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The problem with which this thesis is concerned is 

international monetary reform. Specifically, the role of 

Special Drawing Rights in the new payments .system is con-

sidered. The international payments system has experienced 

at least four crises over the last two years. Pressure for 

reform has never been greater since 19*'+̂ . A new system 

must be structured, and SDRs are expected to assume a major 

position in the new plan. 

The SDR plan began operation in 1970= Originally, SDRs 

were to serve as an addition to liquidity, but political and 

economic developments in the payments system are forging a 

new role for SDRs. 

The purpose of this study is to account for the forces 

that led to the creation of SDRs, to examine the operation 

of the Special Drawing Account, to account for the develop-

ments inducing monetary reform, and to arrive at conclusions 

concerning the future of SDRs in the international financial 

system. 

There is a plethora of literary and theoretical data 

concerning monetary reform in that reform has been the topic 



of,debate for over fifty years, Classical and contemporary 

literature was utilized in tracing the major developments in 

the international monetary system from the nineteenth century 

gold standard to the present. Sources for literary data con-

cerning Special Drawing Rights were limited mainly to IMF 

publications and Machlup's Remaking the International 

Monetary System: The Rio Agreement and Beyond. Sources for 

aggregate data relating to Special Drawing Rights were found 

in the two IMF pub1ications--Internalicna1 Financial Statis-

tics and Annual Report of the Executive Directors. 

Chapter I discusses the nature of SDRs, why they were 

invented, what their purpose is--all in a general format, by 

way of introduction. Chapter II discusses the historical 

events which led to the creation of SDRs at the Rio Confer-

ence—the sterling crisis of 1931. the creation of the IMF, 

the dollar shortage, and the dollar overhang of the sixties. 

Chapter III outlines in detail the structure and operation 

of the Special Drawing Account. This chapter also considers 

the political compromises that led to this structure. Chap-

ter IV examines the major developments which resulted in two 

dollar devaluations in fourteen months and prompted serious 

talks of monetary reform. The final section in this chapter 

considers reform theories that are currently being discussed. 

Chapter V identifies the direction In which monetary reform 

has turned. On the basis of this trend, the future of SDRs 

is projected. The conclusion supports the thesis that the 



Special Drawing Rights sys'cem will not adequately function 

until taere is substantive reform in the adjusxmenx mechanism, 

and that this reform will not occur until there is a greater 

degree of international cooperation .in the payments system. 
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CHAPTER I 

GENERAL CONCEPT OF SPECIAL DRAWING RIGHTS 

On January 1, 1970, the International Monetary Fund 

allocated to 104- participating countries a total of SDR 3 A 

million. This Act, in the opinion of the IMF's Joseph Gold, 

represented "a further advance toward the regulation of 

the international monetary system by law and by the exer-

cise of reason under law.""'" Indeed, this Act marked the 

newest step in the curious evolution of the world monetary 

system. 

Special Drawing Rights provide for a legal means of 

international payments, whereas a payments system grounded 

entirely on gold and reserve currencies is based on custom." 

Just as the Federal Reserve System was established on the 

proposition that domestic money would not manage itself, 

"the Special Drawing Right agreement can be said to be based 

on the view that international money will not manage Itself 

"'"Joseph Gold, S'pecial Draw ing Rights; Character and 
Use (Washington, D. C., 1970), p. 1. 

9 
"J. J. Polak, Some Reflections on the Nature of SDRs 

(Washington, D. C., 19?lT» p« 5-



either."^ The plan itself was the culmination of over five 

ŷ -ar- of tiring, and at. times, i-ter negotiations. 

Creation of SDRs 

At the annual meeting of the Fund in 1961, the official 

money experts recognized that the international monetary 

system was functioning badly. Special study groups and com-

mittees were formed and met through the mid sixties studying 

the problems confronting the monetary system. It was found 

that the international payments system was plagued by the 

following: 

(1) insufficient effectiveness in the balance of 
payments adjustment process, 

(2) ,the risk of potential instability resulting 
from a change of confidence in, and a subsequent 
shift between, existing international assets, 

(3) the problem of assuring an adequate long-run 
supply of international reserve assets con-
sistent with a desirable and noninflationary 
economic growth rate in the world economy,5 

With respect to the third problem., the committees agreed up-

on at least two points, viz., that enough international 

liquidity may not come from gold and foreign exchange: that 

perhaps a new reserve unit may be needed.b 

3 
'Harold Williams and Henry W. Woudenburg, editors, 

Money> Banking and Monetary Policy (New York, 1970), p. 683» 

4 . / 
lam Davidson and Gordon Weil, The Gold War (New York, 

1970), p. 178. 

c; 
-'Williams and Woudenburg, ojo. cit. , p. 647. 

6 
"'international Monetary Fund, Annua 1 Report, .1968 

(Washingtori, 1968), p. 13. ~~ 



In August, 1966, Otmar Emminger, Chairman of the Group 

of Deputies in the I?»!F xssu-d report titled "C-'flSiiur!. 

of the Ministers and Governors of the Group of Ten." The 

report described itself as a study "on improvements in the 

international monetary system, including arrangements for the 

7 

future creation of reserve assets, as and when needed," 

At the 1967 meeting of the Fund in Rio de Janerio, an 

outline was presented detailing how this deliberate increase 

in r*eser*ves could take pla.ce. At this historical meeting of 

the Fund, the proposed outline was accepted and subsequently 

became a legal amendment to the BIF's Charter Rules in July, 

1969.8 

The amendment called for the establishment of a Special 

Drawing Account within the IMF but apart from the General 

Account. The Special Drawing Account was to issue a new 

international reserve asset to be--incJ.ude-d.--among.-ofXicial 
o 

central, bank, reserves. ̂  This new international reserve asset 

was called Special Drawing Rights, or SDRs. 

SDRs are literally "created" when the managing director 

of the IMF has been satisfied that there is a need for more 

^Fritc Machlup, Remaking the International Monetar}; 
System: The Rio Agreement and Beyond (Baltimore, 19°S), p.5 

O 
Martin Barrett "Activation of the Special Drawing 

Rights Facility in the IMF," Mew York Federal Reserve Bank 
Monthly Review, LIV (New York, February, 1970), 40-41. 

• 

^International Monetary Fund, Annual Report, 1.968, 
p. 154. 
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international liquidity. This judgement must be approved "by 

an 85 cent majority of the voting power of the liieiubtti'-

10 

nations. 

Once it has been decided that there is a need for 

additional liquidity, a certain amount of SDKs is created 

and spread over a period of years. For example, the initial 

creation of SDRs totaled $9«5 billion and was to be distrib-

uted over three years: $3-5 billion in 1970, $3-0 billion 

in 1971 and 1972. 

The amount that each member nation would receive would 

be in proportion to its IMF quota (gold plus currency de-

posited in the P'und). Therefore, the United States, with 

the largest quota, would receive the most SDRs with each 

annual allocation,1" 

Nature of SDRs 

SDRs are simply bookkeeping entries in the Special 

Drawing Account of the IMF, When they are used, the entries 

are transferred from the country using SDRs to the country 
12 

receiving the "paper gold." 

Special Drawing Rights are commonly referred to as 

"paper gold," but remain inconvertible into the metal. The 

10 
Lawrence H. Officer and Thomas D. Willett, editors, 

The Internationa 1 Monetary System (Englewood Cliff's, 1969). 
p. 15^. 

11 1 ̂  
"Davidson, crp. cit. , p. 193. Ibid. , p. 203-



ue 

new reserve unit is defined in terras of gold, the value 

cemg .t5c86?l gram of rins gold. This was tr.2 value of th 

dollar at the time SDRs were created. Therefore, with the 

first allocation of SDRs in 1970, each unit equaled one 

13 
J. S. dollar. One SDR still equals .888671 gram and is 

now equivalent to $1.08. The gold value of the unit cannot 

fce affected by U. S. devaluations; it can only be changed 

by an amendment ot the amendment which established the 
i£L 

Special Drawing Account. 

Special Drawing Rights represent a reserve asset as-

suming an equal position alongside gold, foreign exchange, 

and reserve credits deposited within the International 

16 

Monetary Fund. • The new reserve unit has the character-

istics of both money and credit. The Fund requires that over 

a specific period of time a nation maintain an average of 

30 per cent of its allocation of SDRs in its reserve account 

(gold plus foreign exchange). If a member's average balance 

of SDRs is less than 30 per cent of its allocation then that 

particular nation must accumulate SDRs. This is to say that 

the 70 per cent of the allocation can be used as money in 

correcting deficit accounts. The remaining 30 per cent can be 

13 
W. Randolph Burgess, "SDRs* The New Supplement to 

Gold," Banking:, LXII (November, 1969), 40, 

14 
Joseph Gold, Maintenance of the Go I d Xa4H£ QJl the 

Fund' s Assets (Washington," D. C. , 1971), p. 

"""̂ Officer, oj>. cit. , p. 143. 



viewed as a form of credit, although this portion does not 

6 
represent a debt of any institution." To this extent SDRs 

are a form of credit, "but unlike the drawings on the Fund's 

17 

General Account they do not have to be repaid." 

By accepting SDKs in exchange for foreign currency, a 

member receives an asset, thus maintaining the level of its 

reserves. It is important that this characteristic of SDKs 

be observed: 
As a result, a participant which provides currency 
from its reserves in return for Special Drawing 
Rights incurs no decline in its reserves. It 
receives an asset which maintains the level of 
its reserves and which the recipient may use when 
it needs to use reserves. Moreover, the flow of 
Special Drawing Rights back and forth does not re-
sult in an extinction of them, and therefore they are 
unlike a credit which may be exhausted on repay-
ment. They are a permanent addition to the stock of 
world reserves, subject only to the deliberate 
decision of the Fund to cancel some of them because 
the stock of world reserves is e x c e s s i v e . 1 8 

In order for the plan to function as such, the new reserve 

unit must be accepted and used. According to W, Randolph 

Burgess, SDRs become more than just a new reserve asset: 

The SDRs . . . represent, not just the obligation 
of one country, tut the combination of the par-
ticipating members of the International Monetary 
Fund, all of whom agree to accept them for inter-
national payments. . .19 

1 f* 
-"'Davidson, 0£. cit. , p. 20.5. 

-*-7International Monetary Fund, Introduction to SDRs 
(Washington, 19?0), p. 27-

^®Gold, SDRs: Character and Use, p. 2?. 

19 Burgess, op. cit., p. ^0. 
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- Objectives of SDRs 

Specific objectives intended to be achieved with the 

creation of the new reserve facility were outlined in the 

•?0 
Fund's amended Articles as follows:" 

(a) Expansion of international trade, economic 
activity, and development! 

(b) promotion of multilateral payments and 
elimination of restrictions; 

(c) promotion of exchange stability and orderly 
exchange rate adjustments; 

(d) correction of payments maladjustments and 
reduction in payments disequilibria without 
resort to measures destructive of national, 
or international prosperity; 

(e) the avoidance of economic stagnation and 
deflation as well as excess demand and in-
flation in the world. 

Clearly, if objective (a) is met, the remaining objectives 

can be attained. 

It is with respect to this financing of world trade that 

SDKs were created. The allocation of SDRs " . . . provides a 

means to reconcile reserve needs and objectives of both 

? T 

surplus and deficit countries."'""" Although monetary authori-

ties cannot agree as to what should be the appropriate ratio 

between world reserves and trade, they have expressed concern 

toward the fact that this ratio has been declining. (See 

Table I and Figure 1. ) 

Also disconcerting to the eyes of the experts was the 

fact that between 1958 and 1968 66 per cent of the increase 

^°Polak. 0£. cit., p. 1. 

21 Barrett, op. cit., p. 4-5. 



8 

TABLE I 

RATIOS OP RF-?ISRVFS TO IMPORTS, 1958-6-3 

(In per cent) 

Year U.S.A. 
Other 

Developed 
Countries 

Less 
Developed 
Countries 

Total 
60 

Countries 

1958 162.0 40. 0 46 .2 62.5 

1959 129.5 • 40. 0 43 .7 58 .9 

I960 124.8 36. 0 39-0 53.7 

1961 119.2 37.6 36.8 53-7 

1962 100.6 42 .7 34.2 51 .5 

1963 90.6 42 .8 34.8 48 .7 

1964 81 .0 41 .5 33 .6 4 5 . 1 

1965 66.6 35.8 34 .5 42 .3 

1966 49 .9 32 .4 34 .6 ' - 38 .6 

1967 40.2 31-3 35.3 36. 6 

1968 34.2 32.7 35 .6 33-0 

Sources International Monetary Fund, Annual Report, 
1969, p. 22. 



^er Cent 

1958 I960 1962 196^ 1966 1968 

Fig. l--Ratios of Reserves to Imports, 1958-68, 60 
Countries. (In per cent) 

Source: International Monetary Fund, Annual Report 
1969, p. 650. 
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in reserves was in the form of foreign exchange, main!;/ 

dollars. (See Table TI &nr< Figure 2.) 

It was firmly concluded that with the growth of trade, 

there must be some consistent increase in reserve assets. 

If not, trade deficits would increase while liquid reserves 

would diminish. While this in itself may not present a 

crisis, nations, for various reasons, desire to see in-

creasing reserves. A long-run decline in monetary reserves 

sparks external as well as internal adjustments all of which 

22 

may initiate a crisis in the international monetary arena. ^ 

SDRs are intended to meet the long-run adequacy of 

world reserves. In short, the plan intends "to provide 

systematic and regular additions to international liquidity, 

and to be readily available to any member of the Fund which 
9 Q 

elects to participate in the project.""'-' 

Even though SDRs are intended to supplement long term 

liquidity in the world payments system, they cannot be used 

to finance permanent trade deficits. The use of SDRs is a 

short run operation. The new reserve unit is designed to be 

used in obtaining currency to finance temporary deficits. 

Furthermore, the new reserve unit cannot be used to obtain 

gold or for the purpose of changing the composition of 

^Williams and Woudenburg, o£. cit. , p. 650. 

^Officer and Wlllett, op. cit. , p. 1̂ -4. 
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TABLE II 

COMPOSITION OF IMF IVIEMBSP COUNTRY RESERVES, 1958-68 

(In billions of U. S. dollars) 

End of 
Year Gold Foreign 

Exchange 

Reserve 
Positions 
in Fund 

Total 
Reserves 

1953 38.0 18.5 2.6 59.1 

1959 37.9 17.5 3-3 58.7 

I960 38. 0 20. 0 3-6 61.6 

1961 38.9 20.6 4.2 63.6 

1962 39.3 21.2 3.8 64.2 

1963 4-0.2 23.4 3.9 67.6 

1964- 4-0.8 24-. 6 4.2 • 69.6 

1965 4-1.9 23.8 5.^ 71.0 

1966 4-0.9 23.8 6.3 71.1 

1967 39.5 25.9 5.7 71.2 

1968 38.9 27.5 6.5 72.9 

Source: Intemationa1 Financial Statistics, July, 
1970, pp. 18-19-
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Reserve Position 
in the Fund 

Total Reserves 

Foreign Exchange 

Gold 

1958 I960 1962 196^ 1966 1968 

Fig. 2 - ~C OUTDO 3 it ion of IMF Member Nation Reserves, 
1958-68. (In billions of U. S. dollars.) 

Source: International Monetary Fund, Annual. Report, 
1969. p. 16. 
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reserves In any way, e.g., Japanese yen could 'be obtained 

only for the purpose of financing trade, and not "because 

of the possibility that the yen may "be revalued 

If the long run objectives of SDRs as such can "be met, 

certain long term implications could "be considered. First, 

the international monetary system will not have to depend 

on the vagaries of gold production to secure an increase in 

reserves. Second, the system will not have to look to 

dollar deficits as a supplement to reserves. Finally, the 

system will not have to rely on the readiness and reluc-

tantness of authorities to hold dollars in order to avoid 

2 *5 

destabilization. 

If those implications materialize, some progress has 

been made toward world monetary reform. Other problems can 

then be approached. The entire scope of the international 

monetary system's problems can only be seen in a discussion 

of its evolution. If Special Drawing Rights have a role to 

play in future monetary reform, an analysis of this role can 

be derived from an investigation of this international 

monetary evolution. 

2M-
International Monetary Fund, Introduction to SDRs, 

p. 6. 

2 5 
^Barrett, op. cit., p. 40. 



CHAPTER II 

HISTORICAL DEVELOPMENT OF SDRs 

The Special Drawing Account was the product of over 

five years of careful and detailed study. The forces making 

the study imperative date back to the nineteenth century. 

In order to understand more fully the place of SDRs in the 

new monetary system, it is necessary to examine the develop-

ment of the monetary system since the nineteenth century. 

As Warburg asserts, 

There is much that can be improved in our money 
mechanism, much that we can learn from our recent 
experience, but before we construct a new system, 
let us be sure we understand the old.l 

The more Important events that account for the SDR 

agreement can be grouped into the following pex'iods: the 

era of the gold standard through its demise in World War I; 

the following period of confusion prior to the establishment 

of the International Monetary Fund; the establishment of the 

IMF; the period of the dollar shortage; and the decade of 

1958-67 during which the role of the dollar was drastically 

reduced. 

p. 53. 
"'"James Warburg The Money Muddle (New York, 193^0 > 

14 
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Period of Gold Standard 

The gold standard "".a-5 i- s beginning around 1820 and 

lasted until gold convertibility was suspended in 191*'' with 

the outbreak of the war.^ In its origin this informal 

system accepted only pure gold coins as full legal tender. 

Therefore, in the early years of this period the means of 

3 

payment was a function of the supply of gold. 

With the evolution of central banking, there occurred 

a slight mutation in this pure gold standard. The banks 

issued notes and currency such that the means of .payment 

came to include gold coins, currency, and bank notes. The 

supply of money was a function of gold production and the 

desires of the central bankers. 

At times the banks issued more notes than there was 

gold backing the notes, but kept the extension of credit 

reasonably in order to maintain parity with gold.^ As 

Triffin argues, "These institutions and traditions thus held 

down within a modest range the financing, and thus the 

^E. W. Kemmerer, Gold and the Gold Standard (New York, 
193*0 . P- 53-

-^Gustav Casself The Crisis in the World' s Monetary 
System (New York, 1932*77 p» 1. 

ix / 
H. L. Puxley, A Critique of the Gold Sta.ndard (New 

York, 1933). p. 5^-

Cassel, 0£. cit., pp. 2-3* 



3.6 

6 
development, of balance of payments deficits."' The countries 

taking part in the gold standard agreed that gold was 

something "backing" the currency in circulation, and issued 

currency in amounts to defend these arbitrary gold parities 

chosen by the individual countries. In this manner perma-

nent trade deficits were not financed. At the same time 

trade surpluses were uncommon. The system was said to have 

been automatically regulated. 

