources are available for conditional credit—that is, they
are associated with programs of adjustment designed to correct, rather than
add to, inflation and other economic problems. Moreover, the proposed increase
in IMF quotas, at 44.6%, only partially makes up for the decline in the size
of quotas relative to levels of international trade. Since 1970, when the last
general incerase in IMF quotas occurred, world trade has almost tripled. Mr.
Heller's article analyzes the effects of increases in unconditional liquidity on
world inflation.

Question. Congressman Paul expressed concern with the newly established
Executive Council. Would you comment on the points he raised? Would you
comment on the powers and responsibilities of this new body ?

Answer. Concerns about possible establishment of a permanent IMF Council
are not warranted. This is an administrative matter that is completely internal
to the IMF. It does not involve an expansion of the IMF's powers—it does not
mean a ‘‘supra-national Fed"—and it does not involve any diminution of the
U.8. voice in the IMF. The Council, if established, would succeed the present
IMF Interim Committee. The only difference is that it would have formal de-
cision-making powers, to the extent the IMF Board of Governors chooses to
delegate such powers to the Council, in contrast to the Interim Committee’s
advisory role. The experience of the past few years has indicated that it may
be desirable to have a decision-making body in the IMF that involves senior
policy officials from member governments, but which is more streamlined and
manageable than the 128-member Board of Governors.

All important powers in the IMF are vested in the Board of Governors. The
Board of Governors will be able to retain those powers, delegate certain powers
to the Executive Board, as it does not, or to the Council, if that body is estab-
lished. This is not an expansion of the IMF power but simply a question of
distribution of authority cithin the IMF. The Board of Governors would make
the decision to establish the Council—by an 85 percent majority vote—and
would decide on the distribution of authority as among the Board of Governors,
the Council, and the Executive Board.

The T.8. representative on the Council would be the Secretary of the Treasury,
who is U.8. Governor of the Fund. Other countries would be represented at
a comparable level. The U.8. vote would be precisely the same in the Council as
it is in the Board of Governors and the Executive Board, and the votes required
for various decisions are exactly the same. The fact that a question is decided
by one IMF body or another does not change the voting structure or the majori-
ties required for decisions.

Provision in the amended Articles for possible establishment of the Council
is fully appropriate, involves an internal organizational matter, and fully pro-
tects the interests of the United States.

Qucstion. Would you comment on what sort of measures the Fund would take
against nations that “manipulate” their currencies? Would you define “manipula-
tion?’ I realize that this may be difficult, but does not the definition of
this term determine the nature of one of the most important aspects of this
legislation?

Answer. In the proposed amended Articles, each member country undertakes
an obligation “to avoid manipulating exchange rates in order to prevent effective
balance of payments adjustment or to gain an unfair competitive advantage.”
A finding that a country was in fact engaged in such a manipulative practice
would be made in light of all the circumstances of the case—a judgment that
the country was through its practices preventing adjustment or gaining an un-
fair advantage. It would be a mistake to try to define such situations in ad-
vance, Case history and experience will need to be developed in the IMF as a
basis for determining whether this obligation is being fulfilled.

Quegtion. Mr, Sidney Brown commented on the need to postpone passage of this
legislation. Would you comment on what real changes might result in the inter-
national economic situation if the U.S. doesn't hurriedly pass this bill?

Answer. The international monetary system is presently operating outside
the law. It is important that we correct that situation, and restore a legal frame-
work for international monetary cooperation and for encouraging countries
to operate in an internationally responsible manner.
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The process of ratification of amendments is a complicated one—80 percent
of IMF member countries with 80 percent of the total vote must approve the
amendments—and it may take 12-18 months even if the United States acts
promptly. The United Ntutes played a leading role in the negotiations, and many
nations await U8, action before pressing ahead with their own legislative
processes, If the United States does not enact the legislation in the present
session, the whole proces gets pushed back a yvear-—and the amended Articles,
and the needed quota increase, would not become effctive for a tong time. This
would be contrary to fulfillment of U.S, objectives in the international monetary
area and would be inconsistent with the posture of the United States—as formally
expressed by Congress in 1973—to expedite realization of the much-needed
reforms.

O
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