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Thispaperdescribeshowthechangedconditionsin the internationalmonetarysys-
temhave underminedthe role originallyenvisagedfor the SDR.It arguesthatthe
conceptofa globalstockof internationalliquidity,whichwasfundamentalto thecre-
ationof theSDR,is nowno longerrelevant.Nonetheless,therearegood reasonsto
satisfypart of thegrowingdemandfor internationalreserveswithSDRallocations:
(i) thereare efficiencygains,as SDRscan be createdat zeroresourcecost,and thus
obviatetheneedfor countriesto runcurrentaccountsurplusesor engage in expen-
siveborrowingtoobtainreserves,and(ii) therewouldbea reductioninsystemicrisk,
as SDRswouldsubstitutetosomeextentfor borrowedreserves,whicharea less reli-
able andpredictablesourceof reserves,especiallyin timesof crisis. [JELF33, F41]

T he introductionin 1969 of the special drawingright (SDR), the reserveasset
issued by the InternationalMonetaryFund, was promptedby the desire to

establish a mechanismfor the deliberatecreation of internationalreserves that
would supplementexisting reserveassets. In the 1960s these assets were mainly
in the formof U.S. dollars,the suppliesof which were constrainedby theBretton
Woods system of fixed exchangerates,andof gold. The SDR was seen as a way
out of the so-called Triffindilemmawherebyadditionsto official dollarholdings
wereseenas underminingthestabilityof thesystem,giventhetendencyon thepart
of some centralbanksto converttheirdollarreservesinto gold, therebydrawing
down the limitedU.S. gold stock.

*PeterB. Clarkwasa SeniorAdvisorin theResearchDepartmentof theInternationalMonetaryFund
whenthispaperwas written.JacquesJ. Polakwas theDirectorof thatDepartmentfrom1958to 1979.
TheywishtothankBarryNewman,HarryTrines,J.OnnodeB. Wijnholds,andananonymousrefereefor
commentson anearlierdraft.
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The first allocation followed shortly after the establishmentof the SDR in
broadlyequalinstallmentsonJanuary1, 1970,1971,and1972,withthetotalamount-
ing to SDR 9.3 billion.Thesecondallocation,totalingSDR 12.1billion,tookplace
in threesimilarannualinstallmentson January1, 1979, 1980, and 1981. Since that
time therehave been no furtherallocations.The FourthAmendmentof the IMF
Articles of Agreement,which provides for a special onetime allocationof SDR
21.9 billionandwas approvedby the IMFBoardof Governorsin 1997, still awaits
ratificationby the U.S. Congress before it can go into effect. Most recently,in
December2001, theIMFExecutiveBoarddiscussedthequestionof whetherthere
shouldbe an SDR allocationin the period2002-2006 and(as it haddoneon many
previousoccasions)registeredinsufficientsupportfor it.Withno allocationforover
two decades,the shareof SDRs in totalworldreserveassetshas declinedto about
1 percent.

Thatfigureis a farcry fromthe initialexpectationsfor the futureof the SDR.
Thirty-fiveyearsago, one of us, usingthekindof calculationsthatenteredinto the
ManagingDirector'sproposalfor the first allocation, venturedthe forecast that
SDRs might account for over half of total world reserves before the end of the
twentiethcentury(Polak, 1967). The figure also puts into questionthe degree of
conviction with which the membership,some 10 yearslateras partof the Second
Amendment,embraced(notjust once but twice) the "objective... of makingthe
SDR the principalreserveasset in the internationalmonetarysystem."I

While the opposition on the part of most industrialcountries continues to
preventa general allocationof SDRs, proposalsfor use of the SDR mechanism
for purposes different from those contemplatedby the Articles continue to be
launchedby some countriesandin nonofficialcircles.In themid-1980s,Executive
DirectorsfromBelgium,France,andIndiaeach sponsoreda slightlydifferentplan
underwhich creditorcountrieswould lendto the IMFthe SDRs allocatedto them,
for use by the IMFin conditionalcreditsto developingcountries.The Boardas a
whole saw no merit in this unorthodoxmethodof financingthe Fund'sbusiness
andrejectedall threeproposals(Boughton,2001, pp. 948-49). In 1988, President
Mitterrandof Franceproposedthatthedevelopedcountriescontributetheirshares
in a new allocationof SDRs to a specialfundin the IMFthatwould guaranteethe
interestpaymentson certainobligationsissued by debtorcountries.

More recently, ideas have been put forwardto use the SDR mechanism to
enable the Fundto play the role of lenderof last resortwithouthaving to worry
about the means to do so. A Task Force sponsoredby the Council on Foreign
Relations suggested that a new "contagionfacility" in the Fundbe funded by a
onetime, very large allocation of SDRs, with all members donating the SDRs
receivedto thatfacility (Goldstein, 1999, p. 1112).RichardCoopergoes one step
further.To provide the IMF with "sufficientresources to cover even the worst

'InArticleVIII,Section7, and,again,inArticleXXII.
2Thereportmentionsillustrativenumbersof $45 billionand$100 billion.Theleadingproponentof

theideaontheTaskForce,DavidA. Lipton,aimedevenhigher,namelyanallocationof $300billion,with
theparticipantsin theNewArrangementsto Borrow(NAB)depositingtheirallocations($205billion)in
a trustfundto be usedonly "asa lastlineof defenseto defendtheinternationalfinancialsystemin times
of direthreat"(Lipton,1999,p. 363).
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contingency,"he wouldamendits Articlesof Agreementto allowit to create
SDRs,onatemporarybasis,asneededtodealwithfinancialcrisesandtoforestall
creditorpanic(Cooper,2002,p. 99).

WhileSDRallocationshavenotfoundfavoron thepartof mostindustrial
countries,theyhaverecentlyreceivedattentioninnonofficialcircles.Forexample,
theZedilloReport(UnitedNations,2002)advocatesa resumptionof SDRalloca-
tions,andGeorgeSoros(2002)hasputforwarda proposalthatwouldusepartof
theSDRscreatedundertheFourthAmendment,as well as of subsequentannual
allocations,asa trustfundtofinancetheprovisionof globalpublicgoodsandpos-
siblyotherdevelopmentassistanceactivities.Theseproposalswerediscussedatthe
UN InternationalConferenceon FinancingforDevelopmentheldin Monterrey,
Mexico,inMarch2002,butwerenotendorsedintheMonterreyConsensus.

Againstthisbackground,itwouldappearopportunetotakestockof whatrole,
if any,theSDRcanplayintheinternationalmonetarysystem.Itneedsto be rec-
ognizedattheoutsetthattheconditionsin theinternationalfinancialsystemthat
gaverisetothecreationof theSDRnolongerapply.Theconceptof a givenstock
of globalinternationalliquidity,whichprovideda constrainton theoperationof
thesystemof peggedrates,is no longerrelevant.Internationalreservescannow
expandinresponseto demand,andtheroleof theSDRinrelievingtheconstraint
onthesupplysidehascorrespondinglydiminished.

Notwithstandingthemajorchangesin theinternationalmonetarysystem,we
arguethattheSDRcanplaya rolein supplementingthegrowthof otherreserve
assetsby providingessentiallyownedreservesto manyFundmembersat lower
costthantheycouldachieveby borrowingon worldcapitalmarkets.Thislower
costis notlikelytobematchedbya correspondinglyhigherexpecteddefaultrisk
bornebyFundmembershipin general.Theseownedreservesreducethevulnera-
bilityof theseholdersto fluctuationsinborrowingcostsandtherebyenhancethe
stabilityof theinternationalmonetarysystem,whichbenefitsallcountries.As the
demandforreservesincreasesovertimein responseto the expandingscaleon
internationaltransactions,modestSDRallocationsareunlikelytoresultin signifi-
cantdrawdownsof totalreserves(resourcetransfers),butcountriesmaysubstitute
outof SDRsintootherreserveassetsto obtaina higherreturn.

