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THE IMF GOLD AGREEMENT

FRIDAY, OCTOBER 10, 1975

CONGRESS OF THE UNITED STATES,
SUBCOMMITTEE ON INTERNATIONAL ECONOMICS

OF THE JOINT EcoNomic COMMITT'EE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10 a.m., in room 2128,
Rayburn House Office Building, Hon. Henry S. Reuss (chairman of
the subcommittee) presiding.

Present: Representatives Reuss and Rees; and Senator Taft.
Also present: Sarah Jackson and John R. Karlik., professional staff

members; and George D. Krumbhaar, Jr., minority counsel.

OPENING STATEMENT OF CHAIRMAN REUSS

Chairman REuss. Good morning. The subcommittee todav begins
its examination of the gold agreement reached last month hv the
International Monetary Fund's Interim Committee.

The interim committee's agreement on gold would abolish the offi-
cial price of gold and the obligation of Fund members to use gold as
part of their quota subscriptions. Under the agreement, one-third of
the Fund's gold stock also would be disposed of, one-sixth returned
to IMF members, and one-sixth sold for the benefit of developing
countries.

Today we would like to examine what impact this agreement will
have on the future role of gold in the international monetary system.
'Will it diminish or enhance the position of gold relative to other re-
serve assets? Holw will the agreement affect the total supply of inter-
national liquidity? Are there preferable ways to phase gold out of the
world monetary system?

Because the House went into recess this morning, a number of Mem-
bers who w ould have liked to have been here will not be able to be with
us today. We have also invited to participate in the discussions the
members of the Subcommittee on International Trade, Investment and
Monetary Policy of the House Committee on Banking, Currency, and
Housing, chaired by Congressman Rees of California.

'We have before 'is five very distinguished private witnesses to dis-
cuss the gold agreement. They are Henry Fowler, former Secretary of
the Treasury, now with Goldman, Sachs; Jacques de Groote, Execu-
tive Director of the International Monetary Fund, appearing in his
personal capacity; Fritz Machlup, professor of economics at Neaw York
University; Ronald McKinnon, professor of economics at Stanford;
and Frazar Wilde, chairman emeritus of Connecticut General Life
Insurance.
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Under the rules and without objection, the extremely helpful papers
which you all prepared and their appendixes will be admitted in full
into the record. I am going to call on each one of you to proceed in any
way you prefer.

Mr. Fowler, would you start.

STATEMENT OF HENRY H. FOWLER, FORMER SECRETARY OF THE
TREASURY

AIr. FOWLER. Thank you, Mr. Chairman.
I, too, appear here solely in my personal capacity. I am not speaking

for my firm or any other organization. I appreciate very much this
opportunity.

In passing, I would like to acknowledge once more the extremely
valuable and constructive role your subcommittee and its chairman
performed in conceptualizing the special drawing rights amend-
ment, consulting and working with the Treasury during my tenure
there during the course of evolving negotiations stretching over 4
years, and, finally providing the exposition of the rationale of the
amendment leading to its bipartisan approval by the Congress by
overwhelming majorities.

In a very real sense, Mr. Chairman, this committee and the related
legislative committees on Banking and Currency are the ultimate
guardians and custodians of the ground rules and arrangements
governing the participation of the United States in the International
Mone tary Fund.

The essential underpinning of the tentative interim committee
agreement on gold-specifically, the abolition of the present official
price of gold fixed pursuant to the IMF Articles-cannot become
operable without favorable action by the Congress. Accordingly, the
views of this commitee on the propriety of the tenative agreement on
gold ought to be given great weight by those responsible in the execu-
tive branch for the further conduct of negotiations concerning revision
of the IMF Articles and collateral arrangements having to do with the
role of gold in the international monetary system.

In appearing here today, I merely am standing by some very
strongly held convictions and principles which I had long prior to the
announcement of August 31st. They were the subject of some public
comment on June 5th that I made at a meeting to the Conference
Board of Canada, which I would like to include as an exhibit to my
prepared statement in the record. I also include this comment because
it contains some very relevant excerpts from the published views of
A[r. Witteveen, the Managing Director of the International Monetary
Fund on Mav 14,1975, which demonstrate his highly relevant attitudes
as of that time on the role of gold in the international monetary
system.

In my view, and I hope it proves to be the view of this committee
and the Congress, it would be a tragic blunder and a grave disservice
to present and future efforts to develop a more effective International
'Monetary Fund and international monetary system to approve the
tentative interim committee agreement on gold and facilitate its
effectuation by amending the IMF Articles of Agreement to abolish
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the official price of gold in the light of the collateral arrangements of
I he Group of Ten set forth in the tentative agreement.

The fatal flaw in the tentative agreement is the combination of an
abolition of the official price for gold for official monetary transactions
with the implicit freedom in the complementary understanding among
the Group of Ten that, after two years, any national central bank may
buy gold from another central bank at any price or from the private
market at any price and in any amount.

This result would be destructive of international monetary reform
because it would set back or undermine a decade of effort to deal more
effectively on an international basis with international official reserve
assets and the control of their volume and composition.

In my prepared statement, to support this generalization, I cite and
quote at length a recent statement from the report last July of 17 out-
standing private economists of WAlestern Europe, Japan, and North
America, who are expert technicians and who discuss the current
problems of international reserves and liquidity and the treatment of
gold in the monetary system. This is highly relevant background, I
think, for an appreciation of the fatal effects of this tentative Interim
Agreement.

However, I would like to just read you very quickly the particular
reasons for my position, as I have stated it.

First, 'the combination of an amendment of the IMF articles to
abolish the official price of gold with no restraint after 2 years on deal-
ings in gold by central banks with each other or in the private gold
market is far more likely to increase rather than reduce the role of
gold in the international monetary system.

The Governor of the South African Reserve Bank, Mr. T. S. de
Jongb, gave his appraisal to a symposium on gold in New York after
the recent IMF meeting. He is quoted in the New York Times of Sep-
tember 9th, on the tentative agreement, as follows:

"Far from being a step towards the phasing out of gold, it clearly
has the effect of giving gold an increased and more meaningful mone-
tarv role than it has had for some time." That coming from the spokes-
man for the principal supplier of newly mined gold-South Africa-
tells the story.

Now, what he meant was confirmed at the same symposium by John
Exter, a noted and respected proponent of a larger role for gold in the
monetary system, when he noted that three decisions embodied in the
tentative agreement pointed to an enlarged role for gold. In Mr.
Exter's words:

First, the official price for gold was abolished and every government is now
clearly free to do what they want with the gold on their books.

Second, central bankers are free to buy as well as sell gold in the open market
now.

Third, central bankers are now free to use gold in transactions among
themselves.

No amount of generalized whistling while walking through the
graveyard of this tentative agreement by those who entered into it can
cover up those stark truths bv the advocates for an enlarged role for
gold in the system.

And yet the gradual reduction of the role of gold in the international
monetary system in order to provide a better international manage-
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ment of global liquidity has been and still is the long agreed and
avowed objective of international monetary reform. It w as specifically
and repeatedly set forth in the Outline of Reform submitted by the
IMF Committee of Twenty on June 14, 1974, after nearly 2 years of
intensive examination by all of the official experts from the member
countries and on the staff, and reaffirmed by the interim committee on
January 16, 1975-see Documents of Committee of Twenty on Inter-
national Monetary Reform (1974), Outline of Reform, paragraphs 8,
15, 16-17,22, 163, 228.

In addition to opening the door to what is generally agreed would be
a retrogressive tendency and moving away from rather than towards
a better IMF management of global liquidity, the features of the tenta-
tive agreement to which I have referred would have many unfortunate
consequences.

Two, there would be a new burst of inflationary pressures resulting
from this tentative interim committee agreement to the degree that
gold in official monetary reserves becomes usable at prices nearer the
private market price, resulting an a sudden and drastic enlargement
of international reserves, particularly in countries with large gold
holdings. A revaluation of the current official holdings of monetary
reserves in gold from the current approximately $441/2billion value at
the official price to somewhere around the current market price would
increase these gold reserves approximately 3.3 times to a value of more
than $140 billion. This is world liquidity creation that makes a mock-
ery out of the monetary system and the efforts stretching over two
decades to devise a system in which a deliberate, orderly, and carefully
measured increase in global liquidity becomes the manageable function
of the IMF.

Three, the distribution of the increase in real or potential liquidity
resulting from the tentative agreement would be highly inequitable
and unfair to the vast majority of the meniber countries of the IMF.

All the developing countries and many of the developed countries
who have held the great bulk of their official reserves in nongold assets,
particularly dollars, would have a wholly justified economic and po-
litical grievance, bound to grow and fester with the passage of time.

'The effect of the agreement in conferring large windfall increases
in official reserves on a few large gold-holding developed countries
while the less developed ones grasp for crumbs to keep their economies
alive, would constitute a reverse in international cooperation, which
the United States should strongly oppose. Its only moral and proper
role is to seek to prevent this inequitable handling of the role of
monetary gold and join with those who would seek a fairer settlement
to all concerned, which would forward the more effective international
management of global liquidity growth.

I included, as an exhibit to my prepared statement, a tabulation of
the official gold holdings of the various member countries. These sho-w,
as of May 197.5., the central banks of the Group of Ten, plus Switzer-
land, had over $37 billion of gold valued at the official price, while all
the remaining nations in the IMF owned a little over $7 billion worth.
Their holdings of foreign exchange, mainly dollars, showed a sharp
differential, however. The Group of Ten, plus Switzerland, held $70
billion in foreign exchange, while the remaining countries have nearly
the same amount; namely, $68 billion worth of foreign exchange.
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There are special reasons why the United States has a special re-
sponsibility for seeking an alternative solution in this problem of
monetary gold to the tentative agreement. For decades, the United
States has been a party to the accumulation of dollar balances in the
reserve holdings of central banks for countries rich and poor around
the world. An integral pait of this process was the implied assurance
that the dollars so accumulated by other countries in their reserves
could be converted at will into gold at $35 per ounce by preseliting
them to the Federal Reserve Bank of New York which also served as
the fiscal agent for the U.S. Treasury. When this practice and position
wras unilaterally terminated by the announcement of Preside'nt Nixon
on Aug-ust 15, 1971, the United States, in my opinion, assumed some-
thing of a moral and political obligation. It is obliged to insist that
the future role of gold in the monetary system should be resolved in a
manner that would not visit a discrimination or inequity on those
countries whose reserve assets were largely in dollars. At least to the
extent they were held on August 15, 1971.

Surely, the United States has a special responsibility in the light of
this history to oppose a differential writeup of the world's monetary
reserves based on gold holdings. To assent to any arrangements that
would work a grievous inequity on those central banks who held our
dollars resulting from U.S. balance-of-payments deficits rather than
present them to the Federal Reserve window in exchange for gold is
not worthy of a great nation. This is particularly true when the United
States would itself stand to reap the greatest monetary profit from
this inequitablc arrangerment since its gold -reserves ae Unt lalgest.

There is another, more current, reason I think why the United States
should take leadership in preventing the effectuation of this delicate
agreement.