The entire gold standard itself has been described in 

terms of its automaticity. This means that exchange rates 

fluctuated' very little about "equilibrium" levels and that 

trade surpluses or deficits were self correcting: 

. . . gold shortages and gold surpluses were alike 
impossible. An oversupply of the money metal.. . . 
led automatically to increases in the money and 
credit supplies. This increase soon resulted in 
a rise in prices which, unless accompanied by 
similar rises in other countries, led in turn to 
an increase in imports, a decrease in exports, and 
hence to a shipping away of the excess gold sup-
plies. Conversely with shortages, the undersupply 
of gold, by reducing money and credit supplies, 
would reduce prices, increase exports, decrease 
imports, and hence in a short time lead to an 
inflow of the needed money metal sufficient to 
restore the international price equilibrium.8 

°Robert Triffin, Europe and the Money Muddle, (New 
Haven, 1957)» P» 2^3-

7 
'Cassel, ox), cit. , p. 7» 

® James Rogers-, America Weighs Her Gold (London, 1933)» 
p. 6. 
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Thus, it was found that wages, prices, and interest 

rates were flexible in response to gold flows. This flexi-

bility worked "because central banks had not yet over-extended 

the issue of credit. If in a two country world, prices in 

country A increased, then exports to country B increased. 

This caused a shortage of foreign exchange in country A. As 

the price of foreign exchange was driven up, it became 

cheaper to exchange currency in country A for gold. The 

gold was then shipped to country B to finance trade. But as 

gold flowed to B there tended to be an increase in the coin-

age and issue of notes, wages, and therefore, prices. The 

cycle would begin again and gold would return to country A.^ 

Triffin maintains that the fact that deficits were held 

to a minimum was a function of economic institutions and 

policies: 

. . . nineteenth century convertibility was 
essentially the product of historical circum-
stances. It rested on the spontaneous restraints 
upon the objectives and instrumentalities of 
internal ana external economic policy imposed 
upon the state by tradition, the structure of 
society, the prevailing doctrine of liberalism 
and the ignorance of modern techniques of 
monetary management and controls.Ik 

What Triffin is implying is that the standard was automatic 

because individual economies allowed it to be automatic. 

This is to say that domestic governments were satisfied to 

o 

'Warburg, oj>. cit. , pp. 50-51* 

"^Triffin, oj>. cit. , p. 244. 
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allow prices, wages, income, and employment to decrease 

rather than to intervene and regulate the system in order 

to achieve internal goals. 

The cyclical flow of gold from country to country was 

insurance enough that the international payments system would 

continue to function: 

This automatic self-regulation in the distribution 
of gold, then, was the first of the influences 
whereby the gold standard was . . . aided in the 
discharge of its function of facilitating world 
commerce. So long as the system worked auto-
matically, maldistribution would be impossible 
and every gold-standard country would be able to 
continue to quote the prices of its commidities 
in terms of the world currency—gold.H 

This flow of gold, however, came to a stop in 191^» as did, 

the payments system itself. 

Period of World Wax* I 

With the outbreak of World War I certain transformations 

12 

in the gold standard became apparent. Immediately coun-

tries placed embargoes on gold shipments, and erected trade 

restrictions in the form of high tariffs, exchange re-
n Q 

strictions, quotas, and currency depreciation. 

11 
Puxley, _0£. cit. , p. 19-

12 
'Kemmerer, oj>. cit. , p. 117. 

"^Actually certain complications affecting the auto-
mat icity of the gold standard developed before the war. 
These pertain to the flow of funds in response to short and 
long term investment. The international flow of gold was 
then based on trade accounts and to some extent on the 
purchase and sale of securities. Puxley. 0£. cit., p. 19-



19 

Furthermore, as a result of the war, governments, 

through the central ba^ks, came to manage the iosue of 

currency on a large scale. But as Brown explains, this 

unusual expansion of credit was necessary considering the 

particular situation. 

The resulting unprecedented domestic and inter-
national diversion of productive powers into new 
channels and transfer of ownership and control 
of wealth made credit expansion a necessity. 

What made this .policy differ from the policy of the 

gold standard era was that credit was extended to meet 

internal needs rather than in response to the externalities 

IS . 
of fluctuating exchange rates. ^ No warring nation could 

tolerate less than maximum output as a result of "a hitch 

1 6 

in the financial machinery."" Since gold was no longer 

convertible, it had become easier to manage the supply of 

currency and to slip away from gold parity than it had been 
17 

under the gold-coin standard. ' In Keynes' estimation, gold 

had become a traditional international standard of value and 

served no other function. 
Thus the long age of Commodity Money has at 
last passed finally away before the age of 

14 
W. A. Brown, The Interna11ona 1 Gold Standard 

Reinterpreted, 191^-3^» I (New York, 19^0), 37• 

"^Puxley, oj3* cit. , pp. 56-57* 

"| f, 
R. G. Hawtry, The Gold Standard (New York, 1931)> 

P. 57. 

17 . . _ „.. 



20 

Representative Money. Gold has ceased to "be a 
coin, a hoard, a tangible claim, to wealth, of' 
which the value cannot slip ay,-ay so long 
as xhe hand of the individual clutches the 
material stuff. It has become a much more 
abstract thing--just a standard of value; and 
it only keeps this nominal status by 'being 
handed round from time to time in quite small 
quantities amongst a group of Central Banks . , 18 

Even though the immediate result was inflation for most 

of the "gold standard" countries, individual economies no 

longer allowed deflation to shift the system back into 

"equilibrium." The-development of the central banking 

system and the interference of war had killed the automa-

ticity of the gold standard: 

Central Banks will tend as a matter of routine 
to negative the effects /wage and price adjust-
ments as well as gold flows/ by their operations. 
In doing so, they will deal the death-blow to the 
hopes of orthodox theory in the automatic func-
tioning of the international gold standard.19 

Each country thought in terms of its own trade balance, 

its own budget problems, and the safety of its own cur-

2 0 
rency. In Cassel's opinion, there had never occurred such 

a revolution in monetary conditions as the one associated 

21 
with the war. ~ 

i 8 
~ J. M. Keynes, Essays in Persuasion (Edinburgh, 1932), 

p. 184. 

19 
Puxley, 0£. cit., pp. 65-66. 

20 
T. E. Greggorv, The Gold Standard and Its Future 

(New York, 1932), p."36. 

21 
Gustav Cassel, Post-War Monetary Stabilization (New 

York, 1928), p. 1. 
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Period of Confusion 

ViLat was left was, m Siicc* , 3. group of nr.11 c n ni 

monetary systems without a set of rules with which to oper-

ate. The post-war years produced still more inflation and 

subsequent deflation, and the world suffered from the in-

22 

security posed "by the unstabilized currencies. 

The international payments system had been disrupted 

for a decade. As political economies have done many times 

since, there was an attempt to organize the monetary system 

to promote order and stability. In this period of chaos and 

confusion there was an attempt to return to the gold 

standard:, 
Everywhere there was a popular longing to get back 
to a "solid" monetary standard, to something in 
which the people had confidence; and in the dis-
tracted wor-ld of that time there was no other 
commodity in which they had so much confidence 
as gold.^3 

The gold standard was officially revived in 1925» 

although the United States had authorized gold convertibility 

2k 

some years earlier. This rebirth was a direct consequence 

of the workings of the paper standards during the war and 

the immediate post-war p e r i o d I t was the human element 

22 
Cassel, 0£. cit., p. 11. 

2 3 

-Ivemmerer, oj). cit. , p. 109' 

Rogers, ££>. cit. , p. 148. 

Greggory, ojd. cit. , p. 26. 



that devised the nineteenth century standard, the concept 

of central "bantling, pa^Gr cu.rroneiobt go_tci fcm.Da,i.'go©fa, ano 

trade restrictions. In 1925 it was again the human element 

attempting to correct mistakes of the past, 

Specifically, the endeavor at that time was to stabilize 

2 & 
the value of the world's currencies. At least two choices 

were available. The nations involved could wait a number of 

years to allow prices, production, budgets, and balance of 

payments to adjust themselves. This presumably would build 

confidence and stability into the monetary system allowing 

for a return to gold. On the other hand, individual gold-

parity levels could immediately be chosen and prices, 
27 

production, etc., could adjust accordingly. The latter was 

chosen, and in Einzig's opinion "the restoration of the gold 
o p 

standard in most countries was decidedly premature."^ 

It was left to solve the problem of picking the appro-

priate gold-parity levels. The solution was twofolds a 

country could either choose a pre-war parity position and 

allow inflated prices, wages, and output to deflate to the 

level, or a country could select a depreciated parity 
29 

position to compensate for wartime inflation. 

Cassel, Post-War Monetary Stabilization, p. 35* 

^Einzig, Paul, International Gold Movements (London, 
1931), P- 12^. 

28 Ibid. 

29 
'Einzig, _0£>. cit. » p. 124. 



='- ' .23 

It should be noted that two important members of the 

gold standard, England and France, did not pursue either of 

the two alternatives. England chose to maintain a pre-war 

parity level, but did not allow prices, wages, and government 

budget levels to deflate to an operable position. On the 

other hand, France grossly undervalued the franc in its 

stabilization policy, while the Belgium and Polish currencies 

were somewhat undervalued. The result was that British 

30 

prices were higher than her major European counterparts. 

With respect to the United States and the dollar, the 

U. S. became a major financial power as a result of the war, 

and as a consequence, large amounts of gold flowed to the 

United States. In 1913 the country owned 27 per cent of the 
Q " J 

gold stock) by 192*4- the country possessed 44 per cent.-7 In 

1920 the U. S. experienced a round of deflation and then 

stabilized the dollar in.terras of gold. Of significance is 

that the U. S. became a powerful participant in the inter-

national financial arena. With its surplus gold, the Federal 

Reserve could exert control over the price of gold, the value 

of the dollar, domestic prices, and finally international 

prices. 

j0Cassel, The Crisis in the World's Monetary System, 
pp. 28-29- ~~ 

^xAlvin K. Hansen, The Dollar and the Internationa1 
Monetary System (New York, 1965), p- 4-. 



. . . gold exports need not cause a fall in the 
American price level, nor need gold imports cause 
it to rise. Undev each civ nunistances .the tlriitad 
States are in a position to exercise an independ-
ent control over the value of their currency; the 
value of the dollar is simply the result of the 
way in which the monetary authorities of the 
United States choose to regulate the general 
supply of means of payment in the country. . . . 
The result is that the monetary policy of the 
United States determines the value of the currency 
of every other gold standard country. The Federal 
Reserve authorities therefore control not only the 
general level of prices in the United States, but 
also the price levels of all other gold standard 
countries in the world.32 

The world's monetary s3/-stem was placed in the situation where 

currencies were "built on a common unit—the dollar. 

Therefore, the Fed, as world banker, had the respon-

sibility of managing the dollar, not only for domestic 

stability, but also for international order. The monetary 

policy of the Fed, seemingly did little to facilitate the 

working of the new gold standard. Between 1921 and 192^, 

gold continued to move to New York City. But this gold was 

hoarded in Federal Reserve Banks rather than being used in 

the expansion of credit. Thus, prices did not go up.-^ In 

the period 1925-27, the U. S. wholesale price index moved 

from 103.5 "to 95'^' The value of gold, in effect, in-

In-creased.^' Furthermore, the Fed maintained an unusually 

3? 
^'Cassel, Post-War Monetary Stabilization, p. 73• 

33 
"^Puxley, 0£. cit., p. 65. 

34 . ^ ^ Hawtry, 0£, cit.. p. lib. 



high rediscount rate, while tariffs were raised. These 

economic and'political rigidities impeded the flow of gold, 

price adjustments, and income adjustments; 

. . . the post-war world is in some important 
respects markedly different from the pre-war. 
world, notably in the degree to which political 
influences exert a deterrent effect on the 
developments of economic life and in the extent 
to which the greater rigidity and inelasticity 
of the economic structure impose obstacles^to the 
adjustment of relative incomes and prices.35 

In what appeared to be a gesture of international' good 

will, the Fed relaxed its rediscount policy in 192?. The 

well-known result was the boom of 1928-29. However, during 

this 1928-29 period, the United States began losing its gold 

reserve. Hence, monetary conditions were tightened, dampening 

the expectations of the speculators. The "Great Crash" be-

came history. 

The monetary policy of the Fed was a domestic failure 

and brought tremendous pressure to bear on the international 

gold standard. As the value of gold increased, it became 

most difficult for England to maintain convertibility at her 

post-war parity. The country was running a deficit in its 

trade account because export prices were too high. To make 

matters worse the government was forced to keep expenditures 

high in an attempt to alleviate the unemployment problem.^ 

-^Greggorv, 0£. cit., p. 38. 

36 
Hawtry, o£. cit., p. 120. 

37 
Warburg, op. cit., pp. 62-63. 
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It was a matter of time until the world's monetary system 

experienced another crisis. 

The confusion of the period aided in the timing of the 

upcoming crisis. In the post-war treaty, Germany agreed to 

make huge reparation payments to the victorious Allied 

countries. The German economy was crushed and in an attempt 

to finance the payments with a trade surplus, Germany met 

stiff tariff restrictions. In turn, Germany sold "bonds to 

her creditors on such a large scale that she was able to 

make payments and at the same time even build a surplus in 

her reserves. But as a bank failed in 1931 in Austria and 

another in Hungary, panic prevailed and there was a run on 

38 

the German Reichsbank. 

Great Britain was a major creditor of Germany and felt 

the impact of the German crisis. To begin, England was 

having problems maintaining the goId-pound parity, and when 

there was a rush to convert pounds to gold, England was 
39 

forced off the gold standard. At the same time other 

countries had erected strict capital and trade controls 

(e.g., the Smoot-Hawley Tariff of 1930)> characteristic of 
4Q 

World War I. Warburg explains that this is the concomitant 

-^Warburg, OJD. CIT. , pp. 5^-59• 

•^Hawtry, oc. cit., pp. 138-139* 

A- 0 . 
Cassell, Crises m the World's Monetary System, 

pp. 80-85-
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when there is virtually little intelligence used in the 

management of the monetary system? 

That is what happens when there is no intelligent 
control of bankers in their foreign lending op- . 
erations. It has nothing to do with the gold 
standard "but it wrecked the gold standard. It 
would "wreck any international monetary system. "*1 

With the fall of the pound, there occurred a senseless 

struggle for the accumulation of gold such that the value of 

gold and the gold standard was severely weakened. By 1936 

£(, 2 
all nations had gone off the gold standard. 

The return to gold had been called a "great cooperative 

nc 
Zj.3 

effort," J but after 1931 there was not a trace of inter-

nationality left within the system. 

The world's monetary system as well as international 

trade were destroyed during the thirties. To avoid de-

pression individual countries implemented trade and capital 

restrictions. Furthermore, to facilitate favorable trade 

balances the nations of the old gold standard engaged in 

competitive devaluations of currencies. The international 

cooperation which characterized the financial history of the 

1800's as well as the return to the gold standard, was com-

pletely lacking? 

41 
Warburg, OJD. CIT. , p. 59-

k2 
Kemmerer, OJD. CIT. , p. 120. 

^Brown, o£. cit. , p. 3^0-

11 
Einzig, OJD. cit. , p. 4. 
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The financial history of the 1930's is largely a 
story of attempts by bruised countries to insulate 
themselves from tr.3 international system which 
had helped drag them down. Every expedient was 
used to achieve this insulation; tariffs, quotas, 
exchange controls, and an abandonment of fixed 
gold parities in favour of fluctuating exchange 
rates. The inter-war experience thus demonstrated 
in two equally painful instalments, the dreadful 
cost of operating an over-rigid international 
payments standard, and the chaos of abandoning the 
standard altogether .^5 

The thirties also saw a fundamental change in the inter-

national monetary arena in that the strength of the dollar 

significantly increased. Until World War I, the pound 

sterling had been the most powerful international currency. 

After the war, the dollar assumed the position of power and 

had this supremacy multiplied after the gold standard was 

abolished. 

Several points should be considered in relation to the 

dollar's new role. To begin, the U. S. devalued in 1933 and 

subsequently set the price of gold at $35 an ounce. The 

U. S. stood ready to buy or sell gold at this price. These 

events coincided with the Nazi rise to power in Germany. 

European countries began to export gold to the United States 

in order to establish dollar credits in the face of war. 

England and France had, in fact, already begun to make ex-

46 
penditures in America for rearmament purposes. 

^Fred Hirsch, Money International (London, 1967), 
pp. 66-67. 

46 
George Halm, International Monetary Cooperation 

(Chapel Hili, 1945)* p. 34. 
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The final result of these capital movements was the 

"gold avalanche" of the thirties. From 193^ to 19^0, $16 

billion dollars of gold moved to the U. S. The United 

States then owned 75 per cent of the free world's gold 

k-7 . 

stock. This accumulation of gold forced foreign countries 

to tighten capital and trade controls in order to economize 

on the dwindling stock of gold. European countries developed 

"bilateral trade agreements with the arrangement that cur-

rency would be accepted and not exchanged for gold. This 

was done because the U. S. demanded payment on current 

account in either gold or dollars. And since American ex-

penditures overseas had fallen over 50 per cent during the 

depression, there existed a shortage of dollars and rearma-
8 

ment expenditures were made almost entirely in gold. In 

this manner, foreign central banks were willing to hold 

dollars as reserves because, in effect, the dollar had be-
Zj-Q 

come as "good as gold." ' 

This was the state of the international payments stan-

dard during the thirties through the outbreak of World 

War II. In Triffin's estimation these particular events 

were the reaction to the lack of monetary organization 
^Officer and Willett, OJD. cit. , p. 26. 
48 
Triffin, op. cit., p. 6. 

^Francis Cassell, Gold or Credit? (New York, 
Frederick H. Praeger), p. 18. 
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50 rather than to the organization of any system as such. 

The world monetary managers found themselves in a similar 

situation as that which existed in the post-war period—a 

need to function within some certain guidelines, within some 

certain system. 

As Einzig pointed out, the old gold standard had been 

hastily restored in the twenties. With its many drawbacks, 

the standard was crushed in the thirties. If a new system 

was to be devised after the war, the authorities wanted to 

make sure none of the pitfalls were carried over: 

. . . it was axiomatic that any conference con-
vening for the purpose of designing a system to 
facilitate world trade would repudiate at the 
outset the recent experiments with exchange 
controls, autarky, isolationism and so on. They 
wanted stable exchange rates, general free con-
vertibility among all developed currencies and 
they wanted nothing to do with the gold standard. " 

Creation of International Monetary Fund 

With the above objectives in mind, plans began to be 

devised for a new monetary system. By 19^3 "two major pro-

posals had come to the forefront. One was submitted by 

H. D. White of the United States, and another by J. M. Keynes 

of England. 

r* r\ 

Robert Triffin, World Mone tary Maze (New Haven, 1961), 
p. 177. 

"^William F. Rickenbacker, Death of the Dollar (New 
York, 1968), p. 68. 
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Keynes sought an international bank which would create 

credits to be doled out TO member nations based on their pre-

war share of world trade. These credits would be used in 

settling unilateral trade deficits. The country that stood 

to benefit the most was England, in that the U. K. would 

receive the most bancors. 

The Americans, using their newly acquired strength via 

the dollar, were reluctant to accept Keynes' bold proposal 

for an independent and powerful international bank. Clearly, 

the U. S. wanted the new system to be built around gold and 

the dollar. The country that stood to benefit in such a 

case would be the United States. 