I. "Shortage"of InternationalLiquidityand the Creationof the SDR

Thecreationof theSDR-the endresultof a massiveintellectualandnegotiating
effortthatoccupiedfinancialpolicymakersformostof the 1960s-was designed
to bringa definitivesolutionto a problemthathadhoveredas a threatoverthe
internationalmonetarysystemsincetheendof WorldWarI. Thatproblemwas
the potentialinadequacyof totalinternationalliquidityandthefearthatthisin-
adequacymighthamperthegrowthof theworldeconomy.Ifcountriescollectively
didnotpossess,andcouldnotobtain,reservesadequateto meetthebalanceof
paymentsdeficitsthattheywerelikelytoencounterfromtimetotime,theywould
feel theneedto throttledownthegrowthof theireconomies.Andif manycoun-
triesadoptedprecautionarymeasuresof this nature,the worldeconomymight
becomestagnant.
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In the 25 years from about 1880 until the outbreakof WorldWarI, the gold
standardprevailedover a largepartof the world economy, and afterthe war the
returnto that standardwas generally consideredpartof the "returnto normal"
(Nurkse,1944,p. 7). But therewas legitimateconcernamongeconomistswhether
the decline, resulting from the wartimeand postwar inflation, in both the real
value of the world stock of gold and in the profitabilityof gold mining, would
makethis possible on a lastingbasis.

Ever since the end of WorldWarI, "theadequacyof internationalliquidity"
thusbecamethesubjectparexcellenceof internationaleconomics.Itwas discussed,
but not resolved,at a numberof intergovernmentalconferencesin the 1920s and
early 1930s.It reemergedas an issue in thewartimeplansfor theIMF,andagainin
the earlyyearsof thatorganization.And, of course,it became thetopic of interna-
tionalfinancialdiplomacyin thecourseof the 1960s,leadingto a majoramendment
of theArticlesof Agreementof the IMFdesignedto createa new type of liquidity
by the Fund,the "specialdrawingright"or SDR, andto the first "allocation"of
SDRs, on January1, 1970.

And then, only a few years later,the whole issue began to vanish from the
screen. Since, let us say, 1980, thereis no longera concept of finite international

liquiditythatis seento act, forbetterorforworse,as a constrainton, oranencour-
agementof, nationaleconomic policies. The "problem"of internationalliquidity
is no longer discussed at meetingsof the InternationalMonetaryFund.Even the

disappearanceof the problemthatenthralledtheinternationalfinancialcommunity
for over half a centuryseems to have gone largelyunnoticed.

Whatis "internationalliquidity"?Fromthepointof view of anindividualcoun-
try "internationalliquidity"(of the unconditionalsort, that is without counting
access to internationalcredit of uncertainavailability)is simply a synonym for
"reserves,"andreservesarethoseassetsof a country'smonetaryauthoritiesthatcan
be used to financea balanceof paymentsdeficit (Williamson,1973, pp. 686-87).
Thereexists a largebody of studiesconcerningthe optimumlevel of reservesthat
an individualcountryshould seek to maintainand this subjecthas lost none of
its relevance.But if totalinternationalliquiditymeantno morethanthe sumof the
reservesheld by all countries,in the same way as "worldtrade"is the sum of the
importsor exportsof all countries,"theadequacyof total internationalliquidity"
would not be an issue. Thatissue existed only as long as therewas a limit on the
totalamountof the assets in the system thatcould serve as countries'reserves.

The natureof these assetschangedover time. BeforeWorldWarI, the critical
limit to reserveswas the amountof gold held by centralbanks,andthe constraint
on the growthof that stock over time was seen as a functionof gold production
and the absorptionof gold in the arts--even though many developing countries
held a largeportionof theirreserves in the form of claims in sterlingor dollars.
The 1922 Genoaconferenceattemptedto loosen the gold constraintby encourag-
ing industrialcountriesalso to hold reservesin the formof claims on reservecen-
ters. But while it was hoped that the adoptionof this recommendationby many
countries,describedas the replacementof the gold bullion standardby the "gold
exchange standard,"would loosen somewhat the constrainton internationalli-
quidityexercisedby the stockof gold, it did not removethatconstraint.The Gold
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Delegation of the FinancialCommitteeof the Leagueof Nations warnedin 1930
of an imminentshortageof gold comparedto the amountrequiredto supportthe

monetarydemandfor it at the prevailingprice level, and assuming a growing
worldeconomy.Butit also noted,as possiblethreatsto the system,theveryuneven
distributionof the stockof official gold, in particularthe largeholdingsof France
andthe United States,andthe tendencyof majorcountriesto disregardthe "rules
of the game"of the gold standard.

Thatstandardbeganto crumbleeven earlierthantheGoldDelegationhadpre-
dicted, startingwith sterlingmovingoff gold in 1931.TheUnitedStates,andthen
otherindustrialcountries,followedin 1933to 1936.As a resultof thechainreaction
of devaluations,the value of the stockof gold in official reserveshad, towardthe
endof the 1930s, increasedby some70 percentin termsof nationalcurrenciesand,
because of the collapse of prices duringthe GreatDepression,even more in real
terms(Nurkse,1944, p. 132). Indeed,in 1936/37, the fearof an inflationaryeffect
of the increasedsupplyof gold led to a widespreaddiscussionof the desirability
of reducingits price (Nurkse,1944, p. 133).

Although these developmentsremovedfor the time being any risk of a liq-
uidity shortage, they were not seen as a lasting solution to the problem of
reserve adequacy. The Keynes Plan for an International Clearing Union

(Keynes, 1942) was designed,interalia, to meet the need for "aquantumof inter-
national currency,which ... is governedby the actual currentrequirementsof
world commerce,and is also capableof deliberateexpansionand contractionto
offset deflationaryandinflationarytendenciesin effective worlddemand."When
the IMFwas designedduringWorldWarII to providea regimeof liberalizedpay-
ments underexchangeratesthatwere to be maintainedat agreedparvalues, and
with IMF creditfacilities to assist membersin dealingwith balanceof payments
problems,the specterof a shortageof internationalliquiditywas still seen lurking
in the background.A remedy for this eventualitywas built into the Articles of

Agreementof the Fund,which permittedthe Fundto "makeuniformproportion-
ate changes in the parvalues of the currenciesof all members"-that is, to raise
the worldprice of gold in termsof all currenciesandto do this in anorderlyway,
in contrastto thehaphazardexperienceof the 1930s.3

As the IMF startedoperations,the questionof the adequacyof international
liquiditywas soon again raisedandthe Fundissued two reportsarguingthatthe
problemwas nota matterfor seriousconcern(IMF,1953 and 1958).TheFundhad
alreadydecided in 1949, aftera long discussion in the Executive Board,thatthe
remedyprovidedby theArticles,a uniformchangein the priceof gold, wouldbe
unworkablebecause if it were once applied, it would forever after undermine
confidence in the new gold value of the dollar(Horsefield,1970, pp. 254-55).

For 15 years afterthe end of WorldWarII concernaboutthe liquidityissue
remainedsubduedas balance of paymentsdeficits of the United States enabled
othercountriesto rebuildtheirreserves,bothby accumulatingU.S. dollars(foreign
holdingsof which startedoutvery low) andby buyingbackpartof the excessively

3ArticleIV,Section7, of theoriginalArticlesofAgreement.TheprovisiongavetheUnitedStates,the
UnitedKingdom,and,haditjoined,theU.S.S.R.a vetoon adecisionfora uniformchangeof parvalues.
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largeU.S. holdingsof gold. But by 1960 Triffinhad tabledhis "dilemma,"sug-
gesting a joint limitationon the extent to which U.S. dollarsandU.S. gold could
contributeto thereservesof othercountries.Whilethatdilemmadidnotpose a pre-
cise limit, it suggestedthat,fromthepointof view of confidencein the system,the
amountof reservesthattherestof theworldcouldaccumulateby thewithdrawalof
gold from the United States plus the buildupof foreign official dollarbalances
shouldnot go beyondthepointwherethese latterbalancesexceededtheremaining
U.S. gold stock.If the need for reservescontinuedto grow beyond this point, the
worldriskedenteringeithera periodof restrictions,currencyuncertaintyanddefla-
tioncausedby a shortageof reserves,ora periodof financialuncertaintycausedby
waningconfidencein its mainreservecurrency.