The U.S. delegation at the special session of the United Nations
General Assembly sought to play a leadership role that is continuing
in an international effort "to redress the economic imbalance between
developed and developing countries," to quote from the preamble
of the resulting resolution. The transfer of real resources for develop-
ment and monetary reform were major elements of this initiative and
important features of the resolution adopted. The very text of the
resolution of September 16, with the United States voting affirma-
tively, stipulated that "arrangements for gold should be consistent
with the agreed objective of reducing the role of gold in the system
and with equitable distribution of new international liquidity."

It is clear already that the developing countries have a major in-
tellectual difficulty in reconciling the views of the U.S. Secretary of
State in subscribing to this U.S. resolution and of the U.S. Secretary
of the Treasury in assenting to the tentative interim committee
agreement.

I included in my prepared statement some excerpts from the press
communique of the Interim Committee of August 31, 1974 and also
the communique on the day before of the Committee of Twenty-Four,
which shows the less developed countries recognizing this inequity and
indicating that it is a grievance to them.

The fourth and last point, Mr. Chairman, is the effectuation of the
tentative interim agreement on gold would forfeit the opportunities
to improve the international monetary system so painfully achieved
during the past decade through the special drawing rights ainendment.

65-202-76- 2
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It has been long agreed that a main feature of international mone-
tary reform should include arrangements designed to achieve better
international management, through the IMF, of global liquidity, with
the SDR becoming the principal reserve asset and the role of gold
and of reserve currencies being reduced.

Once the tentative decisions of the interim committee are effectuated
by amendments to the IMF articles of agreement by the abolition of
the fixed price of gold, there is nothing to prevent an immense increase
in effective liquidity for the benefit of gold holders.

Can there be any doubt that, with the experience of OPEC to serve
as a lesson, the two principal producers of most of the world's newly
mined gold will manage the supply along either cartelized lines or by
conscious parallelism to induce upward price movements?

Is there any doubt that they will be assisted in this endeavor by
speculative private gold holding elements in many corners of the
globe?

The fact is that in the future, the likelihood exists for an immense
increase in liquidity for the major gold holding countries will curtail,
if not eliminate, any further periodic creation and allocation of
SDR's, as contemplated by the special draiving rights amendment.

Thus, the making of the SDR into the principal reserve asset with
the consequent advance toward a rational system for the creation and
management of international liquidity and the avoidance of further
inequitable distribution of additional liquidity, will be arrested
wholly, or most certainly, seriously impaired.

Now, Mr. Chairman, I am going to conclude my comments here,
without responding in my comments to the question the committee
poses as to what do we do in lieu of this. The principal brunt of my
testimony here today is that we should not approve-is that the U.S.
Congress should not approve the effectuation of this agreement. I have
included in my prepared statement, however, some observations on
the alternatives. But in the interests of concluding my comments in
a timely fashion, I -will leave those for subsequent discussion in the
colloquy that will presumably follow.

Mir. R.EnSS. Well, I appreciate your confining yourself to the time-
span which we have indicated, but I think if you take a couple more
minutes to tell us exactly what you think the IMF ought to do and
what the Congress ought to suggest to the IMF, I think it would be
relevant.

Mr. Fow FR. W;e]. I will try to keep it brief.
In concluding this critique of the tentative interim committee agree-

ment, let me observe that it has some features in this agreement which
are commendable. They should be preserved in any alternative method
of settlement, should the present proposal be revised before
effectuation.

Primarily, I find commendable the first proposition that the articles
of the IMF agreement and the IMF procedures should be amended
to eliminate the Fund's authority to accept gold in transactions unless
the Fund so decides by an 85-percent majority. This arrangement
should be without prejudice to the adoption of a gold substitution or
consolidation account. I would have no objection to that amendment
to the articles.

Second. I would have no objection to some authorization to the
IMF to sell its gold stock for the benefit of the developing countries.
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I do object to the restitution at this time of any part of that gold stock
to the principal gold-holding countries, because I think it would simply
add to their stores and, too, you might say, to a capital gain which
would be unconscionable in my judgment under current circumstances.

These measures would ultimately remove the role of gold from theday-to-day workings of the International Monetary Fund and leave
only the question of the disposition and use of the gold held by na-
tional central banks.

The best way to protect the monetary system from a huge expansion
of gold reserves by the differential up valuation of the gold held by
national central banks and monetary authorities would be to maintain
the prohibition against buying gold from each other above the official
price and from buying gold from private markets at any price.

.NAow, this brings up, so I think, a most important point, the most
important point, perhaps, to be made in these hearings apart from the
desirability of arresting this so-called tentative agreement, and that is
to concentrate the attention of the authorities on the development of
either a gold substitution account in the Fund or a gold consolidation
account, which I am sure will be the subject of much of our discussion.

In connection with the gold consolidation account approach, I think
it would be useful to explore the question of providing some trans-
forming of the largely dormant liquidity that exists in the officialgold stocks; that is, transforming it into effective liquidity. But if
that is done, its consequences ought not to be detrimental to the system
as a whole, or inequitable to the nations now holding important gold
reserves.

Therefore, I would think that one line of exploration would be to
establish a gold consolidation account whereby a member could receive
35 SDR s per ounce of gold that it chose to deposit in this account,
but retaining title to the gold. Under this arrangement, the gold
could be reclaimed from the IMF in whole or in part by paying in
35 SDR's per ounce for the purpose of effecting a sale in the private
market, or in the event the country wished to withdraw from member-
ship in the Fund. It would be necessary to provide, in this type of
arrangement, that once gold was withdrawn from the gold consolida-
tion account by a depositing member, it could not be redeposited.
Otherwise, the shuffling of reserves might prove disruptive.

This type of arrangement would convert the dormant liquidity in
existing gold stocks in central banks into effective liquidity at the
official rate, and vet reduce the role of gold in the workings of the
system while tending to make the SDR the primary reserve asset and
the centerpiece of the system. Any inequity to nations holding mini-
mum amounts of gold would not be conferred by the IMF and would
be partially compensated if this scheme were combined with a sale of
the Fund's gold holdings with the proceeds used for concessional aid.

I think, Mr. Chairman, that would conclude my presentation.
[The prepared statement of Mr. Fowler follows:]

PREPARED STATEMENT OF HENRY H. FOWLER

My name is Henry H. Fowler, I am a general partner of Goldman, Sachs & Co.,an investment banking firm at 55 Broad Street, New York City. However, Iappear here today solely in my personal capacity and am not speaking for myfirm or any other organization.
I served from April 1965 to December 1968 as Secretary of the Treasury andfrom February 1961 to May 1964 as Undersecretary. As the U.S. Secretary I was
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a Governor of the International Monetary Fund, representing the United States
in all of the negotiations which culminated in the memorable Amendment to
the Articles of Agreement creating the Special Drawing Rights.

In private life I have continued an active interest in international monetary
affairs, and in particular the deliberations and reports of the IMF Committee
on Reform of the International Monetary System, the so-called Committee of
Twenty and its successor the Interim Committee.

In passing I should like to acknowledge once more the extremely valuable and
constructive role which this Subcommittee and its Chairman performed in con-
ceptualizing the Special Drawing Rights Amendment, consulting and working
with the Treasury during the course of the evolving negotiations stretching over
four years, and, finally providing the exposition of the rationale of the amend-
ment leading to its bipartisan approval by the Congress by overwhelming
majorities.

In a very real sense this Committee and the related legislative Committees
on Banking and Currency are the ultimate guardians and custodians of the
ground rules and arrangements governing the participation of the United States
in the International Monetary Fund. That is a highly important responsibility.
It is why I feel a duty to appear here today to testify in opposition to some of
the basic features of the tentative agreement on gold announced by the IMF
Interim Committee on August 31 and the complementary understanding among
the Group of Ten reflected in the communique.

An amendment of the IMF Articles cannot be adopted without the affirmative
vote of the United States which possesses well over 20 per cent of the 80 per
cent weighted vote of the member countries necessary for an amendment. The
U.S. Governor cannot cast an affirmative vote for an amendment except with
the authorization of the Congress. Hence the essential underpinning of the
tentative Interim Committee agreement on gold-specifically, the abolition of the
present official price of gold fixed pursuant to the IMP Articles-cannot become
operable without favorable action by the Congress. Accordingly, the views of
this Committee on the propriety of the tentative agreement on gold ought to
be given great weight by those responsible in the Executive branch for the
further conduct of negotiations concerning revision of the IMP Articles and col-
lateral arrangements having to do with the role of gold in the international
monetary system.

I appear here today with some reluctance to urge that this Committee and
related legislative Committees in the Congress indicate their unwillingness to
approve Amendments to the IMP of Agreement that would permit this tentative
interim agreement on gold to be effectuated. My reluctance stems from several
factors.

First, I realize that this so-called "Tentative Agreement" is a painful compro-
mise worked out by the responsible officials of many governments, including our
own, in an effort to move off dead center international monetary reform which
has been stalled for three years.

Second, it has been my personal policy since leaving the Treasury to avoid
the posture of a Monday morning quarterback, who rushes to criticise publicly the
very difficult choices that are being made and always must be made in the con-
duct of international negotiations. For a compromise is often the grease that
makes the wheel of progress turn. I have had enough experience in this very
field of international monetary negotiations to understand how difficult it is to
achieve results. It took over three years of intensive detailed negotiations to
obtain an Amendment of the International Monetary Fund on Special Drawing
Rights that could achieve ratification by the holders of more than the required
80% of the vote.

But I cannot escape the conviction that it is more important to have a good
agreement than a quick one or one which amounts to a huge backward step
in the process of improving the system. And I feel some responsibility when
I see my own country lending its support, however reluctantly, to a set of
international arrangements that would be highly destructive to international
institutional arrangements that are the best hope of intensifying the inter-
national economic and financial cooperation so sorely needed in the Free World.