White's plan recognized the primacy of gold and the 

dollar. After certain compromises and concessions (mostly 

British) his plan was chosen as the framework of the monetary 

S3 

system. 

The agreement called for the creation of a currency 

pool from which members could draw in settling short-term 

deficits. The pool was created as each member contributed 

its quota. The quotas were determined on the basis of each 

country's political power and wealth. A nation was required 

<2 
K. V. Gowda, International Currency Plans and Ex-

pansion of World Trade (New * York, 19-6^), p 9 . 

<3 
"' Davidson and Weil, £2* clt. , p. 10. 
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to pay 25 per cent of its quota in gold and 75 per cent in 
i- t J , 

its national currency.-'" 

A country could draw other currencies from the fund in 

exchange for an equivalent amount of its own currency. These 

"drawings" would "be automatic for the first 25 per cent of a 

nation's quota. Beyond this "gold tranche" drawing right 

would be the supergold tranche or the remaining 75 per cent 

of a nation's quota. This represented an automatic drawing 

right to the extent that other nations had drawn from its 

currency. The plan also included a provision allowing a 

country to" draw another 100 per cent of its deposit. This 

privilege' would not be automatic and would come with strings 

attached. (See Figure 3> page 33-) 

The plan was presented at the famous Bretton Woods 

conference on July 1, 19^. In just twenty-two days, the 

acceptable plan was approved and signed by the delegates. 

The new monetary plan was embodied in an organization called 

the International Monetary Fund (IMF). J 

The purpose of the IMF was outlined in Article I of the 

approved Articles of Agreement: 
to facilitate the expansion and balanced growth 
of international trade, and to contribute thereby 
to the promotion and maintenance of high levels 

c'i, 
-'Hirsch, OJD. cit. , pp. 257-259-

£ c 
-^Davidson and Weil, op. cit. , p. 11. 
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What a country 
pays into IMF 

What a country can 
draw out of IMF 

i gold 

3At- its 
own 

quota currency 

100$ of{ 
quota 

100$ of| 
quota 

-SO. 

0 
•H 
O 
e—* 

CD 

U 
3 
O 

£ 
M.L 
•H 
CD 

O 

Automatic drawing 
right known as 
gold "tranche" 

Automatic drawing 
right known as 
supergold "tranche" 
to the extent other 
countries have 
drawn out its 
currency. 

Non-automatic credit 
"tranches" up to 
amount of quota-but 
with IMF strings 
attached 

Fig. 3—IMF Member Country Drawing Rights 

Source: Davidson and Weil, The Gold War, p. 1^. 

of employment and real income and to the develop-
ment of the productive resources of all members 
as primary objectives of economic policy.-5" 

To meet the goals as laid out by the Articles, the new 

system sought to meet other objectives. The delegates were 

wary of flexible exchange rates which had led to competitive 

devaluations, trade, ana capital controls. But the repre-

sentatives also feared permanently fixed rates in that 

nations would have to sacrifice national priorities in order 

Keith Horsfield, The IMF 19^5-65, I. (Washington, 
1969). HI. 
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to maintain fixed rates. Hence, a schedule of exchange 

raxes was established. 

Parities were fixed in terms of the dollar, and the 

dollar was tied to gold at $35 per ounce. Foreign rates 

could fluctuate 1 per cent above and below parity and then 

would be required to be stabilized.^ In the case of "funda-

mental disequilibrium" (persistent surpluses or deficits), 

a country could alter its exchange rate to restore its pay-

SB 
ments balance."" 

In the main the IMF was set up to allow deficit coun-

tries to avoid recourse to deflation, as well as to avoid 

recourse to anti-deflationary policies which accompanied the 

gold standard breakdown of the thirties. In the short run 

neither anti-cyclical policies nor deflation would be neces-

sary. In the long run persistent deficits could be countered 

with approved devaluations. 

Because of certain political and economic circumstances, 

the major and minor international financial powers of the 

free world were forced together in 19^ to create a payments 

system to satisfy the conditions of that time. As will be 

pointed out, the system was relatively successful and 

managed to survive the post-war period. As Cassell observes, 

"^Officer and Willett, OJD. cit. , p. 22. 

c-8 
J Robert Triffin, The World Money Maze (New Haven, 

1961), pp. 160-61. 
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the new system played a leading role in the economic sur-

vival of European countries! 

. . . the Fund has m&ae a substantial contribution 
to monetary stability . . . it has played a useful 
part in easing the tensions caused by the structural 
change in the payments balance between Europe and 
America and by the gulf between the industrialized 
countries and the developing ones. Unquestionably, 
the Fund has proved its worth.59 

However, complications arose in the sixties, serving to 

undermine what had been established in 19^. The successes 

and subsequent failures of the International Monetary Fund 

will be considered in the following two sections. 

Post-War Power of Dollar 

The strength of the dollar had been developing prior to 

World War II. As Triffin points out this development was 

not evidence of a fundamental disequilibrium as such, but 

the result of certain political events: 

In brief, the evidence indicates that the diffi-
culties experienced at times by foreign countries 
in balancing their over-all transactions with 
the United States were largely the result of 
military and political developments rather than 
of a fundamental and intractable imbalance 
originating in economic factors as suchPO 

The dollar's position was solidified over the course of 

the war, and the U. S. emerged in 19^7 holding about 70 per 

cent of the gold supply. Ten years later the United States 

-^Cassell, o£. clt., p. 55-

p. 16. 
^Triffin, Europe and the Money Muddle, op. cit., 
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"j 

still possessed 59 per cent of the gold stock. " War-torn 

Europe hnd no goods to n.f/ev America and obviously hac" no 

gold or dollars with which xo purx-haoe American products. 

Between 19̂ -6 and 195^» 'the U. S. current account balance 
69 

showed a surplus of $37 billion. 

The dollar also became stronger at the expense of the 

British pound sterling. After World War II, England was 

eager to have the position of sterling strengthened and to 

have some of. the financial activity flow back to London. In 

19^7. England announced that the pound was fully convertible. 

Immediately, outstanding sterling was exchanged for gold, 

and the gold was then shipped to New York for dollars. One 

month later the pound was inconvertible.^ 

Within the IMF the dollar played the predominant role. 

Because of t?ie massive U. S. post-war aid, the Fund had 

somewhat of a dormant role, lasting until about 1956. But 

in the first ten years of the Fund's operations, 90 per cent 
6k 

of the drawings were for U. S. dollars. The drawings were 

used not only to finance trade deficits, but also to use as 
1 
' Richard Cooper, The Economics of Interdependence; 

Economic Policy in the Atlantic Community (New York, 1968), 
pp. 4l-fc. 

^Triffin, The World Money Maze, p. 26. 

/ Q 

•'Robert Triffin, Our Intemationa 1 Monetary System 
(New York, 1968), p. 32. 

. , i . _ 

Cooper, op. cit,, p. 47-



an.intervention currency in keeping new parity rates 

t 6 5 

arable, • The dollar h~-j become firmly established as 

reserve currency. The U. S. dollar dominated the increase 

in foreign exchange holdings, (See Table III.) 

TABLE III 

GROWTH 0? FOREIGN EXCHANGE HOLDINGS OF IMF 
MEMBER NATIONS, 19^8-58 

(Millions of dollars) 

Money Balances NO
 

-C
r 

CO
 

1950 1953 1958 

Dollar Balances 
Official 
Private 
International 

Insts. 

2 , 8^0 
3,020 

'470 

3,620 
3,^90 

250 

5,670 
^.350 

250 

8 , 6 6 0 

5,950 

750 

Total 6,330 7.3^0 10,260 15.370 

Sterling Balances 
Official 
Other 

n. a.. 
n.a. 

n.a. 
n.a. 

7 M5 
2,285 

6 , 6 9 8 

2,691 

Total. 1 2 , 7 0 3 9,752 9,780 9.388 

Source; Francis.Cassell, Gold or Credit?, p. 28. 

With respect to sterling, data is not available for the 

iate forties, but the sterling crash of 19^7 would be proof 

'^Christopher L. Bach, "Problems of the International 
Monetary System and Proposals for Reform--19^-~I970," 
Federa1 Reserve Bank of St. Louis Monthly Review, LIV (May, 
19?2),27." 
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enough that sterling represented a marginal decrease in 

foreign exchange holding. 

Structurally, the IMF and the post-war agreements were 

established such that the European countries were compen-

sated for the unusually large surplus of the United States. 

The Fund wrote into its Articles a method to correct the 

"dollar gap," It was agreed that the Europeans could wait 

five years "before they had to carry out currency conversion, 

to eliminate trade and exchange controls, and to carry out 

parity defenses. This was to "be the period of "transition."^ 

In 19^9» most of the European members went through a massive 

devaluation process against the dollar.^ These represented 

deliberate attempts to cut into the power of the dollar, 

Another such process was the creation of the European 

Payments Union in 1950. This was a bloc which discriminated 

against U. S. exports and somewhat restored currency con-

vertibility among the European countries. Once the trade 

positions of these countries were strengthened vis-a-vis 
/TO 

the dollar the EPU was disbanned. 

Finally, it was agreed that the best way for Europe to 

get back on her feet as well as to become a customer of the 

66 
Cooper, ag. cit., pp. 36-37• 

67 
Triffm, Our Internationa 1 Monetary System, p. 32. 

68 _ . . 
Cooper, ojd.- cit. 
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United States, was for the U. S. to give dollars directly 

to Western Europe. This was carried out in the Marshall 

Plan as $1-6 billion were sent abroad during the 19^8-52 

• J 69 
period. 

The United States emerged from World War II as the 

strongest economy in the world. Yet the U. S. was not 

reluctant to participate in arrangements which were designed 

to undermine the international position of the dollar. This 

was in reality what the IMF was set up to accomplish. All 

members, except the U. S.» were allowed to erect trade and 

exchange controls, some being lowered in the fifties, others 

carrying over into the sixties; members were permitted to 

devalue against the dollar in 19^9; the U. S. pumped billions 

of dollars abroad in the form of post-war aid. 

Deterioration of Power of Dollar 

The foreign countries were all too happy to acquire 

dollars during this "dollar shortage." However, officials 

misinterpreted this situation as being more permanent than 

temporary: 

The Bretton Woods system and the IMF' were devised 
without much thought being given to a situation 
in which the United States itself would have a 
"fundamental disequilibrium" in its balance of 
payments—in other words, when the United States 
would be continually in the red. The "rules of 
the game" were based on the belief that the dollar 

69 Davidson and Weil, 0£. cit., pp. 22-23' 
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would always be as good as gold, so therefore 
all nations would "be willing to accept it as 
gold.70 

The surplus in the U, S. balance cf payments reversed 

itself abruptly beginning in 1950- (See Table IV.) 

TABLE IV 

U. S. BALANCE OF PAYMENTS 

(Billions of dollars) 

Year 
Deficits (-) 

or 
Surpluses (+) 

Gold Stock 

19^8 +$1. 0 $25 
1949 + 0.2. 

$25 

1950 - 3-6 
1951 - 0.3 
1952 - 1.0 
1953 - 2.2 
195^ - 1.6 
1955 - 1.1 
1956 - 0.9 22 
1957 + 0.5 
1958 - 3-5 
1959 - 3.7 
i960 - 3.9 
1961 -- 2.4 
1962 - 2.2 
1963 - 3-1 15-5 

Source; Alvin Hansen, The Dollar and the International 
System, p. 7< 

The first deficit in 1950 was exceptionally large due to the 

19'+9 devaluations on top of military and reconstruction aid. 

70 Davidson and Weil, op. cit., p. 16. 
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The subsequent deficits were reduced womewhat, and in 1957 

the "tearless deficits" bocarao a slight surplus. 

In the period 1958-oC. the U. S. faced deficits totaling 

$11.1 billion. These balances demonstrated the job that 

Europe and the United States were doing in combating the 

dollar shortage. The total short-term liabilities to 

71 

foreigners totaled $21 billion. ' Government expenditures 

(grants and military) accounted for an outflow of. $19 

billion, while direct, long-term capital drained off $7.2 

billion. 7 2 

Foreign central banks piled up excess dollars, and then 

exercised their option under the gold-exchange standard and 

converted the dollars into gold. 
As a result of this dilution, a shift from the 
surplus medium (dollar) to the scarce one (gold) 
took place as some central banks which customarily 
keep most of their reserves in gold exchanged 
their excess dollars into gold.73 

The U. S. gold stock was cut from $25 billion in 19^8 to 

$17-5 billion in I960, with over one-fourth of the stock 
*7 li> 

being lost between 19^8-62.' 

"^"Monetary Reform—the Past Is Prelude," Inter-
national Economic Letter (First National City Bank, April, 
1972), p. 1. 

G. Hubrey, The Dollar _in World Affairs (New York, 
1964), pp. 278-79-

7 J Ibid. >Jt-

74"Monetary Reform—the Past Is Prelude," OJD. cit. 
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The increased demand for gold balances, coupled with 
O t 

the continuing dollar glut and the steble output of gold,'-' 

exerted pressure on the price of the metal officially listed 

at $35 per ounce. In i960, the London price went to $^0 per 

ounce. 

So that the United States could defend the parity price 

of gold, the Gold Pool was formed in 1961. Seven countries— 

the U. S., Prance, Germany, Italy, Switzerland, Holland, and 

Belgium—agreed to share in this operation whereby they 

would buy gold when the price fell below $35 per ounce and 

sell when it was above. This system worked remarkably 

well in the early and mid-sixties as long as the free price 

of gold fluctuated slightly above and below $35* 

The gold pool was dismantled shortly after the pound 

was devalued in November, 196?* With the pound's devaluation 

there was added pressure placed on the dollar as speculators 

demanded gold. To keep the price of gold from soaring, the 

pool was forced to sell large quantities to the private 

market. When this failed to stall the demand for gold, the 

7 *5 
"The Gold Dilemma, Banking and Finance Seminar 

(Stillwater, 1968 7T p. 7-
7 6 
Report of the Subcommittee on Banking and Currency 

Concerning the IMF's SDR Proposal and the Current Inter-
national Financial Situation, 90th Congress, 2nd Session 
(Washington f 1968 J, p. 46 
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activities of the gold pool were terminated March 1.6-17, 

1068.77 

A two-tier gold market was established to replace the 

existing arrangement. This change simply meant that in the 

future there would be two prices for gold—the official 

price and the private price. The central "banks would buy 

and sell gold among themselves at $3.5 per ounce, while the 

speculators and private users of gold would buy and sell at 
no 

whatever price was dictated in the private market. 

The two-tier system coincided with the announced pro-

posal to create SDRs. The intentions were that the official 

stock of gold would be frozen at its existing level March 17. 

1968 (about $38 billion), and that future increases in 

reserves would come through creation of SDRs. The way, so 

it seemed, was being cleared for the demonetization of 

gold.79 

Another measure taken to offset the pressure on the 

dollar and the world's monetary system was the formation of 

the Group of Ten in 1962. This group of nations made a 

formal agreement to provide loans to each other to be used 

nn 
'Joint Economic Committee, Gold, SDRs and Central 

Bank Swaps (Washington, 1972), p. 2. 

rj Q 

The Gold Dilemma , OJD. cit. , P. 65. 

79Ibid., p. 67. 
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in the support of parities. The Group of Ten, as well as 

the Gold Pool, was established external to the IMP to cope 

with these changing fInaneial conditions not anticipated by 

the Fund, 

Several short-term expedients were found at home to 

counter the strain on the dollar. "Swap" arrangements were 

worked out with central banks in order that extra funds 
O n 

could be mobilized quickly; Roosa Bonds were sold to freeze 

foreign held dollars; President Kennedy implemented the 

interest equalization tax to discourage the outflow of direct 

investment dollars; President Johnson implemented voluntary 

controls on foreign investment, restricted the expenditures 

of U. S. citizens traveling abroad, and finally disallowed 
8 ? 

any direct foreign investment. ~ 

The IMF was in no way functioning as had been antici-

pated by its creators. To allow the system to survive 

rather than to collapse as in 1931 > remedial actions were 

taken outside of the Fund to patch up the world's moneta.ry 

organization. 
Most of these devices were ad hoc measures taken 
to meet particular needs, and little attention 
S0_ . , i, -
Copper, o_p. cit. , p. h-5* 

81 
Roosa Bonds are non-marketable government bonds 

issued to foreign holders of dollar balances. At a later 
date the bonds are retired either with dollars or foreign 
exchange. 

82 
Cooper, ojd. cit. , p. 2̂ -8. 
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was paid to The possibilities for their general 
and flexible use or to systematic coordination 
of such measures aT.ong countries . . , Countries 
have increasingly sftunned changes in exchange 
rates—the solution offered by the Bretton R~ 
Woods Agreement to fundamental disequilibrium. . .sj"> 

In summary the international payments system restruc-

tured at Bretton Woods, experienced problems when the "dollar 

gap" became a "dollar glut." The pressure.on foreign central 

banks was to convert excess dollar balances to gold while the 

U. S. still had a sufficient stock of gold to cover liabili-

ties. Indeed by 1966 foreigners held $14 billion convertible 

into gold, while the U. S. controlled only $13 billion in 

gold. Over one-half of the gold drain had gone to the 

French coffer.^ 

What were the adjustment alternatives facing the U. S. 

under the rules of the IMP? First, the United States could 

exercise its drawing rights from the Fund. Second, the U. S. 

could reduce its deficit through internal deflation. 

The former was not acceptable because the maximum that 

was available in the Fund's pool in 1962 was $8.6 billion— 

not enough to cover $14 billion in liabilities. The latter 

was not chosen because countries, for political and economic 

reasons, prefer to maximize the goals of employment and 

^Cooper, c>£. cit. , pp. 248-49. 

84 . . 0 Officer.and Willett, o_p. cit. , p. 180. 
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price stability. To resort to deflation would mean the 

8 * 

loss of domestic control ovar economic policy.""' 

Devaluation was not optional because the world's cur-

rencies were quoted in dollar figures and any devaluation 

would mean a subsequent revaluations characteristic of the 
8 6 

30's. Thus, in the words of Tobin, the U. S. had to adjust 
without the tools that Europe had after World War II. 

They European bankers/ have made world opinion, 
and American opinion, believe there is no other 
choice. Almost everyone agrees that the pressure 
of the balance of payments deficit upon the U.S. 
is inescapable arithmetic rather than the deliberate 
policy of foreign governments. . . . Clearly it is 
a change in human attitudes and public policy, not 
inexorable circumstance, which has compelled us 
to take "corrective" actions.8? 

Aside from its involvement with the Gold Pool, the 

Group of Ten, Roosa Bonds, and "swaps," the United States 

attempted to facilitate adjustment by reducing deficits. 

This, however, was objectionable on other grounds, viz., 

that a liquidity crisis would be eminent. Seventy-six per 

cent of the increase in reserves between 1950-65 w a s "the 

88 
result of an increase in exchange credits, mostly dollars. 