Triffin'swarningsset off a widespreaddebateon the subjectof international
liquidity,initiallyamongleadingprofessionaleconomists,including(tonameonly a
few) Marcus Fleming, Milton Gilbert, Roy Harrod, Peter Kenen, and Fritz

Machlup.4As the official community-treasuries andcentralbanks-also became
graduallyconvinced of the realism of the Triffindilemma, at least as a contin-
gency with a degreeof probabilitythatcould not safely be ignored,it undertooka
long and convoluted series of studies and negotiations on the subject. These
stretchedover a six-yearperiod,from 1963 to 1969, but in the end they led to an
agreedinternationalanswer:the creationof an internationalasset that(unlikegold
or reservecurrencies)would have no otherfunctionthanto serve the need of the
systemfor an adequatebutnot excessive quantityof reserves.The methodchosen
to bringthis "pure"reserveasset intobeing was to createa facility in the IMFthat
was authorized,understrictsafeguardsagainstabuse, to createand annul("allo-
cate"and"cancel")a new form of reserveasset with the awkwardname of "spe-
cial drawingright"(SDR). In accordancewith its intendedfunction, the SDR
would circulatein the official circuitonly; it could be held only by governments,
centralbanks,the IMF,anda narrowlydefinedgroupof other"officialholders."

The creationof the SDR was not accompaniedby the abolitionof gold and
reserve currenciesas reserve assets (official discussions to this effect surfaced
only later).Butthefutureincrementalroleforthesetraditionalreserveassetsin offi-
cial reserveswas regardedas minor.As faras one could see, newly producedgold
was going to be absorbedalmostentirelyin industryandart,andforeign official
holdings of dollarscould not be allowed to increaseby more thanmodest annual
amountswithoutunderminingconfidence in the dollarand riskingmassive con-
versions into gold. Thus, the broadly(thoughperhapsnot strongly)held official
view underlyingthe FirstAmendmentwas that the SDR mechanismcould pro-
vide a definitive solutionto the problemof managingthe supplyof international
liquidity. In 1969, in conjunctionwith the adoptionof the FirstAmendmentof
theArticles of Agreement,Section 10 of the By-Laws of the Fundwas amended
to instructthe Executive Board to assess "the adequacy of global reserves" in
its Annual Report, and the next five Annual Reports contain a full chapteron
internationalliquidity.

4Themostcomprehensivecollectionof theprofession'sviews on the subjectof internationalliquid-
ity atthattimeis probablyfoundin InternationalMonetaryFund(1970).
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As a prerequisiteto rationaldecision making on the requiredmagnitudeof
SDR allocationsor cancellations,the Fundstaffmadea majoreffortto define the
concept of the optimum level of internationalliquidity (Fleming, 1961, 1967).
"Reservesand reserve growth ought to be increased,"Fleming posited, "to the

pointat which beneficialeffects in the formof higheremploymentandreductions
of impedimentsto internationaltransactionsare outweighedby untowardeffects
in theformof inflationandrecourseto official compensatoryfinancing"(Fleming,
1967, p. 172). This statementof principle, it should be recalled, referrednot to
the reservepolicy of an individualcountrybutto global reservesandto a process
of weighingpositiveandnegativeeffects occurringin scoresof countries.As noted

by Kemp (1970), locating this optimumpoint for the world as a whole would

requiresomeone(theBoardof Governorsof theIMF?)maximizinga worldwelfare
functionof extremecomplexity.

It was always obvious that it would take some ratherheroic assumptionsto
move fromthetheoryof the optimumlevel of internationalliquidityto a numerical

proposalon how manySDRs to create.Butthe situationin thelate 1960sappeared
to bring an exercise of that naturewithin the realm of the possible: two of the

componentsof the supplyof liquidity(thestocksof official gold5andSDRs) were
locked in the official circuit,andthe thirdone could (andit was expected,would)
be kept undercontrolby the United States authoritiesin orderto avoid the risks
of theTriffindilemma.But in fact, a few monthsafterthe allocationwas madeon
January1, 1970,theassumptionwithrespectto thesupplyof dollarsprovedto have
been wrong.In the courseof 1970, U.S. Treasurysecuritiesheld by nonresidents

(essentiallyforeigncentralbanks)nearlydoubled,from$10.3 billion to $19.8 bil-
lion, and in 1971 they more thandoubled,to $46.3 billion (IFS Yearbook).Once
the United Statesmoved off gold in August of 1971, protectionof the gold stock
disappearedas an inducementto preventan excessive flow of dollarsinto foreign
reserves.

August 1971 was also the beginning of the end of the parvalue system and
the startof a movementtowardfloatingexchangerates.Thepropositionhas often
been madethat,in puretheory,floating ratesdispense with the need for reserves
(Cooper,1970, p. 143), andif this were true,the introductionof a regimeof float-
ing rateswould have done away with any problemof a shortageof international
liquidityfromthe demandside.As discussedin the next section,empiricalstudies
of the effect of floating on countries'actualreservepolicies in the 1970s suggest,
however, thatits impactwas at most small, andthe spreadof floating since then
has been accompaniedby persistentlylarge increases of worldreserves. But the
mainimpactof floatingon the problemof internationalliquiditywas not thatthis
may have broughtfor many countries some, at best modest, reductionin their
demandfor reserves. It was thatit liberatedthe United States, andprobablyalso
other reserve centers, from concern about the magnitudeof the claims on their
economies held by one particularcategory of foreign holders, namely foreign
centralbanks.

5InApril1968,theGroupof Tenhaddecidedto severanylinkbetweentheirofficialgold stocksand
thefreegoldmarket.
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The freedomof capitalmovementsandthe desireon the partof investorsfor
the diversificationof theirassets geographically,as well as in a numberof other
dimensions,have led to largefinancialcross-holdingsamongthe majorindustrial
countries.Someaspectsof theseholdings,suchas thepotentialriskassociatedwith
verylargeforeignclaimson theUnitedStates,ortheshiftof theUnitedStatesfrom
a net internationalcreditorto a net internationaldebtor,havedrawntheattentionof
some observers,thoughnot to thepointof inducingseriousconsiderationof possi-
ble correctivepolicies.6Inanyevent,whethertheseholdingsbelongto foreigncen-
tralbanks(probablythe most stableof all holders)or otherforeignersis hardlya
matterof concern.Foreignofficialholdersof assets in theUnitedStates(whichare
overwhelminglyforeigncentralbanks)attheendof 2001 of $1.0 trillionwereonly
a small fractionof total foreign holdings of $9.2 trillion,or $6.6 trillion if one
excludes foreigndirectinvestment(see Nguyen, 2002).

As a resultof these changesin the internationalmonetarysystem,the issue of
"internationalliquidity"has changedtotally from thatprevailingat the time the
SDR was introduced.Two of the threecomponentsof internationalreserveshave
almostentirelyceased to functionin thatcapacity.Gold has become a nonmone-
taryasset;manyof even the most conservativecentralbanksarein the process of
selling theirgold holdingsin the market.The stockof SDRs has become so small

comparedto totalreserves(about1percent)thatit has become almostexclusively
a vehicle for transactionsbetweenthe Fundandits members.Thusthe enormous
increasein worldreservesthatoccurredsince 1970was almostentirelyin theform
of claims on reservecenters.Theseclaims were,however,only a smallproportion
of the total claims on these centers(see the figures for the United States above).
For any particulargroupof holders,such as centralbanks,therewas for all prac-
tical purposesno limit fromthe supplyside on the amountthey could collectively
accumulate.The problemof the global adequacyof internationalliquidity is no
longerwith us, not because it has been resolved,butbecause it has disappeared.