My appearance here is not after-the-fact captious criticism but a decision
to stand by strongly held convictions and principles prior to the announcement
of August 31. They were the subject of my public comments on June 5th at
a meeting of the Conference Board of Canada which I would like to include
as an exhibit to my statement in the Record. (See Exhibit A).
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I also include this portion of my public comments on June 5th, because itcontains some very relevant excerpts from published views of Dr. JohannesWitteveen, Managing Director of the International Monetary Fund, as re-cently as May 14th, 1975, which demonstrate his highly relevant attitudes as ofthat time on the role of gold in the international monetary system.Of course, I have no way of knowing what Dr. Witteveen would say were he heretoday on the tentative Interim Committee agreement. But a mere reading of theexcerpts from his statement of May 14th, 1975, or the full text of that statementwill indicate that the tentative agreement falls far short of the solution of thegold problem in the international monetary system that he viewed as desirablein May.
In my view, and I hope it proves to be the view of this Committee and theCongress, it would be a tragic blunder and a grave disservice to present andfuture efforts to develop a more effective International Monetary Fund andinternational monetary system to approve the tentative Interim Committee agree-ment on gold and facilitate its effectuation by amending the IMF Articles ofAgreement to abolish the official price of gold in the light of the collateral ar-rangements of the Group of Ten set forth in the tentative agreement.The fatal flaw in the tentative agreement is the combination of an abolitionof the official price for gold for official monetary transaction with the implicitfreedom in the complementary understanding among the Group of Ten that,after two years, any national central bank may buy gold from another centralbank at any price or from the private market at any price and in any amount.This result would be destructive of international monetary reform because itwould set back or undermine a decade of effort to deal more effectively on aninternational basis with international official reserve assets and the control oftheir volume and composition.
Officially held monetary reserves have and will continue to play a major rolein making the international monetary system work. They enable the IMF andnation states and their control banks to avoid destructive restraints on trade andcapital movements while the adjustment processes work their way.Adjustments of serious balance of payments deficits to equilibrium are notlikely to occur, without resort to these undesirable measures, in a short periodof time, even after substantial exchange rate declines. Therefore, governmentsand central banks feel the need for availability and access to foreign exchangereserves sufficient to finance sizable payments to other countries while adjust-ment takes place.
A Report last July of seventeen outstanding private economists from WesternEurope, Japan and North America, who are expert technicians in internationalmonetary affairs, discussed current problems of international reserves andliquidity and the treatment of gold in the monetary system. (See Brookings Re-port "The World Economy in Transition" (pp. 37-42).) Their analysis is highlyrelevant background for an appreciation of the fatal defects in the tentative in-terim Committee agreement. A list of these economists and their affiliations isattached to my statement as Exhibit B. The Report comments in part as follows:'How to control the supply of reserves has been an issue in monetary discus-sions for more than a decade. Concern used to be about the possibility of reservesbeing inadequate, but now the concern is that reserve creation might be excessive,thus worsening inflationary pressures. In addition, the mix of dollars and othercurrencies in the present stock of reserves may be a source of instability in ex-change rates. Change in the present system should be aimed at bringing thevolume and composition of reserves under international control. Additions toreserves should neither be so large as to add to inflation nor so small as to im-pede the growth of the international economy.
"The total stock of monetary reserves more than doubled in the five yearsbetween 1970 and 1975, as a result, first, of large U.S. dollar outflows and then,in 1974, of the accumulation of massive financial surpluses by the oil-producingnations. To the degree that gold in monetary reserves was to become usable atprices nearer the private market level rather than at the IMF official level, theincrease in total reserves would be much larger still. International managementof reserve creation is all the more needed because the present drift towardmultiplying rather than consolidating reserve currency assets could destabilizethe system and because actions that could restore a primary role for gold wouldhave a dangerous inflationary potential.
"With gold valued at the official IMF price, current world reserves of some$220 billion consist predominantly of currencies (about $155 billion, of which
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two-thirds are in dollars and one-third in deutsche marks, sterling, and othercurrencies), and secondarily of gold (about $43 billion). Only a small part (about$10 billion) consists of Special Drawing Rights (SDRs), . the internationalreserve asset that was created specifically because of the disabilities of the twoother major forms of reserves. The continuing dominance of currencies and thetrend toward their rapid diversification over the past few years are potentialthreats to monetary stability. Gold, in spite of its historic associations, is not asuitable element in a rational system, because its supply lies outside international
control...."Gold, like the reserve currencies, is a capricious force for a monetary system.To be sure, large new gold finds that would swell monetary stocks are not verylikely, although they are not inconceivable. Rather, the principal suppliers, SouthAfrica and the Soviet Union, appear to have limited productive capacities so that
additions to reserves front gold production will probably require continuing priceincreases. Far from being a stabilizing factor, this traditional monetary basecould well be the most unreliable and inconstant of the possible elements in world
monetary arrangements."For some years it has been agreed that gold is not to be relied upon as a sourceof new international liquidity and that its importance in the system is to decline.In contrast, however, it has also been agreed more recently that holders of goldreserves may value their stocks at market prices. Taken literally, and assumingthat central banks would be willing to use monetary. gold in tranactions witheach other, this would represent a massive addition to the supply of effectivereserves. The result could be to make gold again the principal component of
monetary reserves.'Major consequences could be anticipated. The most important would begreater inflationary pressures through a sudden and drastic enlargement ofinternational reserves in countries with sizable gold holdings. Another would beto heighten political tensions. South Africa and the Soviet Union would gainfrom a guaranteed high price for the metal. The leading gold holders among the
industrial countries-the United States, Germany, France, Switerland, Italy,and the Netherlands-would find their reserve positions significantly enhanced,
whereas others, like Japan and the United Kingdom, would benefit to a lesserdegree. The developing countries taken together, with under 10 percent ofthe world's official gold holdings, would have a substantial cause for grievanceat this differential write-up of the world's monetary reserves. Finally, specu-lators in gold would have their highest expectations realized. They would surely
begin a new round of gold speculation, which would further weaken confidence
in national currencies at a time when confidence is badly needed."The instabilities inherent in both the reserve currencies and in gold argue
for measures that would provide greater international control over the composi-
tion and volume of international reserves. This could be achieved by consolidating
reserve currencies into SDRs and by agreement on rules that would ensure adeclining role for gold in the monetary system. Both kinds of action would move
the system toward an SDR standard."

Let me now review the particular reasons for my position as generally stated
above.1. The combination of an amendment of the IMF Articles to abolish the offlcial
price of gold with no restraint after two years on dealings in gold by central
banks with each other or in the private gold market is far more likely to increase
rather than reduce the role of gold in the international monetary system.

The Governor of the South African Reserve Bank, Mr. T. W. de Sough, gave his
appraisal too a symposium on gold in New York after the recent IMF meeting.
He is quoted in the New York Times of September 9th, on the tentative agreement
as follows: "Far from being a step towards the phasing out of gold, it clearly has
the effect of giving gold an increased and more meaningful monetary role than
it has had for some time."That coming from the spokesman for the principal supplier of newly mined
gold-South Africa-tells the story.

According to Mr. John Exter, a noted and respected proponent of a larger role
for gold in the monetary system: "The agreements on gold at the International
Monetary Fund meeting in Washington marked a major retreat by those coun-
tries attempting to substitute paper currencies for gold". (See N.Y. Post, Sep-
tember 9, 1975, p. 47.)He noted that three decisions embodied in the tentative agreement pointed toan enlarged role for gold. In Mr. Exter's words: "First, the official price for gold
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was abolished and every government is now clearly free to do what they want
with the gold on their books. Second, central bankers are free to buy as well as
sell gold in the open market now. Third, central bankers are now free to use gold
in transactions among themselves."

No amount of generalized whistling while walking through the graveyard of
this tentative agreement by those who entered into it can cover up those stark
truths by the advocates for an enlarged role for gold in the system.

And yet the gradual reduction of the role of gold in the international monetary
system in order to provide a better international management of global liquidity
has been and still is the long agreed and avowed objective of international mone-
tary reform. It was specifically and repeatedly set forth in the Outline of Reform
submitted by the IMF Committee of Twenty on June 14, 1974, after nearly two
years of intensive examination by all of the official experts from the member
countries and on the staff, and reaffirmed by the Interim Committee on January
16, 1975. (see Documents of Committee of Twenty on International Monetary Re-
form (1974), Outline of Reform, pp. 8, 15, 16-17, 22, 163,.228).

In addition to opening the door to what is generally agreed would be a retro-
gressive tendency and moving away from rather than towards a better IMF man-
agement of global liquidity, the features of the tentative agreement to which I
have referred would have many other unfortunate consequences.

2. There would be a new burst of inflationary pressures resulting from this
tentative Interim Committee agreement to the degree that gold in official mone-
tary reserves becomes usable at prices nearer the private market price, resulting
in a sudden and drastic enlargement of international reserves, particularly in
coicntric8 with large gold holdings. A revaluation of the current official holdings
of monetary reserves in gold from the current approximately 44 Y2 billion dollar
value at the official price to somewhere around the current market price would
increase these gold reserves approximately 3.3. times to a value of more than
140 billion dollars. This is world liquidity creation that makes a mockery out of
the monetary system and the efforts stretching over two decades to devise a
system in which a deliberate, orderly and carefully measured increase in global
liquidity becomes the manageable functeion of the IMF.

3. The distribution of the increase in real or potential liquidity resulting from
the tentative agreement would be highly inequitable and unfair to the vast ma-
jority of the member countries in the IMF.

All the developing countries and many of the developed countries who have
held the great bulk of their official reserves in non-fold assets, particularly dol-
lars, would have a wholly justified economic and political grievance, bound to
grow and fester with the passage of time.

The effect of the agreement in conferring large windfall increases in official
reserves on a few large gold holding developed countries while the less devel-
oped ones gasp for crumbs to keep their economies alive, would constitute a re-
verse in international cooperation, which the United States should strongly
oppose. Its only moral and proper role is to seek to prevent this inequitable
handling of the role of monetary gold and join with those who would seek a
fairer settlement to all concerned, which would forward the more effective in-
ternational management of global liquidity growth.

To borrow a telling description from the Chairman of this Committee in re-
ferring to another feature of this tentative agreement-this would be an appli-
cation of the Golden Rule IMF style-those who have the gold make the rules.
For the record a tabulation of the official gold holdings of various member
countries of the IMF, as of the last five years ending with June 1975 is included
as Exhibit C. As of May 1975 the Central Banks of the Group of Ten indus-
trialized countries plus Switzerland had over $37 billion dollars of gold valued
at the official price while all the IMF remaining nations owned 7.4 billion dollars
worth. Their holdings of foreign exchange, mainly dollars, shows a sharp differ-
ential. The Group of Ten plus Switzerland held 70 billion dollars in foreign ex-
change official balances while the remaining countries held nearly 68 billion
dollars worth of foreign exchange.

There are special reasons why the United States has a special responsibility
for seeking an alternative solution to this problem of monetary gold to the tenta-
tive agreement. For decades, the United States has been a party to the accumula-
tion of dollar balances in the reserve holding of central banks for countries rich
and poor around the world. An integral part of this process was the implied as-
surance that the dollars so accumulated by other countries in their reserves
could be converted at will into gold at $35 per ounce by presenting them to the
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Federal Reserve Bank of New York which also served as the fiscal agent for the
U.S. Treasury. When this practice and position was unilaterally terminated by
the announcement of President Nixon on August 15, 1971, the United States, in
my opinion, assumed something of a moral and political obligation. It is obliged
to insist that the future role of gold in the monetary system should be resolved
in a manner that would not visit a discrimination or inequity on those countries
whose reserve assets were largely in dollars-at least to the extent they were
held on August 15,1971.

Surely, the United States has a special responsibility in the light of this history
to oppose a differential write-up of the world's monetary reserves based on gold
holdings. To assent to any arrangements that would work a grievous inequity on
those central banks who held our dollars resulting from U.S. balance of payments
deficits rather than present them to the Federal Reserve window in exchange for
gold is not worthy of a great nation. This is particularly true when the United
States would itself stand to reap the greatest monetary profit from this inequi-
table arrangement since its gold reserves are the largest.

Wholly apart from this moral responsibility based on the past, there is another
special reason based on the present and future why the United States should
take the leadership in preventing the effectuation of this inequitable agreement.