8 ̂  
'"'Monetary Reform—the Past is Prelude," ojd. cit, p. 
8 6 
Michael W. Keran, "An Appropriate International 

Currency—Gold, Dollars, or SDRs?", Federal Reserve Bank of 
St. Louis Monthly Review, LIV (August, 1972), 9-

R 7 _ 
"'James Tobm, "Europe and the Dollar," Review of 

Economics and Statistics (May, 1964), p. 123. 
O O 
"The Gold Dilemma, op. cit., p. Jl. 



If dollars flowed back to the Fed, world reserves were 

destroyed creating a "liquidity crisis." 

The restoration of over-all "balance in the 
United States' international transactions 
would put an end to this process and deprive 
the rest of the world of the major source by 
far from which the international liquidity 
requirements of an expanding world economy are 
being met currently in the face of a totally 
inadequate supply of monetary gold. This might 
trigger off tomorrow, as it did under very 
similar circumstances in the early 1930's, a 
new cycle of international deflation, currency 
devaluations, ana trade-exchange restrictions.89 

During the early sixties the IMF had no control over 

the operations of the international payments system. The 

member nations, in the spirit of Keynsianism and within the 

rules of the Bretton Woods, did not allow internal adjust-

ments to relieve the disequilibrium that existed in the 

world payments system. Nor did these nations alter exchange 

rates against the dollar. The dollar's weakened position 

was the result of the structure of the 19^4 monetary system 

and could only be relieved by reducing government and in-

vestment expenditures abroad. This, however, would weaken 

the system as a whole in that the other nations would be 

denied liquidity. 

As was pointed out in Chapter I, it was during this 

period that studies were begun to investigate the possi-

bility of increasing world wide liquidity while the United 

P9 
"'Seymour 3. Harris, The Dollar j.n Crisis (New York: 

1961), p. 231. "" 
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states corrected its balance of payments deficit. The out-

come was the creation ;-f SDKs. The SDR operation was to "be 

carried out within the Fund. Hence, the IMF appeared to "be 

moving back into a position of control over monetary matters. 

Before examining the place and the future of SDRs in 

the monetary scheme, the actual structure and operation of 

the Special Drawing Account must first be understood. 



CHAPTER III 

OPERATION OF SPECIAL DRAWING ACCOUNT 

It has been seen that a major problem confronting the 

international monetary system has been one of dealing with 

international liquidity. Total liquidity increases have come 

through U. S. deficits, and if the U. S. yields to world 

pressure to reduce such deficits, liquidity will decrease. 

The SDR scheme was constructed such that, in the future, 

increases in reserves will come about mainly through net 

increases in Special Drawing Rights. If the United States 

can reduce its deficit, total liquidity need not diminish 

because of the creation and allocation of SDRs, 

General Operation of Plan 

Any member of the IMF that wishes to participate in the 

plan has the right to receive and to use Special Drawing 

Rights. When a participant'1 needs to finance a deficit in 

its balance of payments, it may exchange SDRs for the cur-

rency it needs. For example, if the TJ. S. has a deficit on 

account with Japan, the U. S, would alert the Fund of its 

"The word "participant" will be used throughout to dis-
tinguish it from the word "member." A participant must be 
a member of the Fund, but not all members are participants 
In the new plan. Machlup, on. elt., p. ]>. 

4Q 
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need for yen. and the Fund would have a member, i.e., 

Germany, provide yen i;. cxohangft "or SDKs, 

Basically each participant has an unlimited use of SDRs. 

Furthermore, it is assured that it will receive the currency 

it needs in exchange for SDRs. There are, however, some 

exceptions and fine points that must be considered. 

Allocation of SDRs 

The total allocation of SDRs is not a function of the 

balance of payments of any particular country. As F. L-

Deming testified, 

. . . the special drawing rights plan in one sense 
has nothing whatsoever to do with the American 
deficit or any other deficit. It is not designed 
to help the U. S. get out of its balance-of-payment 
deficit easily . . . It is explicit in the plan 
that it is not designed to help individual countries 
with their individual balance of payments deficits.^ 

The allocation of the new reserve unit is a function of 

what the managing director of the IMF has determined is 

adequate to assure an appropriate trend in the long-term 

growth of global liquidity." Hence, the amount to be issued 

will not vary greatly from year to year, but will be some-

what stable for a basic period (usually five years). During 

^IMF's SDR Proposal and the Current International 
Finanei'al Situation, House Subcommittee on Banking and Cur-
rency, 90th Congress (Washington, 1968), p. 25. 

3 
-"'Proposed Amendment to the Articles of Agreement of 

the IMF," Annual Report of the Executive Directors for the 
Fiscal Year Ending April" 30, 19^8 (Washington," 1958T"> 
p. 159. Herein referred to as "Proposed Amendment.". 



'•••1 J 

this 'basic, period, predetermined allocations of SDKs will be 
li 

macs at the firs:, of er.cn year. 

Each member of the IMF has the right to receive SDKs, 

but no country is obligated to do so. Hence, a member may 

"opt out" and not receive SDRs. Furthermore, the same member 

may "opt back m " at a later date. 

For the first allocation, SDR 9>5 billion was selected 

as the appropriate increment to reserves. This bloc of SDRs 

was to be allocated ever a period of three years—SDR 3«5 

billion in 1970, SDR 3-0 billion in 1971 and 1972,6 

The amount of SDRs that each participant receives is in 

proportion to its IMF quota. For example, the number of 

SDRs allocated to a participant could be taken as 

Zp = (Xp/Xt) (Z-t). where 

Zp = the participant's allocation of SDRs 

Xp -• the participant's quota deposited with the Fund 

Xt = total IMF quotas 

Zt = total allocation of SDRs 

On the basis of this formula, the United States was to 

k 
Martin Barrett and Margaret L. Greene, "SDRs: A Major 

Step in the Evolution of the World's Monetary System," 
Monthly Review Federal .Reserve Bank of New York, LII (January, 
l9oy~), "10-13? ~~ 

''IMF, Introduction to SDRs, op. cit. , p. 6. 

6Ibid., p. 4. 



52 

receive approximately 25 per cent of the 1970 allocation, 

or about 25 per cent cf SDR 3>5 "billion. 

The number of SDKs that each participant initially re-

ceives is recorded as an entry in the Special Drawing Account 

located within the IMF. "When the new reserve unit is used, 

SDRs are transferred from the country using SDRs to the 

8 

transferee. 

Essentially three groups may accumulate and use SDRs. 

They are the member nations of the IMF that choose to par-

ticipate, the Fund through its General Account, and certain 

international organizations such as the Bank for Inter-
9 

national Settlements. 

Requirement of Need 

In the main, the member nations that, choose to partici-

pate will use SDRs and will be expected to do so only when 

there is a need. In general, a participant is said to have 

a "need" on two occasions. 

. , . a participant will be expected to use its 
SDRs only to meet balance of payments needs or 
in light of developments in its official holdings 
of gold, foreign exchange, and SDRs in its re-
serve position in the Fund . . .10 

7 
'"SDRs: Questions and Answers," Burroughs Clearing 

House, LII (May, 1968), 68, 

8 
"IMF, Introduction to SDRs, op. cit., pp. 6-7. 

o 
'"Proposed Amendment," o_g. cit. , p. 159-

'Ibid. , p. l6l. 
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The phraseoxogy, "In light of developments in its re-

serves," is in reference to a participant's SDP.-reeer-cs 

ratio. If a participant is receiving SDRs at the same time 

its other reserves are decreasing, It may use SDRs to "balance 

1] 

its over-all composition of reserves. " On the other hand, 

a participant may not use SDRs simply to be rid of them. 

For example, if a participant has increasing balances of 

foreign exchange and SDRs, it may exchange SDRs for 

another currency because the participant feels that it has 

accumulated enough SDRs. This does not constitute a legiti-

mate need. If a participant does use SDRs in this way, the 

Fund may direct SDRs back to the participant misusing its 

Special Drawing Rights. 

With respect to the previous provision, a participant 
12 

may use SDRs to acquire its own currency. As seen by 

Polasek, this provision is of importance to the U. S. in 

that the United States can use SDRs to "soak up" dollars and 

remove pressure on its gold holdings. 
This provision is of great practical importance 
insofar as it allows countries whose currencies 
are used as media for international exchange to 
reduce the volume of their current external 
liabilities. It is of particular significance 
to the United States which may attempt to avert 

"̂hvi. J. Fleming, "The SDR: Some Problems and Possi-
bilities," IMF Staff Papers, XVIII, (March, 1971). 2?. 

"^M. Polasek, "The IMF's .SDRs and the Currency Par-Value 
System," The Economic Record, XLVII (March, 1971), 2 08. 

! V M 



gold conversion of excess dollars by offering 
SDKs to countries ready to accept them.13 

This provision will not allow the U. S. (or any other 
s 

country) to finance deficits continually. The participant 

1 il 

holding dollars has the option of refusing the transaction. 

In effect, this country would be saying that it would no 

longer be willing to give up a claim on gold for SDRs (SDRs 

are not convertible into gold). In Gold's opinion, the 

necessity for the agreement implies that "initially SDRs may 

be regarded as less desirable than gold," and at the same 

time a continuous dollar glut, the result of balance of pay-

ment deficits, is more desirable than perfect mobility of 

SDRs.1^ 

Use of SDRs 

When a member nation requires the use of SDRs to settle 

deficits it must notify the Fund of its need and then receive 

authorization from the Fund for such a transaction. As 

Barrett points out, the need to use SDRs is not challenged 

by the Fund, in that SDRs are endowed with an unchallengable 

use, 

. . . a country's use of SDRs cannot be questioned 
on the grounds that it has failed to pursue 
appropriate corrective policies, nor can their use 

IT 
"'Poiasek, on. cat. 

J" 'National Institute Economic Review, No. 51 (February, 
1970), p. 85-

1 c>-
i '""-Gold, SDRs a Character anjd Use, pp. 6I-63. 
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be challenged on the grounds that the country 
has not satisfied the "requirement of need."16 

If the use' of SDKs was subject to restraints and challenges, 

it would not be a source of unconditional liquidity that 

it is. 

Once the Fund has been notified of the participant's 

expected need, the Fund "designates" another participant to 

provide currency. The system of designation is a guidance 

system under the control of the Fund. The IMF decides which 

member of the Special Drawing Account is to provide currency, 

This is done according to three general principles: 

(i) A participant will be subject to designation 
as a transferee if its balance of payments 
and gross reserve position is sufficiently 
strong or possibly if it has a strong reserve 
position even though it has a moderate 
balance of payments deficit. 

(ii) Participants subject to designation on the 
economic principles in (i) will be designated 
in such a manner as to promote over time a 
balanced distribution of special drawing 
rights among them. 

(iii) Notwithstanding the economic importance of 
(i) and (ii), priority will be given normally 
to designation for the purpose of ensuring 
certain specific objectives of the facility: 
. . . to correct any failure by participants 
to observe the expectation as to need when 
using special drawing rights . . .1? 

Martin Barrett, "Activation of the Special Drawing 
Rights Facility in the IMF," Federal Reserve Bank of New 
York Monthly Review. LIT (February., 1970), 5o~"£-6." 

17 " V 1 ' - . . 
" Gold, SDKs s Character and Use, pp8 6l-o3. 
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In short, the general principles for guidance are in-

tended to promote a balanced aru'; equitable distribution of 

SDRs over the time, and to correct unwarranted uses of the 

reserve unit. 

It is axiomatic that by (i), parxicipants with strong 

reserve positions will automatically be subject to desig-

nation. Secondarily, the Fund will seek to balance the 

participants' (designated by (i)) excess holdings of SDRs in 

relation to their reserves. For example, if two participants 

in strong economic positions have not made prior use of SDRs 

then both would be designated to provide an equal percent-

1 ft 

age of their reserves for SDRs. 

By (ii), a participant that has made prior use of SDRs 

is subject to designation if the participant has a strong 

reserve position. If the participant is not in the position 

to be designated by (i), it will be designated as soon as 

its reserve position has been rebuilt. In the most recent 

periods (1971, 1972), India arid New Zealand have been desig-

nated to receive relatively large amounts of SDRs, SDR ^0.8 

million and SDR .10.0 million respectively, as a part of this 

process of restoring previously used SDRs.1^ 

18 
"'David S. Cutler, "The Operations and Transactions of 

the Special Drawing Account," Finance and Development, VIII 
October, 1971), 22, 

3 9 
Annual Report of the Executive Directors for the 

Fiscal Year Ending April 30,' 19687 pp.~~6o-68. 
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Finally, the Fund may designate a participant, under 

to receive SDR? if th:'s participant has? r.ot observed 

the requirement of need in using its SDRs. This would most 

likely apply to the participant who used SDRs to change the 

composition of its reserves. In this manner the Fund would 

be directing SDRs back to the participant who violated the 

provision of "need" in using SDRs. 

In the situation where a participant wishes to acquire 

its own currency, the Fund does not designate participants 

to rpovide the currency. Rather, "these transactions are by 

agreement between the participants and the Fund's role is 
O A 

limited to recording the transfer."" 

The participant that has been designated by the Fund 

must provide what is termed "convertible currency." Con-

vertible currency falls into two groups. 

Group I consists of a currency issued by a participant 

that is freely buying and selling gold for settlement of 

international transactions, or is free of restrictions on 

the payments and transfers of the currency for international 

21 

transactions. In the early days of the facility the dollar, 

sterling, and the French franc were placed in the first 

category. 
20 
Cutler, erg. cit. , p. 23-

21 
"Proposed Amendment," OJD. cit. , p. 167. 
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The group of convertible currencies falling into the 

second category must satisfy several', requirements. First, 

a country must designate balances of its currency as con-

vertible and stand ready to convert the money into other 

currencies. Second, these balances must be convertible into 

.one of the currencies of Group I, but not into all of the 

currencies of the first group. With the beginning of the 

Special Drawing Account, the Belgian franc, deutsche mark, 

Italian lira, Netherlands guilder, and the Mexican peso were 

listed in the second category and were all convertible into 

dollars.^ 

A hypothetical case will illustrate how the system of 

designation operates. When a participant has been designated 

it has several options with respect to providing convertible 

currency. The transferer (of SDRs) may request the currency 

that it needs, but the transferee does not necessarily have 

to provide the desired currency. For example, a case might 

find Ireland needing sterling and France as the designated 

country. If France provided the sterling, the operation 

would be complete. If France provided francs, it would simply 

have to convert the francs into sterling. France could pro-

vide dollars in which case the U. S. would have to exchange 

the dollars into sterling. France would then receive the 

SDRs from Ireland in exchange for sterling. Finally, France 

22 
Gold, SDRs: Character and Use, p, k6. 
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could provide lira, in which case Italy would convert. Italy 

would probably do this by providing dollars, wh-i.->.b the IT. S. 

would convert into sterling. 

Limitations to Acceptance 

SDRs are used as any other resex*ve asset and are subject 

to unlimited use by the participants. The participants also 

have a solemn obligation to accept SDRs. According to Daane, 

this obligation is the "fundamental assurance of the accepta-

bility of the asset and is the principal factor which will 

?3 

ensure its value." 

The SDR plan recognized that there should be some limit 

to the amount of SDRs a participant would be required to 

accept. If not, a country could conceivably accumulate a 

disproportionate share of SDRs, or at least refuse to accept 

the reserve unit altogether, thus undermining the entire 

system. 

The new plan outlines acceptance obligations on the part 

of its participants. The plan requires that a participant 

accept SDRs equal tc the difference between the country's 

actual holdings of SDRs and three times its cumulative 
?-Jh* 

allocations.^' For example, if a participant was allocated 

SDR 100 million and did not use any of its SDRs, then its 
9 < 

""'IMF' s SDR Proposal and the Current Internationa 1 
Finaneial Situation, p. 37* 

^ Williams and Woudenburg, 033. cit. , pp. 655-66. 
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acceptance obligation would be SDR 200 million. If the 

participant had used itr sn::.r3 allotment, its acceptance 

obligation would be SDR 300 million. 

On first notice, it may be that at some point the use-

fulness of SDRs would diminish due to the fact that several 

countries had reached acceptance limits. With respect to 

the entire system, it can be seen that this would not happen. 

As Barrett and Greene observe, 

. . . the limitation seems unlikely to be serious. 
If, after the plan has been in operation for a 
number of basic periods, the amount of SDRs out-
standing becomes quite large, and a country with 
a balance-of-payments deficit is almost certain 
to find some surplus country which holds less 
than its obligatory limit of SDRs. Moreover, the 
reconstitution provision, which encourages per-
sistent deficit countries to use other reserves 
in addition to SDRs, will help to avoid excessive 
transfers of SDRs. Finally, transfers of SDRs 
may be made not only to participants with a strong 
reserve position even when they have a moderate 
payments deficit. 

For these reasons, the margin between the 
amounts of SDRs created and the acceptance obli-
gations will probably be large enough to assure 
any participant that its holdings are fully 
useable.25 

Machlup provides an example illustrating how a partici-

2 6 

pant with a need will be able to use its SDRs. Machlup 

assumes a total allocation of SDR 1,000 of which the U. S. 

receives SDR 246, Thus, the other participants receive SDR 

76k of w'nich SDR 178 goes to the EEC. The EEC, without using 

9 

""-''Barrett and Greene, rro. cit. , p. 13. 

26 
Machlup, ojg. cit. , p. 19. 
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any of its SDRs, would be obligated to accept SDR 356, more 

than enough to aceoflrifrio'-̂te the United States, ?-%chiup then 

assumes all countries except the U. S. in deficit (not a 

likely case), and finds that the U. S. by itself could 

accommodate most of the other participants' needs for SDRs. 

Limitations to Use 

The new plan provided for the limitation of the amount 

of SDRs a participant may use, If, after the basic five 

year allocation period, a participant that shows an average 

daily holding of less than 30 per cent of its average daily 

allocation must "reconstitute" its position. This is to say 

9 7 
the participant must convert currency into SDRs."' 

Reconstitution obligations are to be carried out for 

periods of five years beginning five years after the first 

2 8 

allocation.^ The "Proposed Amendment" outlines the recon-

stitution procedures to be implemented in the event that 

participants do not maintain minimum balances. 
A participant that needs to acquire special 
drawing rights to fulfill this obligation shall 
be obligated and entitled to obtain them, at 
its option for gold or currency acceptable to 
the Fund, in a transaction with the Fund con-
ducted through the General Account. If sufficient 
special drawing rights to fulfill this obligation 
cannot be obtained in this way, the participant 
shall be obligated and entitled to obtain them 

^Polasek, cp. cit. , p. 211. 

^°Gold, SDRs: Character and Use, p. 68. 
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with currency convertible in fact from a partici-
pant which the Fund shall specify.29 

The plan did not specify a minimum amount of SDKs that 

a member must hold, rather the agreement set a minimum 

average that must be maintained- over time. If the minimum 

is not met then the participant must take steps to increase 

its holdings of SDKs, either through a transaction with the 

General Account or through the Fund's directing SDRs to the 

deficit country. 

Rate of Interest 

Unlike gold, SDRs are an earning asset. The new pro-

posal contains a provision that makes it possible for surplus 

holdings of SDRs to earn interest—payable in SDRs. The 

rate of interest is !§• per cent on balances above a partici-

30 

pant's allocation. 