Withit evaporatedthe idea (whichhadnevertakendeeproots)thatthe course
of the worldeconomymightbe steeredby ajudiciousmanagementof the stockof
internationalliquidity.ArticleXVIII, which laid down the principlethatthe allo-
cationof SDRs should"meetthe long-termglobal need, as andwhen it arises, to

supplementexisting reserveassets .. ."can no longer serve as a guide for alloca-
tionin themannerthosewordswereinterpretedin 1969.Thatpointwas well made

by both Mussa (1996, p. 80) and Williamson (1996, pp. 112-13) at the Fund's
1996 conference on the futureof the SDR, and it has been implicitly acknowl-
edged by the Fund'sceasing, since 1990, to makethe requiredannualassessment
of the adequacyof internationalliquidity(withoutrepealingBy-Law 10). In fact,
as pointedout by Ahluwalia (1996, pp. 92-93) at the same conference, the 1978
decisionto allocatecouldnothavebeen takenif these wordshadnotbeen ignored
at that time. Any case for futureallocations of SDRs will have to be based on
groundsotherthanthe need of the systemfor additionalliquidity;instead,"need"
will have to be viewed in termsof otherbenefits to the system, in particularthe

6See,for example,the essay on "HowWorrisomeAre ExternalImbalances?,"in ChapterII of the
IMF'sSeptemberWorldEconomicOutlook(2002).
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distributionalbenefit of permittinglow-income countriesto hold reserves at a
much lower interestratethanthey would have to pay in the market,and a lesser

dependenceof the system on borrowedreservesthatcouldbe recalledat the time
they were most needed.

II.Demand forReservesAfterthe Demise of the ParValueSystem
The precedingsection arguedthatas the conceptof a given total stockof interna-
tionalliquidityhas disappearedwiththe breakdownof theBrettonWoodssystem,
so has thebasicrationalefor the allocationof SDRs basedon globalreserveneeds
in the face of expandingcurrentand capitalaccountfluctuations.Additionsto a
country'sreserveholdingscanbe generatedby runninga balanceof paymentssur-
plus, but this can entail high costs in termsof forgone consumptionand invest-
ment. Alternatively,reserves can be borrowedon internationalcapital markets.
However, while access to capital marketshas expandedenormously in the last
30 years, many countrieshave limited or no access. Moreover,while borrowed
reservescan substitutefor owned reservesto some extent, volatile capitalflows
demonstratethatunduerelianceon internationalcapitalmarketsfor this purpose
can be risky.As describedin detailin the next section, theseconsiderationsargue
for SDR allocationsas a supplementto otherreserveassets to improvethe func-
tioning andstabilityof the internationalmonetarysystem.

Before moving to this argument,we firstdescribesome of the factorsaffect-
ing the demandfor reservesas well as the termson which reserveassets can be
acquired.This sets the stagefor consideringthe case for allocatingSDRs in order
to meet the need on the partof reserve-constrainedcountriesfor owned reserves
at low cost.

As internationalreserves are used primarilyto finance externalimbalances
directlyor indirectlythroughinterventionin foreign exchange markets,the level
of reserveswould be expected to beara fairly close relationshipto those factors
that affect the magnitudeof these imbalances.Most studies of reserve-holding
behaviorindicatethatsuchholdingsarepositivelyassociatedwitha scale variable
(eitheraggregateoutputor imports)andto externalpaymentsvariability.7Thereis
less compellingevidencethatreserveholdingsdependon thenatureof a country's
exchangerateregime,the degreeof openness,andthe opportunitycost of holding
reserves.

Onerelevantscale variableis thelevel of tradein goods andservices.Figure1
shows the ratioof reservesto importsof goods and services, measuredas weeks
of imports,for threemajorcountrygroupings:advancedcountries,emergingmar-
ket economies, and developing countries.For the advancedcountries,this ratio
hasfluctuatedsomewhat,buthasnot shownanysignificantnet changesince 1985.
Fordevelopingandemergingmarketcountries,therehasbeen someupwardtrend,
which has been particularlyevidentfor the lattergroupof countries.Thus,based
on past trends,the long-runfuturedemandfor reserveswould appearto be rising
at least in proportionto importsof goods andservices.

7SeeFloodandMarion(2002)andWorldEconomicOutlook(2003).
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Figure1. TheMeanRatioof NongoldReserves
to Importsof Goodsand Services,1985-2000
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Sources:IMF,InternationalFinancialStatisticsandWorldEconomicOutlook.Theclassificationof
advancedanddevelopingcountriesfollows thatin the WorldEconomicOutlook.The list of emerging
marketcountriesfollowsthatof MorganStanleyCapitalInternational.

These countriesaresubjectto suddenwithdrawalsof capital,whethercaused
by adversedomestic developments,changes in maturefinancialmarkets,or con-
tagion from othercountries.The increasingopenness of the capital accounthas
thus heightenedthe vulnerabilityof emergingmarketeconomies to fluctuations
arisingin this componentof the balanceof payments.Reserves relativeto short-
term debt rose sharplyin the early 1990s for emergingmarketsand developing
countries(Figure2), a findingthatis also consistentwith the enormousincreases
in reservesfor these two groupsof countriesshownin Table1. Note also thatthis
indicatoris used in the early warningsystem model developed by Fundstaff for
emergingmarketeconomies8andthatthe Fundhas been urgingmembersto give
greaterprominenceto holding adequatestocks of reservesto reduceexternalvul-
nerabilityfrom capital account disturbances.The futureevolution of the short-
termdebtstocksof these countrieswould thereforehave a bearingon the demand
for reserves,in additionto the growthin theirimports.

Otherdevelopmentscouldactto reducethedemandforreserves.Totheextent
thatcountriesrespondto externalimbalancesby changesin theirexchange rates,
theneedforreservesto intervenein theforeignexchangemarketwouldbe expected
to diminish.Thisexpectationappearsto conflict,however,withthemassiveincrease
in reservesformostcountriessince 1970.Evenif a countryonly lightlymanagesits
exchangerateandhas a relativelyclosed capitalaccount,it wouldstillwantto hold
reserves,andprobablyincreasethemovertime,in orderto helpsmoothoutputfluc-
tuationsarising,for example, from largemovementsin the termsof trade.Some
empiricalstudies(see, for example,LizondoandMathieson(1987), andBahmani-
Oskooee and Malixi (1987)) have found thatthe move to greaterexchange rate
flexibility followingthecollapseof theBrettonWoodssystemdid appearto reduce
the demandfor reservesfor both developed and developing countries.However,

8SeeBerg,andothers(1999).
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Figure2. TheMedian Ratioof Nongold Reserves
to Short-TermDebt, 1985-2000
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Table 1. Nongold Reserves,by MajorGroups
and Selected Countries,1970-2000

(Inbillionsof SDRs)

1970 1975 1980 1985 1990 1995 2000

AdvancedEconomiesof which:' 41.9 89.1 196.4 247.6 466.7 599.3 860.4
Canada 3.9 3.8 2.4 2.3 12.5 10.1 24.5
Hong Kong SAR ... ... ... ... 17.3 37.3 82.5

Japan 4.3 10.2 19.3 24.3 55.2 123.3 272.4
Korea 0.6 0.7 2.3 2.6 10.4 22.0 73.8

EmergingMarketsof which:' 8.8 42.3 70.9 93.8 100.3 278.2 470.0
China ... ... 2.0 11.6 20.8 50.7 129.2
India 0.8 0.9 5.4 5.8 1.1 12.1 29.1
Mexico 0.6 1.2 2.3 4.5 6.9 11.3 27.3
Poland ... ... 0.1 0.8 3.2 9.9 20.4

DevelopingCountries2of which:1 3.7 9.4 25.5 25.5 19.2 31.1 68.5
Algeria 0.1 1.0 3.0 2.6 0.5 1.3 9.2
Kuwait 0.1 1.3 3.1 5.0 1.4 2.4 5.4
Libya 1.5 1.8 10.3 5.4 4.1 4.1 9.6
United Arab Emirates ... 0.8 1.6 2.9 3.2 5.0 10.4

Total3 54.3 140.8 292.8 366.9 586.1 908.7 1,398.9

Source: IMF, International Financial Statistics.