The U.S. delegation at the Special Session of the United Nations General As-
sembly sought -to play a leadership role that is continuing in an international
effort "to redress the economic imbalance between developed and developing
countries", to quote from the Preamble. The transfer of real resources for de-
velopment and monetary reform were major elements in this initiative and im-
portant features of the Resolution adopted. The very text of the Resolution of
September 16th, with the U.S. voting affirmatively, stipulated that "arrange-
ments for gold 'should be consistent with the agreed objective of reducing the
role of gold in the system and with equitable distribution of new international
liquidity."

It is clear already that the developing countries have a major intellectual
difficulty in reconciling the views of the U.S. Secretary of State in subscribing
to this U.S. Resolution and of the U.S. Secretary of the Treasury in assenting to
the tentative Interim Committee agreement.

You will find in the press communique of the Interim Committee of August 31st,
1974, the following paragraph which comes at the end of the description of the
Tentative Agreement on Gold:

"Many members from developing countries expressed concern that the pro-
posed arrangements for gold would give rise to a highly arbitrary distribution
of new liquidity, with the bulk of gains accruing to developed countries. This
would greatly reduce the chances of further allocations of SDRs, thereby de-
tracting from the agreed objective of making the SDR the principal reserve
asset and phasing out the monetary role of gold. This aspect should be studied,
and measures explored to avoid these distortions."

On August 30, the day before the tentative Interim Committee agreement was
announced, the Intergovernmental Group of Twenty-four on International Mon-
etary Affairs, representing a much larger number of the developing countries
issued their own communique. Their position on gold as announced stands in
sharp contrast to the tentative Interim Committee agreement. It reads as follows:

"On gold, Ministers reaffirmed that the amended Articles of the Fund should
oblige each member of he International Monetary Fund to undertake to collab-
orate with the Fund and with other members regarding the policy of the mem-
ber with respect to gold, and that any action by any member or arrangements
among members with respect to gold should be consistent with the Articles of
Agreement and with policies designed to ensure the gradual reduction of the role
of gold in the international monetary system and the strengthening of the role
of the SDR.

"Ministers also affirmed that no arrangements with regard to gold would be
acceptable to the developing countries unless they met the above principles and
also unless,

"(a) they were designed to raise substantially the flow of financial re-
sources to the developing countries, without imposing a loss on any indi-
vidual developing country;

" (b) they did not accentuate the already inequitable distribution of inter-
national liquidity.

"In this context, Ministers agreed that there was a need to expedite the
study of a gold substitution account."
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4. The effectuation of the tentative Interim Agreement on gold would forfeit
the opportunities to improve the international monetary system so painfully
achieved during the past decade through the Special Drawing Rights Amendment.

It has been long -agreed that a main feature of international monetary reform
should include arrangements designed to achieve better international manage-
ment, through the IMF, of global liquidity, with the SDR becoming the principal
reserve asset and the role of gold and of reserve currencies being reduced. Most
of the significant constructive changes in the Fund Articles and procedures in
recent years have tried to promote this objective. Much effort has been expended
on developing a system based on the SDR as a reserve asset stable in value and
conducive to deliberate and orderly international decision making in the creation
of additional international liquidity that would not be inflationary but sufficient
to facilitate the orderly growth of trade and capital movements.

Once the tentative decisions of the Interim Committee are effectuated by
Amendments to the IMF Articles of Agreement, there is nothing to prevent an
immense increase in effective liquidity for the benefit of gold holders. The mere
fact that this additional liquidity may be realized legally will have far reach-
ing consequences. It will be contended that even in the absence of an amend-
ment, central banks could buy gold from each other and in the market. But the
fact that the proposed amendment would enable them to do so legally will add to
freedom of action. Moreover, pressures will build up among some of the major
gold holders to peg the price of gold or at least keep it above some minimum price.
These pressures will increase, if not immediately, as soon as the two year period
for adherence to the collateral arrangements expires.

The fact that in the future the likelihood exists for an immense increase in
liquidity for the major gold holding countries will curtail, if not eliminate, any
further periodic creation and allocation of SDR's, as contemplated by the Special
Drawing Rights amendment.

Thus, the making of the SDR into the principal reserve asset with the conse-
quent advance towards a rational system for the creation and management of
international liquidity and the avoidance of further inequitable distribution of

additional liquidity -will be ar-rcsted 1w-holly, or lsnot certalnly, seriously impaired.
The volume of additional liquidity would depend upon whimsical and un-

manageable factors like balance of payments deficits in countries whose cur-
rencies are used as reserves, decisions of a few major gold holding countries as
to what price ranges for the purchase and sale of monetary gold reserves should
be established to engineer additional differential increases of reserves for their
benefit, and purchases of gold from the private market by central banks.

Can there be any doubt that, with the experience of OPEC to serve as a lesson,
the two principal producers of most of the world's newly mined gold wvill manage
the supply along either cartelized lines or by conscious parallelism to induce up-
ward price movements?

Is there any doubt that they will be assisted in this endeavor by speculative
private gold holding elements in many corners of the globe?

If these forces for pushing up the price of gold in the market or in transactions
between central banks were not enough, the mere prospect of world inflation
raising the market price of gold, and thereby increasing real or potential gold
reserves would undermine and thwart any possibility of making the SDR the
principal reserve asset and developing a rational system for the creation and
management of international liquidity. Moreover, it would perpetuate the in-
equitable distribution of international liquidity along wholly indefensible lines
as far as the overwhelming majority of the IMF members are concerned.

In concluding this critique of the tentative Interim Committee agreement let
me observe that it has some features which are commendable. They should be
preserved in any 'alternative method of settlement, should the present proposal
be revised before effectuation.

First, the Articles of the IMF agreement and the IMF procedures should be
amended to eliminate the Fund's authority to accept gold in transactions unless
the Fund so decides by an 85 percent majority. This arrangement should be
without prejudice to the adoption of a Gold Substitution or Consolidation
Account.

Second, the IMF should be authorized and instructed to sell its gold stock
valued officially at $6.7 billion to industrial and other private buyers instead of
the proposed sale in the tentative agreement of 1/6 for the benefit of the develop-
ing countries and the restitution of 1/6 to gold holding members. The profits or
surplus value of these sales should be used to finance concessional aid to the
neediest developing countries. The disposal of these stocks could provide a sup-

65-202-76 3
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plementary flow of real resources to developing countries. It would be a major
step in the gradual reduction of the role of gold in the international monetary
system, the transfer of real resources to the developing countries to help redress
the imbalance to which the recent United Nations Assembly Resolution is ad-
dressed, and the relief of those most seriously affected countries from the terribly
adverse effects on their development resulting from the oil price explosion and
the unfavorable terms of trade in recent years.

These measures would ultimately remove the role of gold from the day to day
workings of the International Monetary Fund and leave only the question of the
disposition and use of the gold held by national central banks.

The best way to protect the monetary system from a huge expansion of gold
reserves by the differential up valuation of the gold held by national central
banks and monetary authorities would be to maintain the prohibition against
buying gold from each other above the official price and from buying gold from
the private market at any price.

This course of action would make the revaluation of official gold stocks by
central banks and monetary authorities a matter of secondary, if not academic
importance. Yet it would leave open the opportunity to sell gold in the market
or to use it as collateral at a negotiated price for borrowing currencies from
other central banks, whenever a gold holding central bank was in need of addi-
tional currencies or preferred to shift its composition of reserves from gold to
national currencies.

This brings us to the final question of what additional steps, if any, should
be taken to transform the largely dormant liquidity represented by official gold
stocks into effective liquidity. If anything is to be done, clearly its consequences
should not be dangerous or detrimental to the international monetary system,
the nations not holding important gold reserves, or the gold holding countries.

Moreover, any action of this nature should be consistent with the clearly
avowed monetary reform objectives of reducing the role of gold in the system
and be a step toward making the SDR the central reserve asset.

An ideal way to accomplish all of these objectives would be to establish a
Gold Substitution Account in the IMF whereby all gold holding countries could
convert in a fixed span of months or years their monetary gold into SDRs at the
official price of $42 an ounce.

However, given the existing price spread between the present market price
and the official price, this is not a realistic approach.

This being so, the question presented is whether there is a reasonable alter-
native meaningful price that could serve as a basis for conversion to SDRs
or what terms and conditions of substitution would be fair and equitable to the
nations not holding important gold reserves and not detrimental to the working
of the system.

An initial allocation of 35 SDRs to an ounce of gold to the nation transferring
gold to the Substitution Account would serve to transform the dormant liquidity
in gold stocks into effective liquidity. An allocation in excess of that level which
?s paid over time as there was a determination by the IMF of the desirability of
additional liquidity would not be damaging to the working of the system. But it
would amount to a differential up valuation of reserves favorable to large gold
holders and inequitable to those whose reserves did not include much gold.

Is there any way in which this excess of SDR allocation above the 35 SDRs per
ounce of gold level can be managed as to reflect a reasonable division between the
major gold holders and those central banks whose gold holdings are a minor por-
tion of their reserves? Would this division be acceptable to the major gold holding
countries? If not, what provisions could be designed to induce voluntary ac-
ceptance? Would making the opportunity for utilization of the substitution ac-
count an option which expired after a given period for a given part of a nation's
gold holdings produce results?

These are the kinds of questions which should be thoroughly explored before
the next meeting of the IMF Interim Committee in January.

Another line of exploration would be to establish a Gold Consolidation Ac-
count whereby a member would receive 35 SDRs per ounce of gold deposited
but would retain title to the gold. Under this arrangement the gold could be
reclaimed from the IMF in whole or in part by paying in 35 SDRs per ounce for
the purpose of effecting a sale in the private market or withdrawing from mem-
bership in the IMF. It would be necessary to provide in this type of arrangement
that once gold was withdrawn from the Gold Consolidation Account by a deposit-
ing member, it could not be redeposited. Otherwise, the shuffling of reserves might
prove disruptive.
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This type of arrangement would convert the dormant liquidity in existing gold
stocks in central banks into effective liquidity at the official rate, and yet reduce
the role of gold in the working of the system while tending to make the SDR the
primary reserve asset and the centerpiece of the system. Any inequity to nations
holding minimum amounts of gold would not be conferred by the IMF and would
be partially compensated if this scheme were combined with a sale of the
Fund's gold holdings with the proceeds used for concessional aid.

Finally, it would seem clear that any overall settlement of the role of gold in
the system should include the imposition of an obligation on the members to col-
laborate with each other and with the IMF on matters pertaining to gold so that
the agreed objective of reducing the role of gold in the international monetary
system can be realized. This idea has been explicitly endorsed by the Interim
Committee in June, but was inexplicably dropped in the recent Communique of
August 31.

ExHIBIT A

A PORTION OF REMARKS OF HENRY H. FOWLER AT CONFERENCE BOARD OF CANADA
MEETING ON JUNE 5, 1975, IN VANCOUVER, Bamirsn COLUMBIA

IV. INTERNATIONAL MONETARY REFORM-STALLED ON DEAD CENTER

One of the most discouraging aspects of the current international financial
outlook is the fact that an intensive effort towards a comprehensive international
monetary reform was halted by the oil price explosion in the fall of 1973 and,
thus far, the momentum towards that objective has not been regained.