On the other hand, if a participant makes net use of 

SDRs then that participant must pay li per cent on the net 

amount of SDRs used. If a participant has not made use of 

SDRs and has not received SDRs above its allocation, then no 

interest is paid or received. However, when interest is paid 

or received this, in effect, signifies a net transfer of SDRs 

from the participant making a net use to the participant who 
31 

has a surplus balance of SDRs. 

29 
"Proposed Amendment," _op. cit. , p. 169. 

OA O ~| 
J Polasek, ojd. cit, , p. 209- ^ Ibid. 
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Role cf IMF 

The Fund, through its General Account, is expected to 

be an active participant in the Special Drawing Rights plan. 

The Fund will not receive SDKs through allocations, but there 

are ways in which the General Account can deal in SDRs. The 

following situations, as outlined in the amended Articles of 

Agreement, indicate the conditions under which the Fund may 

become a participants 

1. the Fund shall accept Special Drawing Rights 
for automatic "repurchases against its drawings, 
and in reimbursement on charges of using Special 
Drawing Rights? 

2. the Fund may accept Special Drawing Rights 
in payment of charges, and to discharge re-
purchases of existing drawings except these 
that are automaticj 

3. the Fund may replenish its holdings of partici-
pants' currency under Article VII if it deems 
such action appropriate; 
the Fund may sell Special Drawing Rights where j/ 
a member must acquire them to promote recon-
stitution, to reduce a negative balance, or to 
offset the effect of failure to fulfill the 
general expectation of need; 

5- for any other operations and transactions, the 
Fund may use Special Drawing Rights by agree-
ment with the participant.3^ 

The occasions on which the Fund will become a partici-

pant are, of course, limited to the first condition. However, 

the opportunities for Fund activity in the plan are not as 

limited and Fund activity will depend upon the IMF's assess-

ment of the international monetary scene. 

-^2The Gold Dilemma, 0£. cit. , pp. 152-53' 
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The particix>ating members in the SDR plan received 

thoir third arid final of the first peri-d 

January 1, 1972. Previous allotments had been made January 1, 

1971. Total allocations equaled SDR 9-314 billion. (See 

Appendix, Table I.) It was anticipated that SDR 9-5 billion 

would be created, but China "opted out" and did not receive 

its expected allotment. 

The United States by far received the largest amount 

of SDRs totaling SDR 2.294 billion, or 24.6 per cent of 

the cumulative allocation. The United Kingdom received 

approximately 10.8 per cent of the total, or SDR 1.006 

billion. Industrial Europe received about 23 per cent of 

the allocation. 

Net Use by Participants 

As of April, 1972, participants' net use of SDRs totaled 

I.455 billion or about 16 per cent of the entire allotment. 

Net acquisitions totaled SDR .5^5 billion, leaving SDR .910 

billion as net accumulations in the Fund's General Account. 

(See Appendix, Table II.) 

Almost one-half of the transfers between participants 

transpired without designation, (See Appendix, Table II.) 

Transactions without designation usually involve the trans-

fer of SDRs for a participant's own currency. The U. S. 

used a total of SDR 640.5 million in this way--mainly in 

transactions involving the Netherlands and Belgium. With 
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respect to transfers through designation, most of the cur-

rencies transferred hs «e been oo"lars. 

Net Use by Fund 

As outlined above, the Fund may deal in SDRs. In April, 

1972, the Fund held SDR .910 billion. The bulk of the net 

transfers came through repurchase agreements. When an IMF 

member wishes to acquire foreign currency from the Fund, it 

puts up its own currency for the desired foreign money. 

Later the member that has "drawn" from the Fund must re-

purchase its currency. Participants in the SDR plan may use 

SDRs to settle with the General Account. (See Appendix, 

Table III.) 

Political Structure of Special Drawing Account 

In 19^. the battle over the new international monetary 

plan was divided between England and the U. S. In the mid 

and late sixties, the debate concerning the addition to world 

liquidity again involved the United States. This time the 

opponent was the EEC, or to be more exact, France. 

France, led by DeGaulle, and on occasions by Despres 

and Debre, had decided that any new developments in the 

monetary order must come at the expense of American power. 

France argued that since the U. S. had been running chronic 

deficits, it would be the EEC's position to direct the 

negotiations. As Cohen observes, France intended to seize 
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the opportunity to recover some of the power lost to the 

Unite-? States following World War II: 

Once . . . economic vitality returned to the 
continent which gave birth to power politics, it 
was all "but axiomatic that it would take steps 
to recover the national sovereignty and power 
relinquished to the U. S. in the immediate post-
war period.33 

It is not surprising, then, that much of the new,SDR plan 

represents compromise between "the United States and Prance. 

The French argument during the negotiating phase of the 

plan was that there was no so-called "liquidity crisis"--

that what was needed was an increase in the price of gold 

and the elimination of the dollar and sterling as reserves. 

The recent difficulties have their origin in 
the gold exchange standard; that is, the use of 
dollars and sterling as reserve currencies, in 
the French view, tends to encourage persistent 
deficits in the payments of the U. S. and the 
U. K. The French propose, therefore, that the 
monetary price of gold be raised substantially, 
doubled or more, and that dollars and sterling 
no longer be used as reserves, so that monetary 
reserves hereafter would consist exclusively of 
gold valued at the higher price.3^ 

France contended that if there ever arose a need for 

additional liquidity, it should come through new credit 

facilities, but under rigorous conditions.-^ The U. S. 

33 
Stephen Cohen, International Monetary Reform, 1964-69 

(New York, 1970), p. lZJl 

34 
Officer and Wiliett, ojo. cit, , pp. 154-155, 

35 
Machlup. op. cit., p, 8. 
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opposed all three arguments in that the French proposal 

called for the devaluation cf the collar, the elimination ol 

the dollar as a world currency, and the creation of new 

credit facilities, rather than the creation of liquidity. 

The U. S.'s position was directly opposed to the po-

sition taken by the French and was summarized in two points: 

(1) . . . to be unprepared for an inevitable 
shortage of international liquidity would 
eventually result in a trend toward restric-
tive and deflationary economic policies by 
countries- intent on preserving their in-
creasingly hard-to-come-by reserves, 

(2) . . . what had to be created was a first-
class asset that would, like the dollar, be 
good as gold. The United States wanted an 
asset sufficiently attractive to assure its 
inclusion by central banks in their reserves 
statistics. . . . the United States would 
not settle merely for a glamorous augmentation 
of conventional credit facilities.36 

In short, the United States wanted a wholly-owned asset to 

be added to official reserves with no strings attached to 

its use. 

What was ultimately devised was a mixture of the two 

broad-based viewpoints. To begin, controversial words and 

phrases were omitted from the text of the plan. 

The words "credit," "credit facility," "reserve 
asset," "reserve units," "borrowed reserves," 
"owned reserves," "loans," "repayments"--all of 
them were, with great circumspection, avoided in 
the outline drafted. Words not burdened with a 
history of controversy, not associated with rec-
ognizable ideologies, and not widely used in 

•^Cohen, o£. cit., p. 135 • 
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monetary theories, words, therefore, with still 
neutral and not always fixed connotations were 
put in place of ̂  the eld, . battle-scared ar..' not 
banished words.37 

The compromise over semantics was just the beginning of 

further heated arguments between the United States and France. 

As was pointed out above, France was using the negoti-

ations in order to grab lost power from the United States. 

One way in which France achieved this end was through tying 

the passage of the new plan to the reform of the Fund. What 

France wanted and received was an increase in the majority 

required to activate the allocation of SDKs. The former 

majority was 80 per cent of the votes cast. Since the United 

States had over 20 per cent of the total vote, it had veto 

rights over the future allocations of SDRs. The BEG had just 

over 15 per cent of the vote and thus did not have veto priv-

ileges. The French reqxiest was met, and the majority was 

increased from 80 per cent to 85 per cent.^® 

Another concession that the EEC countries received was 

the increasing of Fund quotas in favor of those countries 

39 

that had developed in economic importance. The result was 

that the voting power of the United States was reduced to 

37 
Machlup, ojo. cit. , p. 9. 

oQ 
"The Group of Ten in Stockholm," Banking, LXI (May, 

1968), pp. 42-43. 

39 
Fleming, _0£. cix. , p. 203. 
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21.80 per cent, while the ESC vote w?.s increased to 16,H'/ 

per cent of the IMF vot», (See Table V.) Further impli-

cations show that when the 11. K. joins the ESC, the Western 

European nations will for the first time have a stronger 

voting position in the Fund than the United States. 

TABLE V 

VOTING POWER OF SELECTED MEMBERS IN THE IMF, 1970 

Percentage 

United States 21.80 
United Kingdom 10.36 
European Economic Community 

Germany 5.15 
France 4.25 
Italy . 2.?3 
Netherlands . . . . . . . . . 2.29 
Belgium 1.88 
Luxembourg 0.17 . 16.^7 

India 3.26 
Canada 3.22 
Japan 3-15 

Source: Gold, SDRs: Character and Use, p. 22. 

Tha amount of SDRs to be created was the source of 

serious debate. Naturally, the United States supported a 

more liberal allocation since, in view of its balance of pay-

ments deficits, the United States had more to gain from the 

use of SDRs. The EEC members argued for a smaller allotment. 

The Americans opted for an initial allocation of $4—$5 billion 

while the EEC favored a more modest $l-,$2 billion. Japan 

supported a figure somewhere between $3-$^ billion.^ 

Conen, ojd. cit. , p. .1̂ 5* 
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The compromise unfolded as such: the initial allo-

cation was for SDR 3-5 billion, but the basic period in which 

allocation would be made was cut from five years to three 
in 

years. Thus, the U. S. seemingly "won" the battle over the 

initial allocation but had to give in to the Europeans in the 

area of total allocations. 

However, in explaining the reasoning behind -this change, 

the managing director of the Fund ignored the political rami-

fications and alluded to the problems of forecasting and to 

the novelty of the whole idea: 
There are good reasons for giving preference, in 
normal circumstances, to a basic period of as 
much as five years. At the present time, however, 
estimation of the relevant magnitudes for a period 
up to five years ahead would be particularly dif-
ficult. The projection of future reserve needs 
is difficult because of uncertainty as to whether 
the past trend in the ratio of reserve needs to 
international transactions will continue or, on 
the contrary, be reversed; the projection of the 
supply of reserves in traditional forms is dif-
ficult because of uncertainty as to the medium-
term balance of payments prospects of the reserve 
centers; and both projections are difficult because 
of the lack of experience with medium-term fore-
casting in this relatively novel field.^2 

It is true that there are problems associated with any model 

designed to forecast the demand and supply for international 

reserves, but the fact is that these problems must take 

second place to political compromise. 

^Cold , SDRs; Character and Use, p. 25-

kZ T1 . , 
Ibid. 
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Another major concern was whether the SDR should be a 

credit instrument or a wholly-owned reserve asset. France 

debated for a credit instrument that would have to be repaid 

when used. This, again, was directed toward the United 

States in hopes that no asset would be created that allowed 

4 3 

for the liberal financing of deficits. * The Americans 

favored no conditions being placed on the use of'SDRs, since 

this would diminish the "wholly-owned" characteristic of 

the unit. 

Hence, an agreement was made regarding the long-run use 

of SDRs. The provision specified that after five years a 

participant must have maintained an average daily balance of 

70 per cent of its SDRs, or it must take steps to increase 

its holdings. The IMF's Joseph Gold explained that "No 

special logic compelled the choice of these percentages. 

They were selected as part of the compromise represented by 

the concept of reconstitution." ' The choice was indeed 

logical to the French because to some extent it made SDRs' 

conditional credits. 

It was also feared that if certain countries (United 

States) remained in deficit long enough, SDRs would flow from 

the deficit participants to the surplus participants. To 

"Those Money Talks Did Matter," The Economist, CCXXIV 
(September 2, 1967), 799- " 

-i H 
Gold, SDRs; Character and Use, p. 68. 



offset this possibility the acceptance provision was written 

intc the proposed plan. - Again, this was with respect to 

the French demands for limiting cond.itions being placed upon 

Special Drawing Rights, 

A final safeguard written into the proposal by the 

French concerned the balancing of a participant's total re-

serve ratio. In other words, the French did not want it to 

be possible for a participant to make disproportionate use 

of SDRs (or dollars). This was outlined by the French as 

early as 1965* 

(a) Each deficit country should use its different 
reserve assets for settling its deficit in 
precisely the same proportions as it holds 
these reserves gold, dollars or sterling, and 
the new reserve asset (SDRs). 

(b) Each surplus country should acquire the different 
reserve assets for settling its surplus in the 
average ratios of gold, dollars or sterling, 
and the new reserve asset (SDRs) used by all 
deficit countries, so that all surplus countries 
would acquire the different reserve assets in 
the same ratios.^'6 

These stipulations were embodied in the new plan within the 

system of designation directing the Fund to equalize, over 

time, participants' holdings of SDRs in relation to the other 

reserve assets. 

Certainly there was heated debate, negotiation, and com-

promise on each provision of the Special Drawing Rights plan. 

Some of the more critical issues have been outlined here. 

45 Davison and. Weil, ojg. cit. , p. 197• 

^Officer and Willett, op. cit., p. l6l 
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What was apparent in each of the issues was the Franco-

American confrontations. The French were not motivated in 

their actions by international economic integration. France 

was intent on diluting and transferring to the Continent 

some of the power that had "become centered in America. For 

various reasons, France has "been, and will probably continue 

to be, an influential factor in monetary reform. To be sure, 

the economic and political philosophy of the French is deeply 

entrenched in the SDR plan. 

In the end, the French did see the advantages of SDRs 

and compromised to the extent that France regarded the plan 

as an acceptable reform. The plan was also seen as a 

victory on the international front by the Americans. Per-

haps Emminger saw the SDR proposal as it truly is. He 

compared SDRs to a zebra "so that one can say they are a 

black animal with white stripes and another can say they are 

a white animal with black stripes," 

To this point, the need for international monetary reform 

has been established together* with an outline of how the new 

plan is intended to work. However, Special Drawing Rights 

represent only one element in a larger set of international 

monetary relations. To execute a more critical analysis of 

the new plan, it is left to examine more recent events in the 

workings of the international system. 

Z 4 . 7 . 
'Cohen, op. cit., p. 1^9. 



CURRENT DEVELOPMENTS IN INTERNATIONAL 

PAYMENTS SYSTEM 

The Special Drawing Rights plan has been completed and 

put into operation. This represents a notable, if not a 

significant, reform of the international payments system. 

However, success of the plan, and for that matter, a success-

ful operation of the international monetary system is not 

assured. 

What must be done is to create a new payments system, 

replacing the recently fallen Bretton Woods system. Since 

the August, 1971 devaluation of the dollar, the often slow-

to-act finance ministers have shown an encouraging willingness 

to restore stability to the weakened international monetary 

system. 

And, according to The Banker, the time available for 

negotiation is growing short: 

The reform of the international monetary and 
trading system is now the most urgent item of the 
diplomatic agenda of the West. The next two years 
are likely to be decisive. Unless we can arrive at 
a mutually agreed programme for reform by the end 
of 197^ at the latest. I believe we will face a 
series of increasingly serious currency crises and 
the splitting up of the industrialized countries 
into antagonistic trading blocs.1 

-̂ -Richard N. Gardner, "Toward a 'New Bretton Woods1 

The Politics of International Money," The Banker, CXII 
(September, 1972),1136. 

7 4 
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With respect to monetary reform, the discussions con-

cern the correction of payments diseMiililDrium. To uate; 

the results of any consequence have been (1) the temporary 

agreements worked out at the Smithsonian Institute in 

December, 19?1 and (2) the general plans for reform presented 

by the United States at the 1972 meeting. 

To understand the direction of the future talks, that 

is, to obtain an idea of what the structure of the new system 

will resemble, one must consider recent monetary events. In 

this framework the future of SDRs in the new financial system 

may also be projected. 

Of special importance in this chapter are the events 

which led to the collapse of the dollar-exchange standard in 

August, 1971« the Smithsonian Agreements, the Post Smithsonian 

developments, and the devaluation of the dollar in February, 

1973* Finally, the thoughts of monetary experts concerning 

possible reform of the payments system will be considered. 

Devaluation of Dollar, 1971 

It has been said that the Bretton Woods system contained 

the "seeds of its own destruction." 

The old pegged-rate system came to rest on two 
pillars. . . . One was the general use of the dollar 
as a reserve asset. The other was the presiiiD.pt.ion 
that the parities of major currencies were not simply 
pegged, but actually fixed—i.e. unlikely to change. 
This presumption applied with particular force to 
the parity of the dollar. It was generally assumed, 
in other words, that the effective exchange rate of 
the dollar woxild never change either through a 
deliberate devaluation initiated by the United 
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States, or by virtue of a general upvaluation of 

other important currencies.2 

The assumption of fixed exchange rates proved to "be quite 

meaningless. First came revaluations and devaluations 

against the dollar, and finally devaluation of the dollar 

itself. 

These parity fluctuations ultimately resulted from the 

use of the dollar as a reserve currency.-' When the Bretton 

Woods system was formed the United States held a large stock-

pile of gold. Subsequently, the U. S. was allowed to run 

deficits, i.e., to provide dollars to dollar-starved Europe. 

As Table VI indicates, this is the path the U. S. chose to 

follow. Europe needed reserves, and the United States ran 

deficits to provide them. 

After the European demand for dollars diminished, the 

U. S. could still incur deficits without unilateral changes 

in exchange rates vis-a-vis other currencies. This was pos-

sible because all other currencies were defined in terms of 

the dollar, and for parities to remain fixed, in accordance 

with IMF rules, these other countries had to stand ready to 

sell their currency in exchange for dollars. Hence, dollar 

deficits were absorbed through the sale of foreign currencies. 

^"Finding a Way Out of the Money Muddle," OP. cit., 
pp. 1-2. 

3 
- L. A. Mayer, "World Monetary Keforrns Rethinking the 

System," Fortune, LXXX.TV (December. 1971)» 86. 
If 
Keran, pj3. cit. , p. 11. 
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Foreign countries could devalue to achieve balance-of-

payments equilibrium. But under the rules of the game, this 

option was not available to the United States. 

The only unilateral action the United States could 
take was to change or suspend the conversion rate 
between the dollar and gold. However, either action 
would have destroyed the dollar-gold international 
currency system. The U. S. was inhibited from 
taking either action because of the disrupt-ive 
effects it would have on many countries. Thus an 
important economic policy tool available to other 
governments who desire to achieve balance-of-pay-
ments equilibrium was not available to the U. S. • 
within the context of the old international monetary 
system.5 

These deficits laid the foundation for the Euro-dollar 

market. Euro-dollars are dollar deposits held by foreign 

banks, and while they are given the title, "Euro-dollars," 

they do not necessarily leave the U. S. This stock of dollars 

grew from $9*5 billion in 19^5 to $46 billion in 1970.^ The 

8 

current estimate is now placed at $70 billion.' 