1Economieswiththelargestincreasein reserves(inbillionsof SDRs)between1995and2000.
2Excludingemergingmarketeconomies.
3Theincreasein totalworldreservesbetween1970and1995is slightlyoverstatedbecausedata

fora few economiesbecameavailableonly in thelatterpartof theperiod.
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ReinhartandRogoff(2002) findthatthebreakupof BrettonWoodshada muchless
significantimpacton exchange rate regimes than generallybelieved.9This may
explainwhyapparentlyfloatingratesappearto havecausedonlya modestreduction
in thedemandforreserves.Moreover,even witha purefloat,in countrieswherethe
bankingsystemis exposed to foreigncurrencyrisk,the centralbankmay wish to
hold largereservesin orderto be ableto stema runon domesticcurrencydeposits.

As notedin the precedingsection, thereis nothingin the presentinternational
monetarysystem that stands in the way of monetaryauthoritiesachieving their
desiredreserveholdings, subject,of course, to the cost considerationsthey face.
Thesereservesareoverwhelminglyin theformof foreignexchange,with theU.S.
dollar comprisingabout two-thirdsof the total in the last three years.10As the
reserve-currencycountriesor areas (United States, EMU, Japan,and the United
Kingdom)have floatingexchangeratesandup to now have faced few or no con-
straintsin increasingtheirliabilitiesto foreignofficial holders,thereis essentially
no limit to the expansionof reservesin this form.Hence, except for the SDR, the
stock of internationalreservesis fully demanddetermined.

However, the terms on which countriescan increase their stock of reserves
varywidely.Most advancedcountriescanborrowreservesat interestratesthatare
only marginallyhigherthanthe returnon reserveassets. Thus,as long as thereis
little or no creditrisk associatedwith lending to these countries,they can satis-
factorilyfinanceincreasesin desiredreserveholdingsby borrowingin international
capitalmarketsandhave no need for an SDR allocationto supplementreserves,
althoughthey may find it useful to hold a portionof theirreservesin the form of
SDRs for the purposeof portfoliodiversification.

The great majorityof Fund members-broadly speaking, the nonindustrial
countries-does not share this privileged position. Emergingmarketborrowers
generallyface muchhigherinterestrateson theirsovereignbonds,andthese rates
varyconsiderablyovertime.Figure3 depictstheEMBIsovereignspread(anaver-
age acrossemergingmarkets)from 1992to thepresent.Onlytwice-most recently
in the secondhalf of 1997 beforethe onset of theAsian crisis-did this spreaddip
below 400 basis points;for the ten-yearperiodit has averagedaround800 basis
points.Moreover,the cost of privatemarketfinancingto emergingmarketsfluctu-
ates sharplyin responseto both conditionsin emergingmarketsthemselves-for
example, the Mexican andRussiancrises-and developmentsin maturemarkets.
Thus for most of these economies, the cost of acquiringandholdinginternational
reservesis substantialandsubjectto considerableuncertainty.

The acquisitionof reservestends to be even more costly for the majorityof
Fundmembersthatdo nothavetheoptionof borrowingforeignexchangereserves
in privatemarkets.11For these countries,which include most low-income devel-
opingcountriesas well as manytransitioncountries,theprimarymeansof obtain-

9Lookingat market-determinedexchangerates,they findthatit is difficultto detectanychangein
exchangeratebehaviorfor manycountries,with the demiseof the BrettonWoodssystemmanifested
largelyin theshiftto floatingof theU.S. dollar,theyen,andthedeutschemark.

10SeeIMFAnnualReport2002,AppendixI, InternationalReserves.

1lMembersmayalsohaveaccessto officialsourcesof borrowingandgrants,buttheseresourcesare
typicallyearmarkedfordevelopmentpurposesratherthanheldas reserves.
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Figure3. EmergingMarketBond Spread, 1992-2002(mid-September)
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ing reserves is by reducing domestic demand and therefore imports, which
imposes a heavy cost in termsof forgoneconsumptionandinvestment.

III.TheRoleforthe SDRinthe PostBrettonWoodsSystem
Table 1 (above) showed that, notwithstandingany shift to greaterflexibility in
exchange rates, world reserveshave increasedby 25 times in the last 30 years.
Thereareno stronggroundsto doubtthatreserveswill continueto show a posi-
tive trend.Shouldsome of thisgrowthin demandfor internationalreservesbe met
by modest allocationsof SDRs?

TheCostAdvantage of ProvidingReservesinthe Formof SDRs

Ouranswerto this question is in the affirmative,as we find persuasivethe case
made by Mussa (1996) for resumingallocationson the groundthatSDRs can be
created essentially costlessly, whereas reserves acquiredby runninga current
accountsurplusorby borrowingin capitalmarketsinvolverealcosts for a country.
Recipientsof SDR allocationspaytheSDRrateof intereston theircumulativeallo-
cations(plus a very small assessmentto cover the costs of administeringthe SDR
Department)andreceive the samerateof intereston theirtotalSDR holdings.For
countriesthathold theirentirecumulativeallocation,the net carryingcost of these
reserves is effectively zero. If a countrymakes net use of its SDR allocation,it
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incursa net cost basedon the SDR interestrate.In this way, the net userof SDRs
compensatesthe net holderat the SDR interestratefor the realresourcesacquired
in the drawdownof reserves.

Thusthereareefficiency gainsfor the worldeconomyif SDR allocationssub-
stitute,at least in part,for reservesthatotherwisewouldbe acquiredby runninga
currentaccountsurplusor by borrowingon world capitalmarkets.The substitu-
tion of an outsidereserveasset, the SDR, for reservesin the form of liabilitiesof
reservecurrencycountriescreatesseignioragegains, similarto the substitutionof
domestic fiat money for commodity money such as gold.12Given that the vast
majorityof Fundmembersfacehighborrowingcostsorhighrealopportunitycosts,
it seems reasonablethat at least partof theirreserve holdingsbe met costlessly
throughSDR allocations.Theirsavings on the cost of reserveaccumulationcould
thenbe used for domesticconsumptionor investment.

TheRiskImplicationsof SDRAllocations

It can be argued,however, that the assumptionthat SDR allocations provide
reservesatno cost to Fundmembersthatareseenby themarketas poorcreditrisks
fails to take into accountthe risk of defaulton the partof those countries.13The
interestratespreadon marketborrowingis generallyregardedas the premiumthat
privatelendersrequireas compensationfor the risk thatborrowerswill not fully
comply with the termsof the loan contract.