One facet of the reform, a system for deliberate and controlled liquidity
creation through the iSpecial Drawing Rights mechanism, thereby lessening the
dependence of the system on gold and reserve currencies, such as the dollar and
pound, was completed and put in place in 1968-69.

This far-reaehing Special Drawing Rights amendment went to the heart of
a healthy world economy-the need for effective management of the international
monetary system to perform in the international financial area much the same
functions as a central 'bank performs in a nation. It was a major step towards
enabling the member nations of the International Monetary Fund to develop and
maintain.collectively by deliberate decision making the level of international
monetary reserves and credit facilities adequate to meet the increasing demands
of international trade and investment within the limits necessary to avoid stim-
ulating worldwide inflation.

The amendment gave the International Monetary Fund the authority, with
approval of the members representing 80% of the weighted vote in the body, to
provide sufficient monetary reserves on the growth side.

But the continued huge expansion of world liquidity through the uncontrolled
generation, holding and treatment of national currencies as reserves by central
banks and the changing value of the gold reserves held by central banks has
removed the power of the IMF to hold down the growth of world reserves and
liquidity to amounts conipatible with the stable and non-inflationary growth of
world trade and capital movements.

Until new issues of SDR's and their gradual substitution for gold and reserves
in national currencies, under the control of the IMF, becomes the prevailing
feature of the international monetary system, there is no equivalent of a world
central bank of issue and a controlled international supply of reserves conducive
to stability and non-inflationary sustained growth.

A recent address, on May 14th, 1975 in Washington, by Mr. Johannes Witte-
veen, Managing Director of the International Monetary Fund, has logically and
forcefully pointed up this aspect of the international financial outlook. It should
be required reading for all interested in achieving a viable international financial
system.

He observed: "Controlling liquidity means ultimately basing the monetary
system on an international asset such as the SDR, subject to international man-
agement and control. It involves reducing the role of gold in the monetary system,
and regulating the aggregate volume of national currencies in reserves. These
objectives have already been accepted in principle as a purpose of monetary
reform. Nevertheless, they are still far from being achieved."

Since August 1971, when the United States terminated the convertibility of
the dollar into gold af the official price fixed in the IMF Articles of Agreement,
the market price of gold has been sharply upwards and it now stands at about
four times the official price. Because central banks can only exchange gold with
each other at the official price and some are reluctant to sell gold in the market,
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this development has tended to immobilize gold reserves in central banks. There
is pressure from a few of the major gold holding governments who hold dispropor-
tionate amounts of gold in their reserves to amend the IMF Articles of Agree-
ment to allow them to engage in transactions at market prices rather than the
official price.

But as Mr. Witteveen makes clear: "Freedom for central banks to trade in gold,
if effectively usable, would imply recognition and acceptance of a very large
increase in international liquidity. The total monetary gold stock of about $50
billion at the official price would be revalued at anything up to the $200 billion
impled by present market prices. This is of course an important consequence in
itself. But complete freedom for central banks to buy and sell gold could also
open the door to additional uncontrolled increases in international liquidity
through a further rise in the market price of gold. If central banks were to be-
come net buyers of gold, this could have a strong upward impact on prices, given
the relatively narrow base of the gold market."

To give way to the pressure of a few large gold holding countries to this course
of action would be to invite a new burst of international inflation, be very unfair
to the overwehliming majority of the nations, (including all the developing na-
tions) who have held the great bulk of their reserves in non-gold assets, and lose
the opportunity to forge a system based on deliberate and orderly decision making
in the creation of appropriate amounts of international liquidity.

The world monetary system should be based on a reserve asset stable in value,
such as the SDR, which is measured in value according to a basket of the major
national currencies designed for the very purpose of achieving maximum stability
for the value of the asset.

The world monetary system should not be based on a reserve asset such as gold
whose price or value is subject constantly to the variable pressures of a volatile
and speculative private gold market, dependent primarily for additional supply
on two countries-South Africa and the U.S.S.R.-whose understandable interest
is that of a raw material producer seeking an ever higher price for the product.

Dr. Witteveen concludes on gold as follows: "There is now agrement that gold
should be phased out of the international monetary system. But since the existing
stock of monetary gold is large, this will have to take place gradually. The diffi-
culty lies in devising arrangements which will, at the same time, insure the
gradual reduction in the role of gold in monetary reserves; preserve its useful-
ness as a reserve asset during the phase-out period; avoid the danger of pushing
the price of gold upwards; and be equitable as between holders and non-holders of
gold. This is a tall order, but since there is agreement on the ultimate purpose, we
should meet this challenge and put the divisive issue of gold behind us."

EXHIBIT B

THE WORuD ECONOMY IN TRANSITION-A TRIPARTITE REPORT BY SEVENTEEN
ECONOMISTS FROM THE EUROPEAN COMMUNITY, THE BROOKINGS. INSTITUTION,
WASHINGTON, D.C.
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J. H. Dunning, University of Reading.
Herbert Giersch, Kiel Institute for World Economics.
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Karl Schiller, Former minister of economics and finance, Federal Republic of
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Pierre-Paul Schweitzer, Bank of America International, Paris.
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Kenzo Hemmi, University of Tokyo.
Hisao Kanamori, Japan Economic Research Center.
Yoichi Okita, Economic Planning Agency.
Toshio Shishido, Nikko Research Center, Tokyo.

NORTH AMERICA

Carl E. Beigie, C. D. Howe Research Institute, Montreal.
C. Fred Bergsten, Brookings Institution.
James S. Duesenberry, Harvard University.
Edward R. Fried, Brookings Institution.
Philip H. Trezise, Brookings Institution.
Paul A. Volcker, Princeton University.



EXHIBIT C
INTERNATIONAL RESERVES

[End of period; million; of U.S. dollars]

1972 1973 1974 1975
1970 1971 11 III IV I 11 Ill IV I 11 Ill IV March April May June

GOLD
All countries - 37, 219 39, 198 38, 746 38, 813 38, 861 43, 213 43, 210 43, 210 43, 186 43, 143 43, 155 42, 476 43, 768 44, 556 44, 336 44, 550
Industrial countries -31, 143 32, 944 32, 388 32, 330 32, 325 35, 918 35, 926 35, 914 35, 915 35, 918 35, 918 35, 344 36, 451 37, 107 36 930 37, 092

anied States- 11, 072 11,081 10, 490 10, 487 10, 487 11,652 11,652 1, 652 11, 652 11,652 11, 652 11, 467 11, 826 12, 017 11, 959 12, 010 11,910Canada -791 862 834 834 834 927 927 927 927 927 927 912 941 958 954 958 950Japan- - 532 738 801 801 801 890 891 891 891 891 891 877 905 922 917 926 914Austria- - . 707 791 793 792 792 881 881 881 881 682 882 867 895 912 987 911 903Belgium - 1, 470 1,676 1,682 1,648 1,638 1,781 1,781 1,781 1,781 1,781 1,781 1, 752 1,807 1,841 1,832 1,840 1,825Denmark- - 65 69 69 69 69 77 77 77 77 77 771 75 78 79 79 79 79France- - develope 3, 532 3,825 3,826 3,826 3,826 4,260 4,268 4,261 4, 261 4,262 4, 262 4, 194 4, 325 4, 407 4, 386 4, 405 4, 368Germany------------3,980 4,426 4,437 4,436 4,459 4,964 4,958 L, 965 4,966 4,966 4,966 4,887 5,040 5, 135 5, 110 5, 133 5,090Itly - ------------ 2,887 3,131 3,131 3, 130 3, 138 3,483 3,483 l, 483 3,483 3,483 3,483 3,427 3,535 3,681 3,584 3,600 3, 569Netherlands ---------- 1,787 2,072 2,079 2,078 2,059 2,287 2,292 ,294 2,294 2,294 2,294 2,257 2,328 2,372 2,361 2,371 2,351Norway-- --------- 26 36 36 36 37 4 1 4 1 4 1 41 41 4 1 41 42 43 43 43 42Sweden - --------- 200 217 217 217- 217 244 244 244 244 244 244 241 248 253 252 253 251Switz r~a ----------- 2,731 3, 158 3, 158 3, 158 3, 158 3, 513 3,513 3,513 3, 513 3, 153 3, 513 3,457 3, 565 3,633 3,615 3,631 3,600United Kindom--------- 1,349 842 816 800 800 909 980 886 886 886 886 872 899 916.-------------
Other Europe------------1, 750, 1,917 1,940 1,956 1,972 2, 193 2, 193 2,206 2, 194 2,208 214 ,81 ,45 2,289 2,278 2,289 .----

Finland ------------ 29 53 53 .53 53 59 59 59 35 35 35 34 35 36 36 36 36Greece ---- -------- 117 107 132 132 133 148 148 148 148 149 150 149 155 158 157 1S8 157Ireland------------- 16 17 17 17 17 19 19 18 18 18 18 19 19 20 19 20 19Malta ------------- 10 13 13 13 13 15 15 15 15 15 15 15 15 15 15 15 15Portugal------------ 902 1,000 1,004 1,021 1,021 1, 136 1, 136 1, 151 1, 163 1, 176 1, 180 1, 161 1,6193 1,2126 1,210 .--------Spain ------------- 498 541 541 541 541 602 682 602 602 602 602 593 611 623 620 623 -----Tur key;~-- ----- ----- 127 130 122 122 136 151 151 151 151 151 151 148 153 156 155 156 154Yugoslaia ----------- 51 55 56 56 56 61 61 61 62 62 62 61 63 64 64 64 64
Australia, New Zealand, SouthAfrica -------------- 906 729 791 886 963 1, 186 1, 117 1, 134 1, 115 1,094 1,094 1,073 1,899 1, 104 1,090 1,090 1,083

Australia------------ 239 282 283 283 281 313 312 313 311 312 312 387 316 323 320 322 319New Zealand…---------- 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1Sooth Africa ---------- 666 445 507 601 681 793 804 820 802 780 781 765 782 780 768 767 763
Less developed areas -- ------ 3,194 3,403 3,420 3,43 3,95 3,766 3,745 33,726 3,732 3,694 3,780 3, 649 379 ,81~7 3, 880 3,841 ....



EXHIBIT C-Continued

INTERNATIONAL RESERVES-Continued

lEnd of period; millions of U.S. dollarsl

1972 1973 1974 1975

1970 1971 11 III IV I 11 III IV I 11 IIl IV March April May June

Oil exporting countries -1, 200 1, 294 1, 292 1, 288 1, 288 1, 430 1, 442 1, 434 1, 450 1, 452 1, 460 1, 441 1, 501 1, 536 1, 526 1, 556.