As long as the dollar balances were accepted, the system 

functioned well enough. But several developments combined to 

decay confidence in the dollar, such that Euro-dollars were 

unloaded in favor of other currencies. 

^Karan, ojd. cit. 

^James H. Hugon, "Past and Future of the Euro-Money 
Market," Financial Analyst Journal, XXVII (September-October, 
1971). 21-2^. 

7 . 
Vincent G. Massaro, "Eurodollars and the U. S. Money 

Supply," Conference Board Record, VIII (September, 1971), -̂6. 

®WalI Street Journal, February 7» 1973. P« 13• 
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First, there were changing pariti.es against the dollar. 

In 1967 the pound was unvalued was the French franc in 

1969. Shortly afterwards, the mark floated upward to a new 

level. The Canadian dollar was set free to float in 1970 and 

has continued to do so. Thus, it was clear that some "botton 

dog" currency would surface, and given the deficits of the 

9 

U. S., it was likely to be the dollar. 

A second development that eroded dollar acceptability 

was conflicting international monetary policies. In view of 

the stringent U. S. economic restraint in 1969. U.. S. banks 

borrowed in the Euro-dollar market to meet domestic money 

demands. When domestic monetary policy eased in 1970» the 

borrowings were x^epaid, and there were complaints heard from 

Europe concerning the flood of dollars. 

The main receiver of the dollars was West Germany. In 

1970 the Bundesbank was fighting escalating wage costs and 

prices. Hence, interest rates in West Germany actually ex-

ceeded those of the Euro-dollar market. Dollars were borrov/ed 

from the Euro-dollar fund, exchanged into marks, and deposited 

in West German banks. Germany, in order to support its 

parity with the dollar, was required to exchange marks for 

dollars (increase its money supply)."®"̂  At this point West 

^"Who's for Floating?", The, Economist, COXXXIX (May 8, 
1971), 12. 

"^Bach, op. cit., p. 9-
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Germany was sacrificing domestic economic needs for inter-

nations l irionetary ooope rati >*•>-}, 

On May 3« 1971> $800 million moved into West Germany in 

three hours, followed by $1 "billion in the first forty minutes 

of trading on May k. Thereafter, it was decided that the mark 

jL 
should f l o a t . T h i s action was repeated by the' Dutch finance 

ministers. The Swiss franc and Austrian schilling were then 

^ 12 revalued. 

The international payments system was severely weakened 

at this point and remained in a state of confusion. This was 

the case any time the Bretton Woods system was faced with the 

dumping of the dollar and subsequent floating of currencies. 

In Gilbert's opinion, the structure of the system was not to 

take the blame for the May crisis. Rather, the blame rested 

with uncoordinated monetary policies, and could have been 

avoided. 

. . . this May crisis was due to extreme use of 
monetary policy for domestic purposes with little 
regard for external consideration; and that it was 
entirely avoidable by reasonable coordination be-
tween U. S. and German policies.13 

However, at that particular point in time it was not con-

ceivable that monetary policies would be internationally 

•^Bach , erg. cit. 

1 2 
Geoffrey Bell, "The May 1971 International Monetary 

Crisis," Financial Analyst Journal, XXVII (July-August, 
1971), 88'. 

13 
Milton Gilbert, "The International Monetary System: 

Status and Prospects," Morgan Guaranty Survey (December, 
1971). P- ?• 
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coordinated. The U. S. was in the process of recovering from 

a recession that sent unemployment to 6.1 per ccnt in 1970. 

West Germany was attempting to control inflation. Given the 

prevailing attitude that domestic policies take precedence 

over international considerations, monetary policies should 

have been expected to conflict with each other. ' If domestic-' 

stability was desired, then it was the structure of the 

Bretton Woods system that should carry the blame. 

Floats and revaluations did not take the speculative 

pressure off the dollar. The United States released second 

quarter balance-of-payments statistics showing increased 

dollar deficits. (See Table VI.) 

TABLE VI 

UNITED STATES BALANCE OF PAYMENTS, 1964-1971 

(billions of dollars) 

Year Trade Liquidity Transactions 

1964 +4,7 -2.8 -1.5 

1965 +4.8 -1.3 -1.3 

1966 + 3 e 6 -1.4 + . 266 

1967 +3.4 -3-5? -3.4 

1968 • + . 6 - -17 - .16 

1969 + .6 -6. 0 +2.7 

1970 +2.1 -3.8 -9.8 

1971 -2.7 -22. 0 -29.7 

I + .2 -2.5 -5* 5 

II -1.0 -5.8 -6.5 

III - .472 -9.^ I 
.....J 

I O
 

Source; Federal Reserve Bulletin. 
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Central banks began to demand gold for dollars even 

when the II. S. goad stnr.:, van approaching $10 "oillion and 
lk 

liabilities exceeded $50 billion. Table VII shows the 

deteriorating U. S. reserve position during 1971-

TABLE VII 

UNITED STATES INTERNATIONAL RESERVE ASSETS, 1971 

(billions of dollars) 

I II III IV 

Reserves lA. 3^ 13.50 12 .13 13 .19 

Gold 10.96 10.51 10.21 11. 08 

SDRs l.*»4 1 .25 1.10 1.19 

IMF 1.60 1.^3 • 58 .63 

Foreign Exchange ,26 .32 .25 .28 

Source: International Finaneial Statistics, January, 
1973. p. 111. 

During one week in mid-August, $4- billion flowed into 

foreign reserves as private firms and individuals attempted 

to protect assets from dollar devaluation. The official 

reserve transaction balance showed a deficit in excess of 

$20 billion through the first three quarters of 1971' The 

long term capital account was in deficit over $'4 billion. 

1^„ When the Freeze Thaws Out at Home and Abroad," 
Magazine of Wall Street, CXXVIII (August 30, 1971). 12. 

15 

1972), 
Federal Reserve Bulletin. LVIII (Washington, June, 
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These figures more than point out the flight from the dollar 

that wc-3 taking place. 

Following the May-August; crisis, the deteriorating U. S. 

trade position and the weakening U. S. reserve position, 

moved President Nixon, for political as well as economic 

reasons, to suspend dollar convex'tibility on August 15, 1971* 

And as Francis observed, " . . . inconvertibility of the 

dollar into gold, in effect, removed the cornerstone o.f the 

Bretton Woods agreements." 

Agreements at Smithsonian Institute, 1971 

The U. S. argued that the dollar was overvalued and this 

was hurting the country in its trade balance. Therefore, the 

Administration sought revaluation of exchange rates on the 

17 

part of its foreign counterparts. To achieve this end, 

President Nixon suspended dollar convertibility and imposed 

a .10 per cent surcharge on imports. 

With respect to convertibility, countries could still 

defend parities by purchasing dollars, but there would be no 

use for excess dollars other than to purchase U. S. goods or 

interest earning assets. Regarding the surcharge, the 

Administration was simply exerting pressure on foreign 

1 
D. R. Francis, "The Flexible Exchange Rate: Gain or 

Loss to the United States?," Federal Reserve Bank of St. Louis 
Monthly Review, LII (November, 1971), 18. 

^^Newsweek, LXXVIII (December1 13, 1971), 
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i 3 
countries to revalue."*"' In effect, the IJ. S. imposed a 

dollar standard on the f_'ee world. The implication was that 

the United States was no longer responsible to the same 

balance-of-payments discipline as foreign countries were."^ 

The sudden change in American policy (especially with 

regard to the 10 per cent surcharge) could be viewed as detri-

mental to world trade. No major industrial nation attempted 

to maintain the parity of its currency with the dollar, except 

France. In addition, stringent controls on dollar movements 

were erected. Hence, the monetary system, resting on the 

defensive actions of individual countries, was thrown into a 

period of confusion. This was somewhat reminiscent of the 

thirties. 

The President's international action is reminiscent 
of FDR's sabotaging the London Economic Conference, 
and his unfruitful gold-devaluation steps, which 
largely contributed to turning the world's foreign 
exchange system into a monetary maelstrom. It 
could be that today's 1930's era can successfully 
weather our unilateral about-face towards the 
international monetary and trade cooperation which we 
had instigated, pushed since Bretton Woods. . .20 

There were similar thoughts coming from the IMF's September 

meeting. From the Governor of the Bank, for Belgium: 

-j O 
"The World Monetary System Struggles to Adjust," First 

National City Bank Monthly Economic Letter (September, .1971). 
p. 8. 

19 
L. C. Waxman, "Report of the Bank for International 

Settlements," The Bankers' Magazine, CCXXIV (August. 1972), 54. 

20 
Commercial and Financial Chronical, CCX-IY (August 19. 

1971), 12.' 



84 

, . apart from the disastrous uncertainty 
engendered "by the fluctuations in exchange 
rates there are the constant temptations: to 
use them for protectionist ends and to re-
establish narrow eompartmenxalizations which 0, 
strangle possibilities for growth and expansion."' 

Others voiced fears that the then current policies would 

diminish the flow of world trade and would be a -threat to the 

Fund's activity in the Special Dî awing Account. 

Thus, amid controls, currencies were not freely floating. 

Rather, they were responding to what has been termed "dirty 

22 

floating." "Dirty floating" refers to government inter-

vention to prevent a currency's parity from rising or falling 

past a certain level. This can be done through capital con-

trols, trade barriers or through the direct buying or selling 
2 3 

of the country's currency. v 

The chaos existing in the system forced a meeting of the 

Group of Ten in Washington on December 18, 1971* The purpose 

of the meeting was to restore order in the payments system by 

negotiating new exchange rate parities. Despite foreign 

pressure on the United States to correct its payments deficits 

through domestic contraction, the U. S. managed to negotiate 

a nominal devaluation of the dollar by 7-9 per cent. Surplus 
? 

"The Fund Meeting." Finance and Development, VIIi 
(December, 1971)* 33-

22 
"Floating Rates—How Big an Impact?," The Banker, 

CXXII (January, 1972), 25. 

23 
Paul Smzig, The Case Against Floating Rates (London, 

1970), p. 146. . ~ 
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countries, notably Japan and West Germany, also revalued, 

thus 'bringing forth a major si evaluation of the dollar vis-

2 4 

a~vis certain currencies by 10 per cent. 

The Smithsonian Agreement also allowed currency parities 

to fluctuate ±2.25 per cent with respect to the dollar.. The 

old "band" was ±1.0 per cent. If the foreign currency 

reached its ceiling or floor, the country would have to stand 

ready to sell or buy dollars. Finally, it was decided that 

discussions would begin concerning concrete reform of the 

international payments system.President Nixon.hailed the 

package as "the most significant monetary agreement in the 

history of the world." 

Others were not quite so optimistic. The editors of 

The Economist wrote that with the present situation exchange 

rates could not be permanently negotiated. 
. . . the world has been pretending that exchange 
rates need not be fixed by the market, but can be 
fixed at hastily assembled meetings in Washington, 
Bonn or Bermuda of disparate groups of central 
bankers and finance ministers who have no decision-
making impetus except the desire to draft a 
communique. . . . the most .important point about 

2k 
"Back to These Realities Again," Barclay's Review, 

XLVII (August, 1972), ^9. 

^J"The New Exchange Rates," The Banker, CXXII (January, 
1972), 10. 

p £ 
"The Dirty Fixing," The Economist, CCXLI (December 25. 

1971), 10. 
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the new pattern of world exchange rates is that 
it will not last for long 5*7 

o 

The editors of The Economic Bulletin believed that parity 

changes would not take the speculative pressure off the 

dollar. 

Currency realignment . . . has not eliminated 
the existence of a subsequent speculative dollar 
float, and it is crucial to the restoration of 
confidence that a reflow of dollars to the U. S. 
should soon materialize and accelerate. . . . 
It remains to be seen, however, whether the new • 
currency values will produce the desired swing 
in the U. S. A. trade balance within a reasonable 
time. If they do not, monetary uncertainty and 
unrest will persist, and a return to floating 
rates . . . cannot be discounted.28 

The above observations were correct. The system 

faltered after six months with the floating of the pound on 

June 23. 1972. The weakness of the pound focused attention 

of the weaknesses of the Smithsonian agreement. 

The British decision to float the pound is a 
blow to the Smithsonian monetary agreement. 
. . . most countries are erecting exchange 
controls to protect the Smithsonian parities. 
The currency markets are balanced on a fine 
knife-edge, for with the floating pound is 
effectively devalued by 6 per cent in the 
market place, some of the other weak currencies 
—such as the dollar, lira and Danish krone— 
are now more exposed. The danger is that the 
run on. the pound will develop into so strong 
an attack on all those currencies currently 

Float Free and low," The Economist, CCXXXI (July 1, 
1972), k. 

pO 
""V/hat New Currencies."' The Economic Bulletin, XI 

(February, 1972), 1. 
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regarded as so.f'f. that the seven-month-old 
Washington parity agreement will crumble.29 

With the repaired monetary system threatening to crumble, 

bringing with it a new wave of monetary crises, it was ex-

pected that monetary reform would make substantive advancement 

at the September meeting of the IMP. The high point of the 

week came when U. S. Treasury Secretary Schultz disclosed the 

Administration's plan for reform. Fixed rates were regarded 

acceptable over floating parities, although the Administration 

accepted the wider bands within which currencies could float. 

Reserves in the new scheme would consist of SDRs, dollars, 

and gold, with the latter two being phased out over time. 

After the U. S. achieved a balance-of-payments surplus, the 

dollar would be convertible into foreign exchange. Continuous 

surpluses or deficits, on the other hand, would be' regarded 

as unsatisfactory."^ 

A basic disequilibrium in a country's balance of pay-

ments would be judged, according to the U. S. plan, in terms 

of reserve losses and gains. A country with a continuous 

deficit would devalue, and a country with a continuous surplus 

would revalue. Sanctions were provided to counter those 

countries that refuse to devalue or revalue. 

29 
"The Crumbling Front of Fixed Exchange Rates," First 

National City Bank International Economic Letter (July, 
T972TT£."^~" — ' ' 

-^"Happy Talk' on Money-Except the Yen," Newsweek, LXXX 
(October 9, 1972), 75-76. 
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Disportionate gains or losses irt reserves mean 
that a country is in basic imbalance. Only ex-
ceptionally, anc! for a brief period, should a 
country in basic deficit be permitted direct 
restraints (which must be general and non-
discrimatory, like import surcharges) rather 
than a devaluation of its currency. Conversely, 
a country in basic surplus should usually up-
value . . . Sanctions against deficit countries 
which do not upvalue might be the loss of the 
right to demand conversion: ultimately, other 
countries should be free to impose a surcharge 
on imports from a chronic surplus country.31 

The U. S. plan was a revision of the Bretton Woods 

system. There were three significant changes--exchange rates 

would remain fixed but would be allowed to fluctuate within 

wider bands; there would be impetus to reduce deficits or 

surpluses; gold and the dollar would eventually lose their 

status as reserves.-' 

Hence, at this annual meeting of the Fund in September, 

1972, a basic plan for reform was submitted and a "Committee 

of Twenty" was appointed to detail the proposals for reform. 

Therefore, the next major action on monetary overhaul would 

33 

not take place until the Fund meeting in September, 1973-

At that rate specific reform could not be enacted until late 

-^"Too Soon, to Schultz, Without Sanctions?," The 
Economist, CCXLIV (September 30, 1972), 71. 

32„pr0gress at Last on Money," Business Week (September 30. 
1972), p. 76. 

33 
The 1973 devaluation of the dollar and the subsequent 

floating of exchange rates, were indeed, actions of major 
importance. Here they are treated as temporary measures, 
necessary at best, until suitable reform can be attained. 
Wall Street Journal, February l^f 1973» P« 3. 
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197^ or early 1975* And, as the editors of The Economist 

ccncluaea, there may or another crisis -"before t'-at time. 

If the committee does spin out its job, its 
efforts will "be in danger of being overtaken, 
and , . . there may be another currency crisis 
which will reintroduce floating generally. This 
crisis might not be too far ahead if the American 
balance-of-payments shows no sign of improving. 
The devaluation of the dollar has as yet had no 
significant effect on America's exports, but 
considerable effect on its imports. And, there 
were some gloomy forecasts of worsening, rather 
than improving. . . . 3'-+ 

Devaluation of Dollar, 1973 

The new parity alignments negotiated at the Smithsonian 

Institute were designed to serve as temporary measures. 

Despite the President's hailing the results as "the most 

significant monetary agreement in history," the new- rates 

were devised to give the major industrial nations time to 

3 < 

reform the monetary system. ^ 

In the first week of February, 1973» the inevitable 

currency crisis took place and put an end to the Smithsonian 

pact. In the end the dollar was devalued for the second 

time in fourteen months, and the issue of reform was again 

put under pressure. The latest loss of confidence in the 

dollar was in the reaction to the announcement of United 

States balance-of-trade statistics. The 1972 deficit widened 

" "Too Soon, to Schultz, Without Sanctions?," op. cit., 
p. 71. 

•^Wall Street Journal, 0£, cit. 



to i$o.k billion, up from the $2 billion deficit a year 

36 
earner. 

Speculators, anticipating an upcoming dollar devalu-

ation, moved funds into other currencies. If the dollar was 

devalued, the speculators stood to profit. An estimated 

$30 billion moved from Euro-dollars into other currencies. 

In the first eight days of February, $6.1 billion poured into 

West Germany, a dollar influx exceeding the one during the 

May, 1971 crisis.37 

In a psychological move to discourage the flow of "hot 

dollars," West Germany announced it would defend the mark's 

parity with the dollar, thus heading off a dollar devalu-
OQ 

ation. It was obvious, however, that the nation, operating 

under the rules of the "revised" Bretton Woods system, could 

not break the combined strength of the large corporations, 
3Q 

banks and mid-East oil Sheiks. ' 

The U. S. reacted Monday night, February 12, by de-

valuing the dollar by another 10 per cent. The devaluation 

meant that the price of gold was $^2.22 per ounce, instead 

36 

LXXIV (February, 1973). 19-

J "Dollar's Nose Dive,f' U. S. News and World 

37 
"A Crushing New Money Crisis," Newsweek, LXXXI 

(February 19, 1973), 61. 

3^Wall Street Journal, Feburary 9, 1973 s P* 3 • 

39"The Money Men," Forbes, CXI (March 1, 1973). 60. 
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4(3 
of the $jo per ounce negotiated In Washington. More im-

portant, though, is that most currencies were allowed to float 

against the dollar. " The float was not entirely a "clean" 

float, in that governments stepped in through currency con-

trols and support operations to limit parity fluctuations 

against the dollar. Nevertheless, the central bank authori-

ties recognized that, for the time "being, the old system of 

fixed rates would not work, and that greater flexibility was 

42 
in order. 

The U. S. recognized that the latest devaluation was 

only a temporary solution to the problem. That is, President 

Nixon considers trade negotiation the next immediate step in 

monetary reform. 

Only by getting or reducing the huge deficits can 
the pressure on the dollar be taken off. We have 
dealt with the results of the imbalance with the 
devaluation, but we have no illusions about the 
fact that to get at the fundamental cause we must 
have trade legislationJ* 3 

furthermore, the President's tone was protectionistic and 

the feeling was that he would seek an import surcharge against 

surplus countries that do not bring down barriers. 