Thatargumentappearsto proceedfrom the assumptionthatthe provision of
reservesthroughallocationsof SDRs would leave the risk of defaultunchanged,
but reallocateit between privatelenders and the Fund. On the one hand, if net
users of SDRs meet theirSDR obligationswithoutexception, the Fundmember-
shipfaces no creditrisk,14butprivatelendersto these countriesface highercredit
risks,reflectingtheperceptionof seniorityaccordedto obligationsto theIMF,and
wouldthereforechargehigherspreads.Inthiscase theremaybe no netcost savings
to some usersof SDRs, as whatthey gain fromlow-cost SDRs wouldbe matched
by higher spreads.On the otherhand, if account is taken of the possibility that
some Fundmembersmay defaulton theirSDR obligations(a riskthatcould only
materializein the remoteevent of cancellationof SDRs or liquidationof the SDR
Department),the defaultriskwould be sharedbetweenthe Fundmembershipand
theprivatesector.15Thus,to theextentthatadditionalallocationsraisetheriskthat

12WhentheSDRinterestratewasoriginallyset at 1.5percent,SDRallocationsconferredsignificant
seignioragebenefits,whichgeneratedproposalsto linkSDR allocationsto aidfordevelopingcountries.
NowthattheSDRinterestrateis market-determined,attentionhasshiftedtothebenefitsaccruingtocoun-
triesthatfacecostsof acquiringreservessubstantiallyabovetheSDRinterestrate.

13Fora discussionof thispoint,see IMF(2001).
'4TheFundautomaticallydebitsa member'sSDRaccountfortheinterestdue.Butoncethisaccount

hasbeenreducedto zero,themembermustpurchaseenoughSDRsto covertheinterestcost.
15Thereare currentlysix membersin arrearson theirSDR charges:Afghanistan,the Democratic

Republicof Congo,Iraq,Liberia,Somalia,andSudan(amountingto SDR 104millionor0.5 percentof
allocations).Sucharrearsdo notgive riseto aninterestriskfornetholdersbecausetheFundis required
underArticleXX, Section1,topaySDRholdersthefullamountof SDRinterest;thisis achievedby issu-
ing SDRsto meetanyshortfall,whicharecancelledas overdueSDRchargesaresettled.
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there will be losses from memberswho default on their SDR obligations, such
allocationmay not provecompletelycostless for Fundmembers.

Againstthis increasein riskaretwo factorsthatgo in theotherdirection.First,
the substitutionof SDRs for borrowedreserveswould save borrowingcountries
interestcharges,whichwouldmakethembettercreditrisksfromthepointof view
of private credit marketsand thus tend to lower credit spreads.It would also
reducethe defaultriskof membersin the event of liquidationor cancellation.

Second, reservessuppliedby SDR allocationswould tend to reducesystemic
riskandtherebytendto reducedefaultriskon thepartof individualcountries.This
is the case becausethey area permanentadditionto the world'sstockof reserves,
except in the unlikelyevent of a decision (whichrequiresan 85 percentmajority)
by the Fundto cancel outstandingSDRs. By contrast,reservesobtainedvia bor-

rowingin the capitalmarketmaybe withdrawnunderinauspiciouscircumstances.
Suchreservesneedtobeperiodicallyrefinanced,asotherwiseexistingreserveassets
will need to be used to pay down maturingdebts. Doubts on the partof foreign
creditorsaboutthe desirabilityof refinancingarelikely to arisewhen a countryis

facing balanceof paymentsdifficultiesand in need of more, not fewer, reserves.
In a generalcrisis situation,severalcountrieswould simultaneouslyface rapidly
risingcosts of refinancing,whichwouldexacerbatetheirreservepositionsandlead
to possibly self-fulfilling runson theircurrencies.In particular,where contagion
is present,the terms and conditionsfor privatemarketborrowingmay fluctuate
sharplyandnot be reflectiveof the country'sown underlyingpaymentssituation.
Indeed,in theAsian, Russian,andLatinAmericancrises, marketsentimentover-
reactedto negativenews in individualcountries,adverselyaffectingthe abilityof
othercountriesto refinancetheirdebt.Borrowedreservesthus sufferfrom being
less reliableandpredictablesourcesof reservesthanSDRs, andtheircost increases
in timesof crises,whereastheSDRinterestrateis largelyunaffected,andmayeven
decline.Fromthisperspective,therefore,borrowedreservesentailmoreriskforthe
internationalmonetarysystemthanownedreservesin theformof SDRs,whichcan
be seen as enhancingthe "quality"of the stockof internationalreserves.

TheUseof Allocated SDRs:Additionsto Reserves,Debt Repayment,
or Increased Spending Abroad

Notwithstandingtheefficiencygainsfromusinglow-costSDRsto satisfythegrowth
in reserve demand,as well as the systemic benefits from substitutingSDRs for
borrowedreserves, SDR allocations have been opposed on the groundthat the
SDRs allocatedwill be spentratherthanheld as reserves.This argumentseems to
be basedin parton the view thatdevelopingcountriesaretoo poorto hold signif-
icant or adequatereserves, and thatthey are proneto "misuse"any additionsto
themto satisfy short-runconsumptionor investmentneeds ratherthanhold them
andrealizethe returnfromhavinga stockof liquidassets to buffershocksto their
economies. Theirincreasedspending,it is feared,could lead to higherpricesand,
consequently,the additionto nominalreserveswould not result in increasedreal
reserves (see Fleming, 1970). However, neitherthe facts nor elementarytheory
supportthis view.
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First,most countriesaddto theirreservesin roughproportionto the scale of
the factorsgeneratingpaymentsimbalances.Given this expansionin the demand
for reserves,therewould be no reasonto expect thata modest increasein supply
in the form of SDRs would lead countriesto change their reserve policies and
expandtheirabsorptionof goods andservices.

Second, it is plausible that countries'holdings of reserves will, on average,
reflectthe marginalcosts andbenefitsof assets to buffertheireconomies fromthe
effects of shocks thatmay arisedomesticallyor abroad.Tothe extentthatthe rel-
ative scale of such shocks increasesover time, the marginalbenefit of additional
reserveswould also rise, leadingto an increasein averagereserveholdings,unless
offset by rising marginalcosts of holding reserves. SDR allocations lower the
averagecost of reserveholdings, but unless they are so large as to eliminatethe
need for reservesfromothersources,they will not lower the marginalcost. Thus,
whena countryreceivesSDR allocationsata ratebelow theincreasein its demand
for reserves, it has no incentive to increase its spending,except perhapsby the
amountsaved by the interestdifferentialbetween allocated SDRs and reserves
borrowedin the market.16

Allocations in excess of the secular growth in demand for reserves have
never been envisaged. Discussions of SDR allocations by the Executive Board
have always been in termsof supplementsto the growthin otherreserve assets,
that is, an expansion in the supply in SDRs thatwould be a fractionof the total
increasein demandfor reserves.But since allocationsto individualmembersare
made as equal percentagesof quotas, it is not excluded that an allocation that
constitutes, for the averagemember,no more thana modest shareof its growth
in demandfor reservesmay well be in excess of thatdemandfor some members.
Forthese members,stickingto theirreservepolicy wouldmeandisposingof most
of the excess reservesby reducinghigh-cost externaldebt, including(especially
for countrieswithoutaccess to internationalcapitalmarkets)reducedrelianceon
expensive suppliercredits.