Algeria --l.-_------ - 191 208 208 208 208 231 231 231 231 231 231 227 235 239 238 239 237

Ecuador - 19 20 14 14 14 15 15 16 16 15 16 16 17 17 17 17 17

Guatemala ----------- 18 19 19 19 19 21 21 21 21 21 21 20 21 22 21 21 21

Indonesia -38 4 2 2 2. 2 2 2 2 2 2 2 2 2- - i88- i86- i88- i-

Iran- -131 142 142 142 142 157 159 159 159 159 159 155 159 162 162 163- 163

Iraq- -4 144 156 156 156 156 173 173 173 173 173 173 170 176 179 178 179

Kuwait-8 - 6 94 99 94 94 105 114 105 120 123 130 128 150 159 157 181-158

Libya8 1625 93 93 93 93 183 103 103 103 103 103 101 105 106 106 106 106

Nigeria- -East------- 20 21 21 21 21 24 24 24 24 24 24 24 24 25 25 25 25

Oman-2 15 1 1 1 1 1 1 1 1 1 1 5 5- - 1 1 1 1

Saudi Arabia-119 117 117 117 117 130 130 130 130 130 130 128 132 135 133 134 134 00

Veoezuela-384-------- 2 425 425 425-425 -- 472 472 472 472 ---472 ---472 465 479 488 486 488-484

Other Western Hemisphere- 699 6972 725 747 711 791 790 781 773 733 732 721 744 772 772 778

Argentina-140 98 130 152 152 169 169 169 169 169 169 166 171 174 174 .

Bolivia------------- 13 15 15 15 15. 17 17 17 17 17 17 17 18 18 18 18- 1

Brazil ------------- 45 50 50 50 50 56 56 56 56 56 56 55 57 58--------------

Colombia------------ 17 15 16 -16 16 -1 8 18 18 18 18 18 18 34 36 39-3

Mexico------------- 176 200 188 188 188 209 207 199 196 156 155 152 157 160--------------

Peru-------------- 40 43 41 41 41 46 - 46 46 - 42 -------- ----------------------------

Uruguay -------- ---- 162 161 169 169 133 148 148 148 148 148 148 146 150 153 152 .---------

Other Middle East---------- 495 567 567 563 563 622 622 624 624 621 620 614 633 644 641 643.----

Cyprus------------- 15 16 16 16 16 18 18 18 18 18 18 18 18 19 19 19 19

Egypt ------------- 93 92 92 92 92 103 103 103 103 103 103 101 104 ------------------

Israel ------------- 43 47 47 43 43 46 46 46 415 46 46 46 47 48 48 48 ----

Jordan ------------- 28 30 30 30 30 34 34 34 34 34 34 33 34 35 35 35- 35

Lebanon ------------ 288 350 350 350 350 389 389 390 389 387 386 383 395 402 400 402 399

Syria-------------- 28 30 30 30 30 33 33 33 33 33 33 33 34 34 34 34-----



Other Asia - 695 730 721 721 717 794 761 759 756 758 758 748 771 783 781 782 .Burma------------- 63 23 16 16 12 14 14 10 8 8 8 8 9 9 9 9 9China, Republic of-------- 82 87 87 87 87 97 97 97 97 97 97 96 99 100 100 100 180
India Republic 243 264 264 264 264 293 293 293 293 293 293 290 298 304 382
Korea 5 6 0 o 1 9 6 7 7 3 4 4 4 4 5 5 5

Other~~~~~~~~~~~~~ ~~~~~~ 5fic 50 51 51 51 51 52 2 2 2 2 3 2 9 8 1 8

Malaysia- 8 63 63 63 63 70 69 70 70 70 70 69 1 72 7 7 2

Pukistan~~'~~ .... ----- 
i 71 723 72 72 722 6 2----6---2----2----i---2----

Pambita- 54 60 60 60 60 67 67 67 67? 67 67 66 '68 69 69 69 69Philippines ------ 56 73 72 72 71 79 45 45 45 45 45s 44' i 46 6 46 6Thilgapd-----re--- - 82 89 89 89 89 99 99 99 99 99 99 -- --- 6 --- i~--- ~ --- fi--- ~
Other Africa- 44,71978,229105 115 4115 115 116 129 129 129 129 129 130 126 89 82 81 82 160,556

Ethisopia- -3 8 9 9 9 10 11 11 11 11 it 1 1 11 12 12 12 ,281Ghana -6 6 6 6 6 7 77 7 7 7Kenya ------------ 7 7 7 7 77 7 7 7 7Tunisia-21 23 23 23 23 26 26- 26 6 26 26 25 26 2Zaire 50~~~ 55 55 5 5 6 h 6 6 6 6 6 -
Zamira 50--55--55-55 55 62 62 62 62 62 62 61 21' 11 11 11 1.: ... ... ... ... 6 6 6 6 6 7 7 7 7 7 7 7 7 7 -- - - - - - -

FOREIGN EXCHANGE
All countries ------------ 44, 719 78, 229 92, 342 98. 717 103, 423 117, 685 121, 707 1:15, 908 121, 633 125, 407 136, 901 146, 941 153, 140 159, 323 159, 213 160, 556 ----Industrial countried --------- 26, 106 50, 961 58, 529 61, 4 1 4 1 547 70, 915 :12, 441 66, 237 64, 678 64, 704 68, 001 68, 036 71, 345 70, 369 70, 098 ...-.

United States---------- 629 280 45 32 241 8 8 8 8 9 94 246 5 19 2 4 25 CCanada ------------ 3,037 4,074 4,551 4,5 4,368 4,305 4, 191 3,869 3,940 4,275 4,208 3,924 3,781 3,666 3,375 3,237 3,125Japan-------3, 188 13, 783 14, 039 14, 6 16, 483 16, 059 13, 129 12, 739 10, 203 10,389 11,376 11,066 11,347 11,914 12, 094 12, 275 12, 323Austria----------_ 849 1,335 1,460 1,1 1,690 1,797 1.963 2,143 ,737 1,628 1,572 1969 2,268 2,538 2,634 2,641 2,697Bengimar------------ 780 706 1,088 1,27 1,104 1,836 1,954 2,114 1,969 1,680 1,628 2, 118 2, 197 2,669 2,707 2,825 2,752Denmrk ---- ----------- 375 548 568 48 637 832 875 648 960 599 535 508 656 660 585 590 609France-------------1,257 3,577 4,543 5,7 5,659 5,683 5,953 5,594 3,725 3,284 3,295 3,568 3,753 4,155 4,408 4843 5,278Germany------------8,455 12, 567 16,767 17, 962 17, 195 25, 045 25, 077 28, 053 25, 076 24, 794 25, 822 24, 233 24, 016 25, 710 24, 922 24, 524 24, 042Neteraud 2,113 3,063 2,567 2,566 2,225 1973 1,760 2,369 2,181 2,502 1,089 3,949 3,185 2,993 3,118 2,990 2,953Neuerwupij----------- 771 406 1,008 1,515 1,420 2,354 2,304 1, 901 3,306 2,940 2,440 3,473 3,495 3,612 3,537 3,358 3,125S~weden------------ 642 992 1,099 1, 145 1,1 18 1,138 1,350 1,351 1,351 1,565 1,399 1,642 1,694 1465 1, 590 1.648 1,828
S 1~~~~~~37 72 7 7 1144 1,635 1,901 1,887 2,049 1,812 1,301 1,182 1,247 1,3 ,60 177 ,8Switzerland-----------2,401 3,808 3,870 4,272 4,399 4,616 5,204 5,136 5,087 4,508 4,900 4,833 5,446 5,343 4,500 4,768 5,112United Kingdom---------1,212 5, 090 5,542 4,521 4,062 4,265 5,246 4,629 4,725 4,693 4,965 5,290 4,945 5,268 -------------

Other Europe ----- ------ 3,548 6,265 7,676 8,963 10,084 10, 782 11,425 13, 137 13, 368 12, 877 12,026 12,661 12,081 11,243 10,695 10,685 ----
Finland ------------ 361 541 609 656 562 446 365 353 451 455 506 456 437 284 243 178 421Greece- --- 159 376 541 648 834 875 884 908 827 726 733 808 749 718 682 702 706Ireani ------------------- 637 911 941 884 1,023 898 921 966 911 932 850 1,059 1, 146 1, 105 1,099 1,164 1,215Maltta ------------ 143 177 209 223 252 269 292 282 299 315 331 344 376 383 406 420 417Portgal----------------- S83 913 962 1,176 1,259 1,444 1,463 1,581 1,641 1,464 1,347 1,303 1, 125 911 945---------Spain-------------1,231 2,520 3,311 3,901 4,221 4,457 4,888 5,752 5,889 5,587 5,218 5,562 5,562 5,478 5,204 5,299 -----Turl ---------------- 304 626 666 940 1,193 1,498 1,596 1,897 1,889 2,025 1938 1,907 1,619 lbS8 992 907 975a------------------1418381 466 670 833 99 1,313 1,376 1,311 1,048 1,186 1,027 1512 1,098 1,036 1,029



EXHIBIT C-Continued

INTERNATIONAL RESERVES-Continued

[End of period; millions of U.S. dollars]

1972 1973 1974 1975

1970 1971 11 III IV I 11 IIl IV I 11 IIl IV March April May June

Australia, New Zealand, South Africa 1, 558 3, 259 4, 999 5, 858 6, 617 6, 409 7, 028 6, 567 5, 996 5, 942 5, 377 4, 715 4, 482 4, 656 4, 622 4, 797 4, 832

Australia------------ 1, 096 7, 674 3, 858 4, 632 5, 423 4. 906 5. 110 4, 943 4, 902 4, 672 4, 439 3, 741 3, 616 3, 695 3, 797 3, 908 3, 990
New Zealand -206 407 703 717 714 804 1,063 950 761 736 609 695 630 675 591 605 609
South Africa -------- 256 170 438 510 480 700 855 675 333 535 328 280 229 286 234 284 233

Leon developed areas -------------- 13, 375 17, 600 20, 998 22, 508 25, 432 28, 788 32, 178 33, 605 35, 872 41, 752 54, 636 61 405 68 382 71, 913 73, 360 74, 813
Oil exporting cities----------3, 726 6, 977 0, 187 8, 421 9, 297 10, 080 10, 816 11, 335 12, 622 17, 024 28, 080 36, 597 43, 351 47, 156 48, 871 50, 429 ----

Algeria------------- 101 233 150 155 204 137 151 315 823 1, 080 -1, 557 1, 671 1, 362 750 609 428 782

Ecuador --- 64 41 72 89 123 164 155 152 211 298 415 389 314 299 275 234 218

Guatemala ----------- 59 63 69 66 98 147 169 169 167 195 193 157 156 197 230 257 252

Indonsia -156 185 322 433 533 639 730 873 753 853 1,304 1,498 1,386 .
Iran -------------- 76 478 634 603 760 904 940 734 976 1,099 5,178 6,258 7,6353 7,455 -8,327- 8:774- 8,793

Iraq -------------- 319 432 505 541 582 812 998 1,062 1,323 1,927 2,648 2,752 3,036 2,669 2,499 2,566 ----
Kuwait------------- 96 171 260 259 247 305 441 422 357 510 805 788 933 1,090 909 1,142 1,037

Libya-------------- 1,499 2,566 3,049 2,900 2,826 2,849 2,607 2,324 2,017 2,368 2,886 3,573 3,504 2,870 2,507 2,449 2,242