^Newsweek, og. cit. , p. 61. 

11 -J 

-'-The German mark was the only major currency to remain 
fixed. "Fresh Approaches to World's Money Woes," U. S. News 
and World Report, LXXIV (March 5. 1973). 71. 

^2-. .. 
Rierson, ojd. cit. , p. 10. 

^Wall Street Journal, February 12, 1973» P* 8. 

^Ibid. 
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But a U. S, surcharge could force foreign countries to 

enforce similar policies. The all-too-familiar result is 

the creation of confusion on the international front with the 

concomitant reduction of world trade. 

The free-world industrial nations are to the point where 

concrete reform is in order. As expressed by Undersecretary 

Volcker, a hurried, stop-gap plan is not the answer. 

We want to move ahead with monetary reform as 
rapidly as we can, and—this is critical--as 
rapidly as other nations will move. We also 
want to build a monetary structure which will 
last for a generation. It would be foolish to 
idle away our chances for a new and better 
system. But it would be criminal to accept an 
unsatisfactory agreement for the sake of a 
prompt agreement.^5 

A quick reform of the system may prove to be as unstable as 

was the return to the gold standard in the twenties. Or, a 

poorly considered plan may prove to be self-degenerating over 

time as was the Bretton Woods plan. Nevertheless, negoti-

ations should move beyond the activities of second-level 

advisers. 

Alternatives for Reform of the Payments System 

A critical point that must be compromised before any 

program can be adopted involves the so-called "adjustment 

process." Specifically, the new monetary system must have a 

mechanism that will correct continuous deficits and surpluses. 

"The Thirteenth Crisis," Barron's, LIII (January 29, 
1973). 7-
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There are several alternatives from which the policy-

makers way choose. Theae include a system based on fixed 

exchange rates, widened bands, crawling pegs or freely 

floating exchange rates. These alternatives are currently 

being considered, and certain trends have already begun to 

emerge. The trends will be identified, and the future role 

of SDRs in monetary reform will be discussed. 

Ever since the monetary chaos of the thirties, the 

international monetary system has been built around a regime 

of.fixed rates. The associated fears of flexibility have 

been so great that, in the words of the Brookings Committee, 

46 

". . . fixity of exchange rates is a virtue." If rates 

were fixed, export and import prices would remain stable 

(assuming no inflation or deflation), and world trade and 

economic growth would be fostered. 

The adjustment mechanism in this case is in the classi-

cal tradiation. If a nation's payments account is in 

fundamental disequilibrium, then the adjustment is made 

through the appropriate internal changes, i.e., changes in 
47 

income, employment, and output. ' 

For example, if a nation had continuous annual deficits, 

economic policy would be geared toward contracting domestic 
46 
Herbert G. Grube.1, World Monetary Reform (Stanford, 

1963). p- 409. 

Ll 7 
L. B. Y&ager, The Internatlona1 Monetary Mechanism 

(New York, 1968s), pp. 45-47. 
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output, income, and employment. Prices would stabilise and 

experts would "become competitive, As exports v;cre purchased, 

the deficit would ease. Similarly, with respect to continuous 

surpluses, domestic expansion would cause export prices to 

increase, export demand to decrease, and equilibrium to be 

attained. 

If a country wished to avoid involuntary expansion and 

contraction, it must avoid chronic deficits or surpluses. 

According to the theory of fixed rates, this would impose the 

highest possible standards on monetary and fiscal policy. 

Otherwise ,• nations must sacrifice control over their domestic 

48 

economies, in favor of international equilibrium. 

It is fundamental, however, that nations prefer to 

maximize domestic economic goals. Furthermore, different 

nations have different goals. That is, some are willing to 

sacrifice some inflation to achieve full employment and a 

high level of growth. Others will accept some unemployment 

in order to hold down inflation. It is evident that inter-

national coordination of economic policy becomes impossible.^ 

And, according to Habeler, such a situation promotes im-

balances and dislodges the adjustment mechanism. 

hq 
uEgon Sohmen, Flexible Exchange Rates (Chicago, 1969). 

p. viii. 

^Gottifried Habeler and Thomas D. Willett, U. S. 
Balance-of-Payments Policies and International Monetary 
Reform" A Critical Analysis "(Washington, 19^8 ) , p. 64. 
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If there does not exist, a sufficient degree of 
mutual adjustment or harmonization of policies 
and policy objectives as "between different 
countries, imbalances are bound to pile up from 
time to time, and the balance-of-payments adjustment 
mechanism cannot work smoothly. . . . Today, govern-
ments and electorates are employment and growth 
conscious. There is, thus, much more scope for 
policy divergence.50 

As governments seek to maximize domestic growth, they 

tend to pursue policies which postpone the adjustment process, 

If a deficit country defends a parity without making the 

appropriate internal contractions, the defense is limited by 

the size of the country's reserves. As Sohmen outlines, 

when the stock of reserves becomes small, devaluation is 

inevitable. 

If the central bank stands ready to defend the 
overvalued rate, the only consequence is a rapid 
depletion of its foreign exchange reserves. As 
the reserves approach the vanishing point, the 
certainty that no appreciation can be expected 
gradually changes into a growing apprehension 
that eventual devaluation is inevitable. Bear 
speculators will sell domestic currency short 
on an increasing scale. As its forward value 
depreciates, covered interest arbitrage in-
tensifies the pressure on the spot market and 
magnifies the drain on the country's foreign 
exchange reserves . . . A definite constraint 
is imposed on the continuance of this process 
by the size of the country's reserves . . .51 

If a surplus country defends an overvalued parity with-

out making the necessary internal adjustments, it must sell 

its currency (expand its money supply). If the increase in 

the money supply is large enough, or if the defense of the 

-^Habeler ana Willett, op. cit. 

•^Sohmen, o_g. cit. , p. 118. 
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parity, over time, is long enough, the expansion could 

create an inflationary bv:rji. Just as devaluation becomes 

necessary for the deficit country, revaluation becomes almost 

axiomatic for the surplus country. 

It has been seen that the deficit and surplus countries 

.attempt to delay the necessary devaluation or revaluation. 

This is done by erecting tariff and capital controls.-5^' But 

this is anathema to the purpose of fixed exchange rates, i.e., 

free international trade. The fixed rate system is intended 

to achieve, through free trade and capital movements, the 

maximum, efficient utilization of the world's productive 

5 3 

capacity, Use of controls can achieve fixed rates, but 

inhibits free trade and capital flows. 

Therefore, under a regime of fixed exchange rates, 

nations reject the classical policy for attaining balance in 

the external account. As Officer and Willett point out, it 

is not that a system built around fixed rates will not work, 

rather domestic economic goals take precedence over inter-

national goals. 
It is not that the Classical medicine will not 
work, but that modern governments generally be-
lieve that such a cure would be worse than the 
disease. In the terminology of the theory of 
economic policy, national governments do not 

^"American Enterprise Institute, International Payments 
Problems (Washington, 1966), p. 21. 

-^William Feliner and others, Maintaining and Restoring 
Balance in Internationa1 Payments (Princeton, 1966), p. 202. 
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have enough policy tools to mee"c effectively all 
desired economic goale^ if exchange rate vari-
ability is ruled oui.. 

In the end, governments must sacrifice exchange rate parity 

or freedom of international exchange, i.e., devaluation and 

revaluation or controls. J 

Despite the shortcomings of fixed exchange rates, the 

"business and "banking sector favor such a system. Fixed 

rates mean that prices on the international market will re-

main stable (ignoring inflation). This allows for businesses 

to enter into long term contracts with little risk of profit 

due to fluctuations in exchange rates. Thus, these in-

stitutions argue that fixed rates promote expansion of 

57 

international trade. ' 

In view of the shortcomings of fixed rates, it has been 

suggested that the existing system of limited flexibility be 

changed to permit more flexibility. That is, the argument is 

to widen the bands within which parities may fluctuate. 

The monetary authorities at Bretton Woods established 

a system that they felt would avoid monetary crises similar 

to those of the thirties. They did recognize the necessity 

of a system that would permit some exchange rate flexibility. 

Officer and Willett, OJD. cit. , p. 82. 

5^Ibid. 

-^Haberler and Willett, OJD. cit. , p. 65. ^Ibid. 
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Rates were permitted to fluctuate in a narrow band of ±1 per 

cent above and below official parity. In cases of "funda-

mental disequilibrium" currencies were allowed to be devalued 

or revalued by 10 per cent. 

The case for improving the existing system argues -that 

the narrow band be widened. Indeed, the Smithsonian agree-

rnent widened the band to -2.25 per cent. Advocates for 

widening the band feel that there is nothing sacred about 

1 per cent or, for that matter, 2.25 per cent. Some suggest 

k 

59 

cj8 
that the band be extended to 4 per cent,' while others 

approve a 5 per cent margin. 

There are several advantages to such a reform. As 

Yeager discloses, the widened band reduces the need for 

reserves, and reduces the occurrence of excessive devaluations. 

A widened band would supposedly give exchange rates 
more scope to correct "fundamental disequilibriums" 
in balances of payments than they have under the 
present system of (infrequently) adjustable pegs. 
This greater automaticity would help avoid the 
larger gains and losses of official gold and 
foreign-exchange reserves . . . Requiring less 
official intervention and thus smaller reserves, 
the new system might even help solve the problem 
of an actual or impending shortage of liquidity.60 

Furthermore, it is believed that the problem brought on 

by speculation will be reduced under the widened band. 

^Haberler and Willett, jog. cit. , p. 68. 

-^Officer and Willett, CJD. cit. , p. 209« 

B. Yeager, "A Skeptical View of the Band Proposal," 
The National Banking Review, IV (March, 1967). 291-92. 
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Haberler argues that if the banc is widened enough, the 

ch.'i-nce of currency appr°^.iat5or or depreciation wi 11 be 

sufficient to enlarge the risk associated with speculation. 

Thus, flows of "hot money" will be limited. 

On the other hand, if a parity is pushed to its ceiling 

or floor, and remains there, speculators may take this as a 

signal that the currency is undervalued or overvalued. Ex-

pectations such as these could cause speculation to push the 

parity of the currency past its limit. 

Another form of limited flexibility under consideration 

is the "crawling peg," or "gliding parity." Under this 

arrangement, parities would be allowed to adjust by a maxi-

mum of .6 per cent in a month, not to exceed a maximum of 

2 per cent in a single year. It is not necessary for parity 

changes to take place each month. Fluctuations would occur 
Z Q 

only in respect to balance-of-payments considerations. 

As viewed by Murphy, this is the "middle ground" 

approach to the monetary problem. 
A regime in which exchange rates would never be 
changed . . . would impose costly constraints on 
the efforts of deficit countries to obtain high 
levels of output and growth and on the efforts of 
surplus countries to restrain inflation. Exchange 
rates that are free of all limitations, on the 

Haberler and Willett, op. cit., p. 68. 

°^Yeager, ojd. cit. , p. 29^ . 

Haberler and Willett, oj>. cit, , p. 68. 
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other hand, are in clanger of being .overly flexible 
in practice, middle ground is necessary, 
"out this ground must be devoid as possible of in-
ducements to those speculative excesses that 
monetary managers implementing the I. M. F. com-
promise into a,timid defense of the existing 
rate pattern.6^ 

Clearly, the "crawling peg" offers at least two ad-

vantages. First, the plan does not contain loopholes that 

permit large rate changes. This implies that speculative, 

windfall gains from currency devaluation becomes limited. 

Second, with the greater degree of flexibility, there is not 

a large need for reserves. 

The latter point is true as long as a nation's payments 

account is not in "fundamental disequilibrium." In Einaig's 

opinion, "the crawl" is too slow an adjustment to serve as a 

mechanism for correcting major disequilibriums. 

. . . to correct major overvaluations or under-
valuations, the crawl would have to proceed over 
a number of years and the remedy would be com-
pletely ineffective, at any rate during the first 
few years. It would only stand a chance of be-
coming effective towards the end of the long-
drawn out "crawl."65 

It is not necessarily true that the crawling peg would 

prevent movements of "hot funds." It is conceivable that a 

continually weak currency might prompt the central bank to 

lower interest rates, causing a movement of speculative, 

64 
J. Carter Murphy, "Moderated Exchange Rate Vari-

ability," The National Banking Review, III (December, 1965), 
153-

65. 'Einzig, ojd. cit. , p. 168. 
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short-term capital. To prevent a flow of funds would require 

that central bankers create «. suitable rate differential be™ 

66 

tween deficit and surplus countries.1"' This poses the 

obvious constraint on the domestic monetary and fiscal mix, 

and indeed this constraint is similar* to the one raised 

through a policy of fixed rates. 

These objections count rather convincingly against the 

"crawling peg" scheme. As with fixed rates, "the crawl" will 

force authorities to sacrifice some control over economic 

policy. It hardly needs to be re-emphasized that this is 

unacceptable. Finally, monetary authorities are seeking a. 

system that will not delay the adjustment of fundamental 

disequilibrium, as would the gliding parity. 

Hence, the debate moves toward an adjustment mechanism 

characterized by freely floating rates. Under a system of 

variable rates, parities are determined each day by the ex-

change market. A currency's rate is free to fluctuate in 

either direction. No limits are placed on how high or low 
67 

the parity may fluctuate.'' 

In practice this system permits changes in exchange 

rates, rather than changes in the price-cost-income structure 

of the domestic economy. For example, if there was an 
f ) f ) 
Haberler ana Willett, oj>. cit. , p. 68. 

^W. M. Scammell, International Monetary Policy (New 
York, 1956), p. 87. 
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increased demand for British experts, there would be an 

excess dmnand for pound sterling to pay for the purchases. 

The price of the currency v/ould then appreciate. This, in 

effect, v/ould increase the price-cost-income structure 

relative to other countries, but not in absolute terms -with-

in Britain. As the price of British imports increased, 

purchases would be shifted to other countries. The British 

external account would be in equilibrium. 

It is noted .by the advocates of freely floating rates 

that the shift in expenditures will take time. But it is 

argued that current account balances will move toward equi-

librium, given floating rates. 

Furthermore, the movement toward equilibrium will be 

aided by private speculators. 

. . . speculators will play a useful and social 
role in supporting the currency of the deficit 
country. In the absence of the speculator the 
country's currency might depreciate very heavily 
indeed during the period when there was an ex-
cess demand for foreign currencies and before the 
consequential alteration in relative price-income-
cost structures had had time to have its effects 
on imports and exports. But the speculator would 
realize that this period of acute difficulty was 
temporary . . . the speculators would, therefore, 
have a straight forward profit incentive to buy 
up the currency concerned in exchange for foreign 
currencies while it was extra cheap in order to 
make a gain on its subsequent appreciation.68 

The belief, then, is that floating rates will induce long-

run equilibrium in the current account, and will provide 

68 
American Enterprise Institute, OJD. cit. , p. 7*K 
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incentive for speculators to support weak currencies through 

purchases. 

Other adva.nta.ges are brought forward. It is reasoned 

that flexible rates would allow complete autonomy with 

respect to domestic monetary and fiscal policy. Further-

more, assuming external equilibrium, international policy 

decisions could be made witho 

considerations. For example, 

need not be curtailed simply 

it regard to balance-of-payment 

a nation's foreign aid program 

because the country was running 

a deficit. Secondly, there would be little need for trade 

and capital controls, because surpluses and deficits would 

be self-correcting. Therefore, through the expansion of 

world trade, the international economy would follow an ef-

ficient growth pattern. Finally, since disequilibrium would 

be self-correcting, there would be little need for reserves, 

69 

and the danger of a liquidity crisis would be reduced. 7 

Flexible rates receive the backing of much of the 

academic community, but fail to receive the consideration of 

other institutions. This is due to the notable shortcomings 

of the plan. The-business and banking community oppose day 

to day flexibility in that it deters buying and selling 

activities in the international market, i.e., it would tend 

to decrease world trade. Since prices may change from day 

« 

George N. Halm, editor, Approaches to Greater Flexi-
bilitv of Exchange Rates (Princeton, 1970), p. 92. 
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to-day, the negotiation cf long-terra contracts becomes 

70 

limited by the adde^ uncarts i.ity 

Also, the fluctuation in prices increases the risk of 

loss of profits due to the higher price that must be paid or 

received for foreign currency. This determent, it is argued, 

.would decrease foreign trade and increase domestic trade. 

Similar reasoning would apply to the international movement 
71 

of capital.' 

Another argument against variable rates is that specu-

lators may not perform their expected role. Instead, they 

may be reluctant to purchase a weak currency, and by their 
72 

actions intensify the fall in the price of the currency. 

Friedman asserts that this fear is based on the so-

called destabilizing movements of "hot money" during the 

thirties. His opinion is that the speculators were only re-

acting correctly to market forces and would continue to make 

correct judgments if floating were implemented again. 
The widespread belief that speculation is likely 
to be destabilizing is doubtless a major factor 
accounting for the cavalier rejection of a system 
of flexible exchange rates. . . . Yet this belief 
does not seem to be founded on any systematic 
analysis of the available empirical evidence. It 
rests rather. I believe, primarily on an over-
simplified interpretation of the movements of 
so-called "hot" money during the 1930's. At the 
time, any speculative movements which threatened 
a depreciation of a currency were regarded as 

^°Scammell, op. clt. , p. 89. ^Ibid. 

72 
' American Enterprise Institute, cjd. cit. , p. 75* 
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destabilizing, and hence„ these movements were so 
considered. In retrospect, it is clear that the, 
speculators were "right"; that forces were at 
work making for depreciation in the value of most 
European currencies relative to the dollar inde-
pendently of speculative activity; that the 
speculative movements were anticipating thds 
change; and, hence, that there is at least as 
much reason to call them, "stabilizing" as to call . 
them "destabilizing."73 

Furthermore, according to Friedman, speculative in-

stability is initiated by the existence of rigid rates that 

are subject to government change. This poses a situation, 

in which the bettors are practically assured of winning. It 

is under a system of fixed rates, argues Friedman, that there 

is no incentive to avoid movements of capital. 

Impressive cases are made both for and against flexible 
7 4 

exchange rates.' The Canadian case is used by both sides 

to support their arguments. Conclusive evidence could only 

be drawn from the actual implementation of flexible rates 

for all major industrial nations. 

Finally, Volcker's agreement with the major industrial 

nations prior to the 1973 devaluation must be considered 

among adjustment plans. Volcker established the principle 

that in the event the dollar was unrealistically overvalued, 

the U. S. could, with international agreement, devalue the 

73 . . . . . 
Milton Friedman, Essays m Positive Economics 

(Chicago, 1966), pp. 176-177. 

7/4-

See Einzig, The Case Against Float in a; Exchange Rates 
and Friedman, Essays in Positive Economics, pp. 157-203.' 
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7 5 , - ' 

dollar - ' In order to achieve a "real" devaluation, surplus 

members. i.e.. Japan, woaid not follow suit and devalue.76 

In this case. Japan allowed its currency to revalue against 

the dollar, such the devaluation of the dollar vis-a-vis the 

yen was greater than 10 per cent. 