The saving of intereston reservesobtainedby meansof allocationsof SDRs,
which is particularlyimportantto the poorermembersof the Fund,is partof the
rationalefor the resumptionof regularallocationsof SDRs-the otherpartbeing
the improvedstabilityof the systemif a largerproportionof reservesis owned and
a smallerproportionborrowed.A commentis neededon the probablesize of this
saving.Mussa(1996, p. 78) hascalculatedthata onetimeallocationof SDR 36 bil-
lion (which was the amountsuggestedby the ManagingDirectorat thattime) to
the membershipas a whole would save the nonindustrialmembersof the Fund
aboutSDR 1 billion in annualinterest.If the Fundresumedannualallocationsof
that orderof magnitude,the annualbenefit would of course increase over time

160f course,therewill alwaysbe somecountriesforwhichtheopportunitycostof holdingreservesis
so highthateven modestSDR allocationswill exceedthe secularincreasein theirdemandfor reserves
(whichmaybe close to zero), inducingthemto spendmost or all of any allocationstheyreceive.For
example,of allmembersthatreceivedallocationsin the 1969-71period,10heldsmallertotalreservesin
1989thanin 1969.Six of these 10countrieswerein arrearsto theFundin 1989.
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apace with the outstandingstock of SDRs, reaching, say, SDR 10 billion a year
10 yearsout.17

Onceit is recognizedthatthegreatmajorityof developingcountrieshavedem-
onstratedtheirwillingness to incurthe cost of a secularincreasein theirreserves,
the observationthatmanyof themhold SDRs in amountswell below theiralloca-
tions is irrelevantas an indicatorof theirpolicies of aggregatedemand.A member
is not obliged,or even "expected,"to hold anyparticularproportionof the amount
of SDRs allocatedto it. Its obligationsto hold or acquireSDRs do not extend
beyond those spelled out in the Articles, and these obligationswere designedto
ensurethe efficientoperationof the SDR system,not to impose on the membera
particularpolicy behaviorwithrespectto its reserves.In thepast,theseobligations
included,first, the obligationto reconstituteafterlargeuse and, second, the obli-
gation to buy SDRs under"designation."Neitherof these obligationsis in force
anylonger:thereconstitutionobligationwas abolishedin 1978anddesignationhas
become inoperativeinasmuch as all exchanges of SDRs for currenciesamong
membersarenowadays(andhave been for manyyears)conductedin the form of
voluntarytransactions.Accordingly,membersare free to hold their reserves in
SDRs andotherassetsaccordingto theirportfoliopreferences.Thelow percentage
of allocationsheldin theformof SDRsby manydevelopingcountries,andby some
industrialcountries(includingtheUnitedKingdom,France,Italy,andAustralia)as
well, is evidence of these countries'portfoliopreferences.Manypoor developing
countriesno doubtpreferto hold reserveassetswith a higheryield thanSDRs.

TheAllocationofSDRsversustheProvisionofConditionalFundCredit

Startingfromtheearliestdiscussionsof whatultimatelybecametheSDRDepartment
in the Fund, the questionhas been raised whetherit might not be preferableto
resolve any occurrenceof a shortageof internationalliquidity by the Fundpro-
viding moreconditionalcreditratherthandistributingnew reserveassets without
attachingany policy conditionality.18When countrieshave to meet a balanceof
paymentsdeficitof a morethantransitorynature,theywoulddo well to takesome
steps to adjustpolicy at anearlystage,andconditionalcreditwouldpromotesuch
action.Moreover,forcountriesthatdo nothaveeasy access to capitalmarkets,the
episodic use of Fund credit is significantly cheaper than holding reserves that
immobilizevaluablecapitalresources.

In consideringthis questionfrom today's perspective,it is importantto bear
in mindthatit was only in thecontextof the liquiditydiscussionsof the 1960sthat
the distinction between unconditional and conditional liquidity became fully
explicit. Even underthe Keynes Plan, whose objective, as noted above, was to
ensurean adequate"quantumof internationalcurrency,"access to the Fundwas
to become subjectto conditionalityin the highertranches.The staff's 1958 study,
InternationalReserves and Liquidity (in the drafting of which the Managing

17Evenif thecountriesthatearnedthisrisingamountof benefitsfromtheoperationof theSDR sys-
temdecidedto spendall of it in additionalimports,the impacton worlddemandfortradableswouldbe
minimal,giventhemagnitudeof thecurrentlevelof worldtradeof around$6.5 trillion.

18Foranextensivediscussion,seeWijnholds(1977),Chapters8 and12.
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Director,Per Jacobsson,had taken an active hand), moved seamlessly from its
discussion on the adequacyof reservesto advocating,in a mild way, an increase
in quotas.19

Thus,it was notsurprisingthatwhenthediscussionon liquidityresumedin the
1960s,somemembersof theFundBoardweremoreinclinedto searchforsolutions
in termsof quotasratherthanthecreationof a novel reserveassetsuchas the SDR.
But the resultingdebateclarifiedthe distinctionbetweenreservesandconditional
credit,andthe conclusionwas reachedthattherewas only limited roomfor sub-
stitutionbetween the two. As statedin the Fund's 1965 AnnualReport,"ideally,
countries'need for additionalliquiditycouldbe met by adequateincreasesin con-
ditionalliquidity.In practice,however,countriesdo not appearto treatconditional
andunconditionalliquidityas interchangeable."Thereforeany attemptto meet an
increasingneedfor reservesby theprovisionof conditionalliquiditymight induce
countriesto adopt"balanceof paymentspolicies which, froma broadinternational
pointof view,wouldhavetobe regardedasundesirable"(p. 15).Thesameview was
expressedby the Groupof Ten,where the negotiationsaboutcontingentliquidity
creationproceededin parallelwith those in the Fund.20

If at thattime the Fundaccepted,perhapssomewhatgrudgingly,the need for
countriesto hold substantialreservesof theirown, it has since made the holding
of reserves part of its standardconditionality. It remains true, however, that
reservesareanexpensive investment,andfew developingmembershold reserves
thatarelargeenoughto enablethemto handleseriousbalanceof paymentsprob-
lems without seeking credit from the Fund, and thus becoming subject to the
Fund'sconditionality,whetherthey receive annualSDR allocationsor not. Such
allocations would in any event be a much smaller percentageof quotas than a
member's access to Fund credit, which undercurrentaccess policies can reach
100 percentof quotaper year.

We have not focused on a precise magnitudefor annualallocations,which
would requireconsiderationof a numberof elements, such as the demandfor
reservesof the countriesthatwould have the greatestbenefitfromallocations,the
absorptioncapacity of the system for additional infusions of SDRs, and any
changesin the SDR facilitythatmightmakeholdingSDRs moreattractive.But to
give an indicationof the orderof magnitudewe have in mind, these variouscon-
siderationssuggest to us thatannualallocationsin excess of 10 percentof quota
would unlikelybe calledfor.Fifteenyearsago, one of us suggestedthatthe upper
limit forannualallocationsshouldprobablynot exceed 10percentof quota(Polak,
1988, p. 182); thatwould still appearto us a reasonablenumber.Withthe present
level of quotasof SDR 213 billion, thatwould amountto aboutSDR 20 billion a

year.Annualallocationswould,of course,be muchsmallerif one adoptedthe idea
putforwardby Yaqub,Mohammed,andZaidi(1996) thatif thecentralaimof allo-
catingSDRs were shiftedfrommeetinga worldwideneedfor liquidityto lowering

19Itslast sentencereads:"Itis doubtfulwhether,in thecircumstanceof theworldtoday,withworld
tradegreatlyexpandedin volumeandvalue,theFund'sresourcesaresufficientto enableit fullyto per-
formits dutiesundertheArticlesof Agreement"(p.99).

20Groupof Ten,Communiqueof MinistersandGovernorsandReportof Deputies(1966),para.29.
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the cost of reservesfor low- andmedium-incomecountries,it wouldmakesenseto
limit these allocationsto these countriesonly.

Theprovisionof unconditionalliquidityto allFundmembers,beneficialthough
it maybe to thegreatmajorityof low-incomecountriesandtothesystemas awhole,
may allow some"badactors"to rushto spendthis"easymoney"on sociallyuseless
assetsor move it into Swiss bankaccounts.In principle,the riskof suchmisuseof
allocationscouldbe preventedorreducedif allocationswereputin escrowaccounts
thatwouldbe releasedonly if, or when,the Fund,in its surveillancecapacity,gave
themembera sufficientlycleanbill of good conduct.A proposalfora two-steppro-
cedureof thisnaturewas discussedby theExecutiveBoardin 1988.It was rejected
as "inconsistentwiththeunconditionaland 'owned'characterof the SDR"andalso
on the groundthat it would requirean amendmentof the Articles. (IMFAnnual

Reportfor 1989, p. 22). A more telling argumentwould have been thatthe Fund
would likely have drownedin a policy quagmireif, side by side with its principles
andpracticesrelatedto conditionalcredit,it wererequiredto runanothersetof prin-
ciples (stricter?less strict?)on conditionalityfor SDR releases.