Nigeria - - 176 365 244 298 301 351 425 350 473 998 2,034 3,899 5,506 5,871 6,455 6,298 5,948
Oman ------------- 126 155 157 157 161 135 114 110 113 105 174 178 200------------------
Saudi Arahia-520 1,291 1,777 2,057 2,347 2,726 2,965 3,911 3,707 4,694 6,917 11, 157 13, 24 17,804 18,665 19,323 19,127

Trinidad asd Tobago-36 54 63 52 43 36 39 37 38 51 89 244 375 336 441 423 389
Venezuela------------ 472 886 831 762 1,058 878 1,116 906 1,671 2,060 3,859 4,015 5,412 6,230 6,430 7,009 7,098



Other Western Hemisphere - 2, 954 3,149 4, 166 5, 049 6, 395 7, 542 8, 863 Su, 505 9, 840 10, 498 10, 904 9, 402 8, 829 7, 758 7 649 7, 658
Argentina------------ 343 70 59 83 294 411 585 980 1,8073 1, 206 1, 584 1, 241 1, 028 621 483 .-------Cs Bolivia------------- 30 37 34 31 41 58 53 41 52 54 131 161 173 201 183 172 16Brazil-962 1, 450 2,139 3, 001 3, 836 4,573 5,633 t, 076 6, 031 6,150 6, 130 5, 315 4, 853 4, 091az Chile-.---------- -- 320 129 ---------------------- -------------------
Cnlombia------------ 189 179 181 219 - 290 - 393 424 396 - 441 - 494 - -42 335 - -53 268 237 225 - 271Comica - 385 550 742 707 731 801 754 622 888 1,112 1,120 934 960 1,036Perama-8---------- 2 14 24 27 32 25 54 28 30 21 38 42 37------------------P eru ------------------------- 275 166 321 324 375 354 384 476 426
Uruguay -,,,,, 14 20 12 34 56 60 76 50 71 is i40 28 52 38 36

Other Middle East -1,058 1,507 1,888 1,993 2,186 2,473 2,676 2, 588 3,445 3,328 3,608 3,540 4,020 4,823 4,751 4,728 ......
Cyprus -184 253 276 290 285 310 302 301 268 244 232 254 237 239 231 223 224Egypt ---------- --- 74 61 61 57 51 48 70 115 250 230 259 465 200------------ ---Israel -405 676 1,060 1,024 1,147 1,376 1,308 1,397 1,695 1,505 1,312 1,066 1, 151 1,442 1,427 1,432Jordan - 219 211 185 196 225 232 267 275 263 255 278 284 300 454 440 433 439Lebanon -96 195 243 280 322 369 505 507 470 515 673 694 1,276 1,259 1,244 1,266 1,261Syria -27 58 69 93 101 79 162 202 438 524 791 712 . 791 1,160 1,141 1,103

Other Asia -3,932 4, 519 5,294 5,478 5,902 6,765 7,686 7,748 7,840 8,783 9,572 9,498 9,671 9,786 9,720 9,568
Burma------------- 831 49 48 43 34 34 72 78 80 105 172 162 171 152 163 148 135China, Republic of -338 439 740 878 952 1, 132 1,144 1,094 1,026 1, 011 983 997 1,055 1,073 932 982 1, 061India - 698 699 639 574 566 629 722 639 461 736 968 762 733 782 816 -----------------Korea ---------- --- 584 535 565 640 694 712 851 983 1,034 971 985 980 1,049 880 956 974 --- --Malalysia------------ 542 665 746 712 807 876 1,093 1,193 1,143 1,281 1,309 1,324 1,411 1,277 1,219 1,197 1,235Pakistann----------- 126 115 194 176 200 264 381 306 380 332 280 477 368 326 374 260 388Philippines----------- 195 309 374 378 456 606 775 796 964 1, 116 1,464 1,456 1,425 1,481 1,504 1,492 1, 515
Singapore - 287 582 714 834 863 1,009 1,165 1, 198 1,225 1,314 1,381-
Thailand -. 790 736 913 874 896 1, 118 1,126 1, 095 1, 132 1,527 1,656 1,600' 1,681 2,041 - 2,018 1,952 1,946

Other Africa -1,705 1,449 1,462 1, 567 1,652 1,928 2,138 2,159 2,124 2,118 2,471 2,368 2,512 2,390 2,370 2,430
Ethiopia - 57 52 63 70 76 114 145 158 158 183 225 225 255 260 265 267 271Ghana ---------- --- 52 38 59 79 90 128 156 197 163 113 143 75 62 56 63 86 144Kenya ----- ----- --- 202 145 142 161 170 207 279 250 198 202 183 174 190 218 210 196 186Morocco -------- ---- 119 148 213 205 165 192 212 252 187 164 192 321 337 339 389 418 -----Tunisia- 55 141 152 192 203 237 252 279 278 304 352 409 388 385 364 366 369Zaire - 92 43 34 60 85 63 45 75 130 91 177 84 76 49 73 58 25Zambia -.. -- 480 236 152 147 158 188 213 111 186 204 336 263 150 36 .. - -
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Chairman REUSS. Thank you very much.
Next, Mr. de Groote.

STATEMENT OF JACQUES de GROOTE, EXECUTIVE DIRECTOR,
INTERNATIONAL MONETARY FUND

Mr. DE GrOOTE. Thank you, Mr. Chairman.
I thank the Subcommittee on International Economics for this op-

portunity to express my view on the position taken by the interim
committee of the IMF on the question of gold.

May I begin with three introductory remarks. First, I am speaking
in a personal capacity without committing the two institutions which
I serve as an Executive Director, nor the Governments that have
elected me to these functions. This enables me to suggest for further
reflection an approach which differs somewhat, as far as certain tech-
nical modalities are concerned, from the ones that have been con-
templated so far. Such an approach is hopefully still useful. Indeed,
the issues this committee takes into consideration are still open for
discussion and personal reflection as far as they have not yet been
cxpressed in the form of final political decisions.

Second, in trying to find an answer to the questions asked by the
chairman and in particular on how to arrive at a more effective way to
implement the interim committee's agreement on the use of the Fund's
gold to the benefit of developing countries, I was led to consider a
mnechanism that might be applied in dealing with the problem of (old
in the international monetarv svstem as a whole. The main thrust of
my communication will be directed at this broader issue.

Third, I will limit my presentation to one specific aspect of the prob-
tem; namely, the best use that can be made of gold, the Fund's gold
to begin with, as well as of gold in general. By doing so I fully realize
that I do not answer the whole range of questions raised by the chair-
man. Many of these questions can be answered more fully and more
competently by others, while under the approach I suggest, several
questions would become irrelevant or would receive an implicit answer.

The interim committee has decided that one-sixth ofthe IMF's gold
holdings will be used for the benefit of the neediest countries. This
apparent easy and straightforward decision raises difficulties. Its very
aim, which is to provide a maximum of additional resources out of a
fraction of the Fund's gold for the poorest countries, might indeed be
defeated by the technique envisaged for its implementation. The neces-
sity arises therefore to draw attention on alternative approaches, that
migh-lt be envisaged if a further use of the Fund's gold is contemplated
or if other modalities have to be taken into account to implement the
decision under review.

You will have noticed that the mere prospect of sales of gold of a
magnitude comparable to South Africa's annual production has al-
ready resulted in a substantial drop in the market price during the last
weeks. This development, considered in itself. is not necessarily un-
welcome. However, if gold had effectively been sold on the market,
the amounts available for assistance to the neediest countries would
have been much less than what had been contemplated when the de-
cision was taken. As far as the future use of the balance of the Fund's
gold and eventually of countries' gold is concerned, the lesson of this
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experience seems to be that any mechanism implying an even more
important volume of gold sales would, by its very nature, be self-
defeating.

The dependency on the gold market is not the only difficulty arising
from the decision to help the developing countries with the sales of
part of the Fund's gold. This decision also raises a number of serious
legal problems, some at the international and others at the national
level. Anyway, even in the absence of economic or legal problems, it
seems hardly justified. on almost ethical grounds, to make assistance
to the neediest countries in particular, and international liquidity in
general, too dependent on the vagaries of the private gold markets and
on the whims of speculators.

I submit that it might therefore be desirable to study means more
appropriate to achieve the objective of providing supplementary re-
sources to the neediest countries or any objective relating to further use
of the Fund's gold. A straightforward way to this end would consist
in implementing a mechanism under which gold would be consolidated
and replaced by SDR's. In practice, this could be realized by two
simultaneous, but legally distinct, operations: on the one hand, the
Fund's gold to be used to the benefit of developing nations would be
transferred to a special account opened in the IMF to this end. Let us
call this.account the gold account. Against relinquishment of its gold
to this gold account, the Fund would acquire a nonliquid, noninterest-
bearing claim.

On the other hand, simultaneously with the transfer of Fund's gold
to the gold account, the fund would issue new SDR's. An amount of
SDR's calculated on basis of 35 SDR's per ounce of gold would have
to be allocated to the Fund in substitution for the gold it has given up.
An additional amount of SDR,'s calculated on the basis of the differ-
ence between a conventional market-related value for gold and its SDR
price, would be allocated by the Fund to the trust fund or directly to
developing countries. This would associate those members who do not
hold a substantial part of their reserves in the form of gold to the in-
crease in international liquidity connected with the increase in the
market price of gold.

This technique could be applied for any part of the remaining gold
assets of the Fund, conceivably pari passu with further restitution, if
the latter were necessary in order -to obtain the agreement of all inter-
ested parties.

Although the attention is now primarily on the use of the Fund's
gold to the benefit of a thrust fund for the neediest members, it seems
relevant to indicate how the same substitution mechanism could also
be used, in a more general way, for the gold assets of IMF member
countries: these countries could also surrender part or all of their
monetary gold to the gold account in exchange for a nonliquid, non-
interest-bearing claim on that account. They could be entitled to an
SDR allocation corresponding to the amount of gold they had deliv-
ered and calculated on basis of a conventional price for gold. To avoid
inflationary effects, they would receive 35 SDR's per ounce of gold
at once, the balance being made available to them over time, in a con-
trolled and rational way on basis of an assessment of the need for
international liquidity.
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If the approach I just outlined by way of example, were adopted, a
number of issues would obviously arise, some of a technical, others of
a more political nature.

First, amendment of the articles of agreement of the IMF would
be required to put a consolidation mechanism into effect. The pro-
visions to this end can only have the form of an enabling clause, to be
made operative by a decision taken at a suitable majority. To have to
wait for the implementation of an amendment to the articles of agree-
ment may, however, seem to be in contradiction with the aim to provide
assistance to the neediest countries as soon as possible. I submit that
this process would not necessarily be longer than sales of gold on the
market as has been envisaged so far, if those sales are to be conducted
in such a manner as to maximize profits for the benefit of the neediest
nations and up to amounts of substantial magnitude. Furthermore, the
Fund is in the process of reviewing its policies with regard to access
to its resources, in particular by the poorest countries, so that help
might be forthcoming in the meantime.

A second issue relates to the management of gold holdings of the
gold account. The gold account would not be under the obligation to
sell gold on the market. Consideration would have to be given to the
use the gold account could make of its gold. Countries that held a con-
solidated claim on the gold account would have to decide collectively
whether to keep gold frozen in the gold account for some time as a
physical guarantee for their claim in case of withdrawal or liquida-
tion, or to sell gold on the markets at a later stage.