It must be stated thax Volcker has concluded that a 

lasting reform of the system is necessary, rather than re-

lying on "jet planes," "secret missions," and "hurried 

negotiations" to achieve stability.77 It has been suggested 

by Volcker and other monetary officials that negotiations be 

tied to .increases and decreases in international reserves.7^ 

By doing this, it is reasoned, future monetary crises can be 

averted without resorting to sudden, and often confusing 

devaluations and floats. ^ 

Currently, the international monetary system is operating 

under a system of quasi-flexible exchange rates. This is to 

say that foreign currencies are no longer tied to the dollar. 

At the same time, central bank authorities have served notice 

75 
"Currencies in Conflict," The Banker, CXXIII (March. 

1973), 249. 

7 6 
• "America's New Shrinking Dollar," Newsweek, LXXI 

(February 26, 1973). 62-63. ~ 

77 
Wall Street Journal, February 28, 1973, p. 5-

rpO 

"Too Soon, to Schultz, Without Sanctions?," op, cit., 
p. 71. 

79 , . 
' Ibid. 
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to. the effect that they will intervene when necessary to 

support parities. This be 0or>e through the offering of 

U. S. Treasury bills, or through trade and capital controls. 

The new adjustment mechanism to be negotiated by the 

IMF members will certainly retain as much inflexibility 

as possible. It is immediate from recent floats and ex-

pansion of the "band" that some greater degree of flexibility 

will be introduced. In all likelihood the new mechanism will 

8 0 

not resort to freely floating exchange rates. It must be 

kept in mind that the U. S. is still powerful enough to 

dominate negotiations. Hence, negotiations should develop 
31 

along the lines of the Schultz plan as outlined above. Of 

importance is the fact that the plan seeks to diminish the 

role of gold and the dollar as components of international 

reserves, and to establish SDRs as the main element in 

reserve transactions. It is generally agreed that the role 

of the dollar should be de-emphasized. Many countries also 

agree that gold should be demonetized. It seems certain that 

"paper gold" has a future role to play in international 

finance. Chapter V seeks to identify that role. 

8 0 
Fellner and others, ojd. cit. , p. 201. 

O -j 
"The Fund Meeting," Finance and Development, IX 

(December, 1972), 40. 



CHAPTER V • . 

FUTURE OF SDRs 

It has been shown that SDRs were created to supplement 

long-term additions to international liquidity, but that the 

relative success of the plan depends upon the successful 

operation of the adjustment mechanism. Since the 1970 issue 

of SDRs, the international payments system has experienced 

at least four major monetary crises."*" In its current state 

of confusion the system is expected to suffer from still 

2 

other crises. This turmoil in the international monetary 

markets is seemingly forging a new role for SDRs in the 

monetary system. A conclusive description of this new 

function must await reform of the adjustment mechanism. 

A tentative role for SDRs in the emerging plan will be 

identified here. A conditional description is employed at 

this point primarily because the reform is a complex and 

tedious matter, not expected to be resolved at the annual 

meeting in Nairobi in September, 1973- Even at that date it 

is expected that only "agreement in principle"-* will be 

"̂ "Rierson, ojd. cit. , p. 9-

^"What Europe Wants From the United States," U. jS. News 
and World Report", LXXIV (April 30, 1973). 9. 

'"Wall Street Journal, February 21, 1973? P» 3- • 

108 



possible with details not being arranged until one to two 

years later. Thus, the general function of SDKs in the 

adjustment process, without knowing operative specifics, will 

be based on recent proposals by leading monetary experts. 

Role of SDRs in the Adjustment Mechanism 

As indicated in Chapter IV, the negotiations have moved 

in a certain direction. The challenge is twofold, and the 

SDR operation is expected to play an important role in the 

eventual reform. 

Given the reluctance of major central bankers to 
accept freely floating exchange rates, the great 
challenge for international monetary reform is 
to devise a system which would simultaneously 
encourage governments to make exchange rate 
adjustments and satisfy the legitimate concerns 
of foreign central bankers about holding excessive 
dollar balances. One way to accomplish these 
two goals would be the establishment of a truly 
international currency unrelated to the national 
currency of any country. . . . A modified form of 
the present Special Drawing Rights of the IMF is 
a natural candidate for this truly international 
currency function . . .5 

Hence, the direction of the present negotiations in-

dicates that the new reform package will allow for more 

flexibility in exchange rates, while reducing the role of 

the dollar and gold as components of international reserves. 

While the IMP members have not agreed upon the specifics, 

^Wall Street Journal, February 21, 1973» P» 3-

-^Keran, op. cit, , p. 18. 
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there is general agreement upon the need for greater flexi-

6 

oility a<d for changes In reserv- cc-iViponent-s. 

With respect to flexibility, the Finance Ministers in 

the IMF have indicated apj>roval of fixed rates. Floats would 

be used only when absolutely necessary to correct a basic 
7 

disequilibrium in a nation's account,1 The U. S. approved 

the widened "band" of i2.25 per cent, thus, it seems likely 

that a "band" of at least ^.5 per cent will be utilized in 

the new system. It is, of course, obvious that the inter-

national monetary system is moving in the direction of 

greater flexibility as it has increased the limits of parity 

fluctuations, accepted temporary floats, and has shown a 

willingness to carry through devaluations to achieve sta-

bility. Freely floating rates may some da,y be accepted, but 

at the present time the authors of the new system are not 

ready for an adjustment process based on a regime of fully 
O 

flexible parities. 
It is reasoned that a new system utilizing the widened 

band will not fail if the role of the dollar, as an inter-

9 
national reserve asset, is reduced. This impl3.es that 

Rierson, og. clt., p. 11. 

7 
'"Floating Back Toward Fixed Rates," Business Week 

(March 31, 1973). p. 25. 

®"Economists Lean Toward 'the Float," Business Week 
(March 10, 1973), P- 39-

9 1 Keran, op. cit. , p. 14. 
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another asset should perform the function of numeraire"1"0 

(common derjominator or standard of value) in the monetary 

system. It has been suggested by Schultz and others, that a 

system he structured in which all currencies be defined in 

terms of, and convertible into, SDRs.11 The foremost impli-

cation .is that the value of the dollar (no longer numeraire 

in such a system) will be determined, not by the willingness 

of other countries to buy and sell dollars, but by the 

United States' ability to limit continuous deficits in its 

19 

external account. 

With respect to the last point, it should be noted that 

after the IMF was established, the dollar was defined in 

terms of gold. All other currencies were defined with respect 

to gold, and quoted in terms of dollars, e.g., one pound 

sterling = $2.40. A schedule of exchange rates was then 

possible and parities were "pegged" as foreign nations bought 

and sold dollars. This buying and selling, in effect, 

stabilized the value of the dollar. However, the old Bretton 

Woods system allowed the United States to finance deficits 

10 
The dollar is currently the standard of value, medium 

of exchange, and until recently, storer of value in the 
system. If the SDR becomes the standard of value, all 
currencies would be defined in terms of SDKs, e.g., 1 French 
franc = SDR X, where X is some positive number. Bach, op. 
cit., p. 29. 

11 
"The Fund Meeting," OJD. cit• , p. 40. 

12 
Keran, o_g. c_.it. , p. 16. 
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(since foreign central banks were required to buy dollars to 

suppor t oa r it ie s). 

In the new SDR system, U. S. deficits would be financed 

13 

with SDKs, as would any country's deficit. J Since SDRs 

cannot be held by private institutions, there would continue 
14 

to be a demand for dollars to be used as working balances. 

Therefore, as long as future dollar accruals did not exceed 

the foreign demand, the dollar would remain sound, and the 

U. S. would not lose a disportionate share of SDRs. Accord-

ingly, the value of the dollar is determined, not through 

foreign buying and selling activities, but through appropri-

ate measures to reduce continuous U. S. deficits. 

It has been suggested that any time reserves (for any 

country) exceed or fall below a certain level, there would 

be automatic consultations for exchange rate adjustments."^ 

For example, if it was felt that the dollar was over valued, 

the dollar would then be devalued in terms of SDRs. The 

U. S. could devalue to achieve equilibrium without destroying 
17 

the schedule of parities between other currencies." 

13 
•^Keran, ojd. cit. , p. 15. 

•^Robert Triffin, "Prospects for International Monetary 
Reform," The Banker, CXXIII (February, 1973), 13^. 

15 
^Keran, ojg. cit. , pp. 16-17. 

1 6 
Inflationary Script, " Barron' s , LIII (March 21, 1973 ) * 

7< 

1 r? 
''Keran, _op. cit, , pp. 14-16. 
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By replacing international reserves with SDRs, the 

international monetary rye tors weald be assured of a stable 

international asset. This reasoning follows from the fact 

that the creation of SDRs is controlled by the IMF, whereas 

the creation of foreign exchange, and the production of gold 

is dependent upon the vagaries of various countries. 

. . . to replace excess holdings of international 
reserve currencies by SDRs would permit, from 
the viewpoint of liquidity control, some hope for 
progress as SDRs are less volatile than a trans-
action currency and are subject to the harmonizing 
effect of the designation mechanism.18 

In other words, the SDR standard, with the SDR unit as 

numeraire, offers several advantages not available under the 

gold-exchange standard which used the dollar as the standard 

of value. First, the value of the SDR unit will remain the 

same over time. One unit is equiliyent to 0.888 671 gram 

of fine gold, and is not subject to change as is the gold 
i q 

value of the dollar. Second, implicit from the first 

statement, SDRs will be accepted among central banks without 

the fear that the unit will be devalued. Hence, there will 

be no controls limiting the flow and acceptance of SDRs. 

Furthermore, there are rules built into the operation 

assuring the acceptance of SDRs.~^ Finally, the distribution 

1 Q 
"The Fund Meeting," ojd. cit. , p. 4-0. 

19 

Gold, Special Drawing Rights: Character and Use, p. ^9. 

20Ibid., p. 66. 
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of. S.D:-;s ie subject to Management under the designation pro-

oeso, T.hax there is *• of the occurrence of an 

''SDK overhang" --a. surplus stock of SDRs held in reserves. 

Problems for Reform 

Before an SDR standard can be initiated, there are 

'certain problems and objections that must be met. To begin, 

there is the question of what to do with the "dollar over-

hang" --surplus dollars held by foreigners and multinational 

21 7 7 
corporations. Reran and Schultz favor reducing the 

"overhang" with a special issue of SDRs. This implies that 

there would be a demand and acceptance of SDRs in exchange 

for dollars. This magnitude of confidence in the new reserve 

unit has yet to be tested. 

Second, even less certain is the role of gold in the 

new system. It is inconceivable that gold could be demone-

tized in the short run, since nations currently hold about 

$40 billion of gold in reserves.2^ Inasmuch as nations have 

used their energies to obtain that stock and have vested 

interests in its future status, gold could only be demonetize a 

9~ 
Ceran, ox), cit. , p. 18. 

2''""The Fund Meeting," 0£. cit, , p. 40. 

2'3 
"Triffin, ''Prospects for .International Monetary Reform," 

52- cit., p. 137-
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pii 
ov§r a long period of time.""' Somewhat encouraging is the 

support cf France's M Gz.-card o" Tletaing for a new SDR 

2 6 

standard. - In the past, Francs has advocated that the 

price of gold be doubled, thus increasing the role of gold 

as a reserve asset, instead of taking steps toward demone-

tization. If France fully backs the new role of the SDR 

unit, then some problems for reform will have been eliminated. 

It is also reasoned that the demand to hold gold• 

balances, relative to SDR balances might be reduced if the 

rate of interest paid on SDR balances is increased.^ 

Accordingly, plans are being discussed which would raise 

this rate. This measure would serve to enhance the attrac-

tiveness of holding the SDR unit, as well as to ma.ke the 

reserve unit more competitive with other interest earning 

assets. 

SDR will inevitably become more important as a com-

ponent of international reserves (assuming acceptance of the 

plan), because SDRs will dominate the increments to reserves. 

But as Lin has made clear, this will not take place until 

2k 
Herbert Bratter, "In the Aftermath of the New Money 

Accord " Bankers' Monthly Magazine, LXXIX (January 15, 
1972), 1?. " ' 

9 t 
"-'iriffin. "Prospects for International Monetary 

Reform," op. clt,. p. 135. 

"The Fund Meeting," op. clt., p. kO. 

27 
W. Y. Lin, "International Reserves and Monetary 

Reform," Economic Review, CXXXXVII (May-June, 1972), 20. 
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there is full, confidence in the reserve unit, and until 

there is suitable reform, of" The a.-'j'--?tment roech&ilsa* 

. . , until confidence in the new facility based 
on SDR is fully established and until satis-
factory working of the adjustment process is 
well assured, gold will remain for some time 
to come an important element of world monetary 
reserves and SDR will serve merely to supplement 
as their creation has clearly been intended. . . 28 

Another matter that must be dealt with is the problem 

of how to determine what constitutes an appropriate addition 

to international liquidity. Some monetary experts doubt 
\ 

that there is a need for additions to reserve assets, while 

others assert that the international monetary system requires 

29 

a substantial increase m reserves. Since some finance 

ministers argue that small increments to world reserves, at 

best, are needed, and that these increments should come 

through the creation of SDKs in their present role as a 

reserve supplement, it is feared by these same finance minis-

ters that the adoption of an SDR standard would lead to 
30 

continuous international inflation. This argument is 

raised in view of the fact that SDRs are created through the 

initiative of the Managing Director of the IMF. Since there 

is no exact formula which can project reserve needs, it is 

believed the Director will err on the surplus side in 

PR 
Lin, _op. c it. , p. 18 . 

^The Gold Dilemma, op. cit. , p. l4l. 

3Inflationary Script," ojo, cit. , p. ?, 
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creating SDRs to satisfy the international demand for 

31 

additional liquidity. SDR? v^re created as a tool to help 

prevent world-wide deflation. It is this functional aspect 

of SDRs that these critics fear will lead to international 

inflation if an SDR standard is adopted. Progress with 

respect to determining the appropriate level of international 

reserves can only be made in the spirit of international 
32 

cooperation and agreement. 

Primacy of International Economic Cooperation 

For the SDR plan to be successfully integrated into a 

new adjustment process will undoubtedly require, or force, 

international economic cooperation. Evidence of such unity 

is seen in the monetary cooperation between the U. S. and 

33 

Canada, or m the EEC attempt for unity.- J However, these 

measures only serve to divide the world into competing blocs. 

For an .international system to be effective, these blocs, 

themselves, must become one unit allowing for coordination of 
34 

economic policies. 

~̂ T'he Gold Dilemma, op. cit. , p. 1?0. 

32Ibid,. p. 141. 

33 . . . 
General Business Conditions: Currencies Adrift in 

an Unknown Sea," First National City Bank, Monthly Economic 
Letter (March, 1973). P- 3« 

34 
" The Gold Dilemma, op. cit., p. 168. 
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More encouraging is the recent realisation by the sur-

plus countries that thbj must take 'part in helping to reduce 

3 5 

U. S. deficits. ^ In fact, surplus and deficit countries, 

alike, have realized the import of maintaining equilibrium 

in the external accounts of the major industrial nations. 

This has prompted a reduction in some foreign tariffs, and 

in an intentional manuever to reduce the basic imbalance in 
37 

the U. S. trade deficit. • The U. S. deficit shrank to a low 

$52.6 million in March, 1973"^—the result of another U. S. 

negotiation with Japan and Western Europe, aimed at delib-

erately reducing the U. S. deficits with these countries.^ 
The U. S. has been pushing hard to get a better 
break for its exports. In negotiations with the 
Common Market, the U. S. won . . . concessions 
on citrus fruits and tobacco. Similar negotiations 
with Japan were somewhat more effective, bringing 
trade concessions worth several hundred million 
dollars in increased U. S. exports of manufactured 
and agricultural, products. Meanwhile, the Admin-
istration continued efforts to get "voluntary" 
limitations on exports to the U. S.--Japan and 

35 
D. L. Grove "A Proposed Solution for the Dollar Over-

hang Problem," Financial Analyst Journal, XXIX (March-
April, 1973). 15• 

q6 
J "The Fund Meeting," erg. cit. , p. 4-1. 

37 
L. A. Mayer, "Faster Growth Ahead--and Faster In-

flation too," Fortune. LXXXVI (August, 1972), 1^8. 

^Wall Street J ournal, April 27, 1973. p. 3• 

30 
-"Mayer, ojd. c i t. 
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other nation.:; agreed to, limit shipments of steel 
and synthetic textiles. 

The world's monetary experts recognized the need for 

a coordinated control of international reserves, and now 

political diplomats see the importance of managing external 

accounts to avoid "basic imbalance. It is such basic dis-

equilibrium that promotes speculative unrest, and in turn 

leads to monetary crises.^ 

But to accept a Special Drawing Rights standard would 

necessarily require 'the acceptance of greater IMF disci-

1^2 

pime. ' Additions to international liquidity would be 

dictated by the Managing Director of the Fund, removing such 

decisions from individual central banks. The IMF has never 

possessed complete regulatory powers, and in the past the 

Fund has been by-passed by the member countries in making 
. . 43 

crucial policy decisions. Finally, if the sanctions, as 

outlined in the Schultz plan, are approved, the IMF would be 

charged with the responsibility of following through with 

these sanctions. For the member nations to delegate such 

power to the Fund, and then to accept such discipline would 

be a major act of international harmonization. Such an 
40 
Mayer, OJD. CIT. 

41 . , 
"The Money Men." 0£. c it. . p. 6 0. 

42 
Waxman, op. cit., p. 55 • 

^Xbid. 
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event, however necessary,, could only come over the course 

of tne .long run. 

The cooperative spirit, or the lack of such spirit, has 

always been a significant factor in the workings of the 

international payments system. It was seen that "beggar-

thy-neighbor" policies of the 1930's wrecked what monetary 

system there was. In 19^> it was international unification 

that allowed for the Bretton Woods system to be structured 

in such a short period of time. The TJ. S. intentionally 

ran deficits thereafter to provide dollar-starved.Europe 

with currency. And when these deficits became part of the 

"dollar overhang," the surplus countries continued to accept 

dollars instead of demanding gold (with the exception of 
L\,Il 

France). Finally, it was the lack of international coop-

eration which produced a payments system without an adequate 

adjustment mechanism required to prevent speculative flows 

of "hot money." 

The international payments system has not worked auto-

matically since the days of the pure gold standard. What 

has allowed the system to function, with all of its short-

comings, "was a .cooperative effort to make it function. 

Such an effort was put forth in establishing the Special 

Drawing Account. The same effort is required In negotiating 
Uk - • , 

• urover, 0£. cit., p. 

4 5" Go Id," oj3. cit. t p. 15. 
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an adequate adjustment mechanism, ;.>.rid, later on, in estafa-
. . , tx f) 

lish.vn^ the SDR as the oiwevaire ••f' the monetarv sv.̂t.ero.. 
*--» V %/ 

In this manner, the place of SDRs in monetary reform, will 

be realized in that the SDR's passive mission in the monetary 

system will become an active function, 

"The Fund Meeting," OJD. cit. , p. ^0. 

^7-, . , 
i.oid, 
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