Inmanyof theFund'smemberstates,monetarygrantsaremadeto all citizens
who qualifyby some objectivecriterion,such as pensionsto personsabovea cer-
tainage, withoutscreeningforpossiblecharacterfaults.Similarly,theFund,under
its Articles, unconditionally allocates SDRs to any participantin the SDR
Account.In thecontextof the "equityallocation"of SDRs thatit acceptedin 1997
(which is still pending, awaitingratificationby the United States of the amend-
mentunderwhich it is to be authorized),it in fact establishedtheprincipleof par-
ticipation in SDR allocations as a right of membership.It even carried this

principleto the pointof promisingfuturenew membersan allocationcomparable
to thatof currentmembers(proposedScheduleM, paragraph3).

However,the planfor the "equityallocation"of SDRs does containa specific
and objective criterionto exclude from access to their shareof thatallocationa
smallgroupof members(abouthalf a dozen) with a particularlybadrecordvis-a-
vis the Fund:for a memberwith overdueobligationsin any of its accountswith
theFund,thatshareis to be putin anescrow accountuntilthememberhas cleared
all of its arrears.This provisionbreakswith the principleof separationbetween
the GeneralResourcesAccount (GRA) and the SDR Account, but thatprinciple
has outlived its usefulness. It was introducedin the FirstAmendmentto assuage
the feelings of those who fearedthatthe IMFcould sufferfromany commingling
of funds with the unprovenSDR scheme, to the detrimentof Fundmembersthat
wouldrefuseto become "participants"in thatscheme.Now thatall Fundmembers
arealso participants,andSDRs arean integralpartof the financialstructureof the
Fund, it no longer makes sense to have a complete firewall between members'
rightsandobligationsin theirGRAandSDR accounts,anda case has indeedbeen
made for a full mergerof the two accounts(Polak, 1999). It would in any event
make sense to applythe "noarrears"ruleto any futureallocationsof SDRs.

Theno arrearsclauseconstitutesone of thevariousproposalsaimedat improv-
ing theSDR mechanismfromthepointof view of creditorcountries.Othersinclude
raising the SDR interest rate and reintroductionof some sort of reconstitution
obligation.But the manyroundsof discussionin the ExecutiveBoardof the Fund
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of these or other"improvements"do not inspireconfidencethat,if only the mem-
bershipas a whole werewilling to acceptthem,regularallocationsof SDRs would
become a reality.Thatresult, instead,would require"a change of climate ... as
governmentsin industrialcountriesmanifestedeither a greaterconcern for the
welfareof the disadvantagedcountries,or a greaterconcernaboutcertainrisksof
the multi-currencyreservesystem"(Polak, 1988, p. 187).21

IV.Concluding Remarks

In theprecedingsection,we presentedthe case for theregularannualallocationof
relativelymoderateamountsof SDRs. Thatcase is basedon the benefits, in terms
of (i) the interestcosts of reservesthatwould accrueto the largemajorityof mem-
bersthatdo not have assuredaccess, or only very costly access, to capitalmarkets
and(ii) the enhancedstrengthof the internationalfinancialsystemas a whole if a
largerpartof the world'sreservesis ownedratherthanborrowed.

It is obvious thatthatcase is difficultto reconcile with the originalobjective
of the SDR mechanism,which was to ensurethatthe smoothdevelopmentof the
internationaleconomic andfinancialsystem would not be marredby eitheran in-
sufficient,or anexcessive, supplyof internationalliquidity.However,as shownin
Section I, those concernsaboutthe global supplyof reserves,which preoccupied
internationaleconomistsforthelargerpartof thepreviouscentury,haveevaporated
with the fundamentalchanges in the system broughtaboutby the demise of the
parvalue system andits succession by a worldof floating exchangeratesamong
the majoreconomic areas.

If-and we realizethatthis is a majorif-the membershipof theFundaccepts
the desirabilityof resumingtheregularallocationof SDRs, it will have to come to
termswith the fact thattheprovisionsof ArticleXVIIIno longerprovideservice-
able guidancefor the allocationandcancellationof SDRs, anda choice will have
to be made whetherto do this (i) withoutan amendmentof the Articles or (ii) by
amendment.

(i) The no-amendmentapproachis obviously the simplest. It can be justi-
fied if the "long-termglobal need" is read as the need of individual
countriesto increasetheirreserves as the scale of theirbalances of pay-
ments increases.This has been the generalapproachadoptedby the staff
ever since the second SDR allocation. With recognition of the fact that
the concept of a quantitativeglobal need for reserves-as distinguished
from the quantitativeneeds of individualmembercountries-no longer
has a meaning in the present system, thatconcept could be disregarded
as a considerationfor the allocationof SDRs. The 1978 decision to allo-
cate in the second basic period in circumstancesnot too dissimilarfrom
the currentsituationreflected at least in partthis approach(Ahluwalia,
1996, p. 93).

21The1994proposalforthe"equityallocation"didresultfromsucha changein climate,as themain
industrialcountriesbecameanxiousto channeladditional,butnonbudgetary,resourcesto thenew mem-
bersthathadjoinedtheFundafterthebreakupof theSovietUnion.
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(ii) An amendmentto ArticleXVIIIwould providea moreradical,but also a
moredifficult,solution.Suchanamendment,in additionto eliminatingthe
conceptof globalneed, couldat the sametimeremovetheoverabundance
of safeguardsprescribedin the presentArticle, in recognitionof the fact
that experiencehas proved that the single safeguardof a high qualified
majoritysuffices, as it does with respect to quotaincreases.The Fourth
Amendmentof theArticleswas adoptedby theBoardof Governorsin 1997
to permitan SDR allocationconsidereddesirableby the membershipbut
that, in the opinion of some members,did not meet the test of a global
need requiredby ArticleXVIII.

We briefly mention these options for the Fund to resume allocationsin the
presentinternationalfinancial structure.Any furtherdiscussion of these options
would,however,appearprematureuntila consensushas been reachedon thecore
findingof this paperthatsuch allocationswould be desirable.

Given the rathermodest scale on which SDR allocations are contemplated,
one can only be skepticalaboutboththe rationaleandthe feasibilityof any of the
proposals,such as those mentionedin the openingsectionof this paperfora mas-
sive injectionof SDRs in theevent of some liquiditycrisis thattheFundcouldnot
handlefromits quotaresourcesplus the existing NAB.

In the event of a worldwideliquiditycrisis, such as occurredin the autumnof
1998, a largepartof the financialstringencyaffects the financialmarketsin the
mainreservecenters.The centralbanksin these centers,the FederalReserveand
the EuropeanCentralBank, can handlethatproblemby open marketpurchases.
Peripheralcountries,affectedby domesticproblemsor by contagion,may require
massive supportfrom the IMF, to an aggregateamountthat could exceed the
Fund'sresourcesfromquotasandtheNAB. Butestablishingin advancetheauthor-
ity for the Fundto createmassive amountsof SDRs in those circumstances(or as
suggestedby theTaskForceof theCouncilon ForeignRelations,to use previously
stockpiledSDRs) wouldfly in the face of the agreement,reachedonly a few years
ago, of an NAB of no more thanSDR 34 billion, andthe resistanceof the major
industrialcountriesto even modestregularallocationsof SDRs. In a trulysevere
crisis, it is farfromobviousthatSDRs-which cannotbe used by therecipientsfor
interventionin themarkets-would be moresuitablethanloansof reservecurrencies
to the Fundfromkey creditorcountries(perhapsas an extensionof the NAB) or
directlyto thedeficitcountries.
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