A third issue pertains to the nature of the SDR's. Under the substitu-
tion scheme, SDR's would be allocated as a counterpart for gold con-
solidation, while they are now allocated in proportion to members'
quotas in the IMF. However, the fundamental character of the SDR's
would remain unchanged, since their staggered allocation to member
countries would still be based on a collective judgment of the global
need for liquidity.

Another issue is the fact that many countries, and among them the
countries of the EEC, attach the greatest importance to the neces-
sity to proceed simultaneously to the consolidation of holdings of
reserve currencies if gold consolidation is envisaged. The problems
related to this position have to be dealt with in the general frame-
work of further agreements on international liquidity. This issue
seems, however, not directly relevant for the use of a substitution
mechanism for the Fund's gold. A decision could be taken on this
latter point, under amended articles of agreement, pending decisions
on other types of substitution.

Finally, a last issue to consider is whether a substitution mecha-
nisin as suggested has enough attraction to be ever put into effect.
The necessary motivation obviously exists with regard to the Fund's
gold, since the implementation of such a mechanism would maximize
the amounts available for assistance to the neediest countries. Herebv
also, those members of the Fund who do not hold a substantial part of
their reserves in the form of gold could be associated to the expan-
sion in international liquidity connected to the increase in the market
price of gold. As to the holdings of central banks, consolidation of
gold may become more attractive if they come to regard this metal
more and more as a volatile asset so that any preoccupation with the
maximization of profits would accordingly decline.
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The problems I just mentioned have to be balanced against theadvantages of a consolidation scheme.
First, it is the technique most likely to benefit the neediest coun-tiies and the ones who do not own gold by using, to this end, part ofthe gold assets of the IMIF. Second, to the extent to which goldwould be consolidated, the mechanism would liberate member coun-tries and the Fund from the vagaries of the gold market and 'thedomination of speculation; the market price of gold would only beused as a reference; neither supply nor demand for gold on the marketwould be affected. More fundamentally this mechanism would ensurea phasing down of the role of gold in the international monetarysystem, without increasing the role of reserve currencies. It wouldconsiderably enhance the ;DR to which you agreed to give the cen-tral role in the international monetary system. The implementationof such a consolidation scheme would be tantamount to an acceptanceand strengthening of IMF's role as a monetary institution.[The prepared statement of Mr. de Groote follows:]

PREPARED STATEMENT OF JACQUES DE GROOTE
My comments on the tentative agreement on gold reached in the Interim Com-mittee at the occasion of the IMPs recent Annual Meetings will be directed atone aspect of these agreements, namely the intention to sell on the market onesixth of the Fund's gold and to use the proceeds of these sales to the benefitof the developing countries, by putting them at the disposal of a separate TrustFund; the latter would give balance of payments assistance on concessionalterms to the neediest countries.

In my opinion, this aspect of the agreeltent raises serious difliculties, to suchan extent that its very aim, which is to provide additional resources for thepoorest countries, might be partly defeated by the technique envisaged for itsimplementation.- I submit that it would be more appropriate to achieve theobjective of providing supplementary resources to the neediest countries bymeans that do not imply reliance on the gold market. A mechanism that de-serves attention in that respect would consist in the allocation of SDR's to theGeneral Account of the Fund against relinquishment of one sixth of the Fund'sgold to a gold consolidation account. I will outline hereunder the possiblemodalities of such technique when applied to the use of one sixth of the Fund'sgold to the benefit of the developing countries, in accordance with the recentdecision of the Interim Committee. The same technique could also be appliedfor the consolidation, against allocation of SDR's, of the totality or part ofthe remaining gold holdings of the Fund, as well as for the consolidation ofa fixed or increasing part of countries' own gold reserves. The further recoursethat could be made to the mechanism I suggest here, apart from its immedi-ate use for financing the Trust Fund out of one sixth of the ITHF's gold, wouldgive this mechanism a central role in the reform of the international monetarysystem hereby enhancing the status of the SDR and ensuring, without -sales onthe gold market, the phasing out of gold.In brief, the approach I have adopted here addresses mainly the issue raisedny the distinguished Chairman of this Committee when he asked whether thereis a superior way to phase gold out of the international monetary system thanthe one envisaged by the tentative agreement reached at the ENIF's InterimCommittee.

DIFFICULTIES RELATING TO THE FINANCING OF THE TRUST FUND BY GOLD SALES
Sales of gold on the market, up to an amount of 25 million ounces, are abuilt-in feature of the tentative agreement on gold reached at the IMF's recentAnnual Meetings. The mere prospect of such sales, the magnitude of which iscomparable to South Africa's annual production, has resulted in a substantialreduction of the market price of gold during the last weeks. I admit that thismight be regarded as a welcome evolution, if one took only into considerationthe diminishing role gold should play in the future. However, the dependencyon the vagaries of the gold market for the financing of the Trust Fund hasturned this evolution into a severe potential loss for the developing countries.
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As far as the future use of the balance of the Fund s gold and of countries'
gold is concerned, it also became clear that any mechanism implying an even
more important amount of gold sales would, by its very nature, be self-defeating,
unless the sales were spread over a long period.

The dependency on the gold market is not the only difficulty arising from the
decision to help the developing countries with the sale of part of the Fund's
gold. There is also a serious legal issue. Under the present Articles of Agreement
(Article N'II, section 2), the Fund can sell gold in order to replenish its holdings
of a member's currency: gold can therefore only be sold to countries whose cur-
rency is held by the Fund in an amount under 75 percent of quota, in other
words to.countries already in the position of net lender to the Fund whose cur-
rency might be needed for further Fund transactions. Those sales have to be
made at the official gold price. The difference between this price and the free
market price has, somehow, to be transferred to the Trust Fund; this can be
done either by a grant of this amount to the Trust Fund by the country having
purchased the gold from the Fund, after it had sold it on the free market, or by
a resale of the gold by this country. at the official price, to the Trust Fund. The
latter would have then the responsibility to realize the benefit by sales on the
market. Both methods are complicated and make the resources of the Trust Fund
completely dependent on the reactions of the gold price to the increased sales of
this metal; few countries seem, moreover, to have the legal power of selling gold
at another price than the official price, which is required if the first method is
applied. On the other hand, the purchase at the official price of the gold by the
Trust Fund from the countries that obtained it initially from the IMF would
entail, at the end of the operation, the replacement for these countries of a Fund
reserve position by a foreign currency position. Many countries would not wel-
come this substitution.

The various complications and legal difficulties inherent to the mechanism en-
visaged for financing the Trust Fund out of gold sales under the present Articles
of Agreement could obviously be dealt wvith under amended Articles. In that
case, however, the mechanism suggested hereafter, which also requires an amend-
ment, seems to be more appropriate.

AN ALTERNATIVE MECHANISM FOR THE USE OF THE FUND S GOLD TO TILE

BENEFIT OF DEVELOPING COUNTRIES

(i) Restitution of one sixth of the Fund's gold would take place, as has been
decided at the fourth meeting of the Interim Committee.

(ii) Irrespective of the amounts involved, the following consolidation mech-
anism could be used for any portion of the balance of the Fund's gold:

The General Account would relinquish gold to a Gold Consolidation account,
henceforth referred to as the Gold Account, in exchange for a consolidated claim
on that Account, so as to balance the Fund's books:

The Fund would correspondingly allocate SDRs to the General Account on
the basis of SDR 35 per ounce of gold, so as to preserve the liquidity of the
General Account:

An additional amount of SDRs, calculated on basis of the difference between
a market related value for the gold relinquished by the General Account and
the official SDR price of gold could be allocated by the Fund to the Trust Fund
or directly to member countries, in order to associate those members who do
not hold a substantial part of their reserves in the form of gold to the increase
in international liquidity connected with the increase in the market price of
gold.

(iii) The technique sketched under (ii) above could be used for one sixth of
the Fund's gold or for a fraction of that percentage, if no other method were
to be found satisfactory to achieve the aim of providing a meaningful amount
of resources to the Trust Fund. The same technique could be applied for any
part of the remaining 4/6th of the Fund's gold, conceivably pari passu with fur-
thler restitution, if the latter were necessary in order to obtain the, agreement
-of the industrialized countries.

POSSIBILITY OF A SUBSTITUTION MfECHANISMA FOR GOLD HELD BY COUNTRIES

The attention is now primarily on the use of the Fund's gold to the benefit
of a Trust Fund for its neediest members. Within the framnework of present
-efforts to amend the international monetary system through a revision of the
IMF's Articles of Agreement, it seems relevant to indicate how the substitution
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mechanism could also be used, in a more general way. to deal witlh countries'
gold. Gold held by the Fund is not in essence dififerent from gold held by member
countries; any decision taken on either the gold holdings of the Fund or the
gold holdings of member countries necessarily affects both. A global approach
that would encompass member countries' gold as well as the Fund's gold seems
therefore preferable. The principles of such global approach should be laid out
in the amended Articles, with a faculty to put immediately into operation those
dispositions that are needed to finance the Trust Fund out of the IAIF's gold.
The probability of a broader use of a substitution mechanism beyond whltt is
required for the implementation of the recent decision on one sixth of the Fund's
gold to the benefit of developing countries is indeed no longer as remote as it
appeared some time ago. Recent circumstances have shown that gold is a highly
volatile asset; central banks might gradually come to the point where they find
it preferable to have at their disposal the faculty to obtain, against part of their
gold reserves, a known amount of SDRs.

Possible provisions of a substitution mechanism for gold held by countries
could be sketched as follows:

(i) When the Fund found that members that held a large proportion of the
stock of monetary gold wvere prepared to renounce all or a major part of their
gold holdings, and substitute SDRs for gold in their reserves, the Fund would
set a date and announce the terms on which it would stand ready to make such
substitution. The Fund's decision to this effect should presumably be governed
by a high majority, for instance 85 percent.

(ii) The terms set by the Fund would include the following:
The Fund would allocate SDRs to member countries willing to renounce part

or all of their gold holdings at a price based on the market price of gold at the
time of the decision. These member countries would be entitled to a total alloca-
tion of SDRs corresponding to the amount of gold they had delivered. The Fund
would allocate SDRs 35 per ounce at once, and the balance in installments vwhich
would be determined on basis of an assessment of the need for international
liquidity. There could be a provision for a member with payments problems to
draw down in advance somnce future inl3iimlemims.

No distinction would be made in any respect between SDRs received by coun-
tries under general allocations and SDRs allocated contingent upon the relin-
quishinent of gold to the Gold Account. The Gold Account would neither be al-

located, hold or otherwise use SDRs for substitution purposes. This approach
rests on the assumption that no financial incentive would be needed to foster
substitution in view of the fact that members would exchange an asset frozen
in practice for a more readily usa])le asset, with a predictable value. It could
be argued that members, who will he net users of SDRs acquired for gold, and
who wvould therefore have to pay charges. would have been better off had they
settled with gold: however, cession of gold in payment of a debt also entails a
loss, namely the potential income on the proceeds of gold sales.

Each member that would benefit from such allocation would relinquish its
gold to a Gold Consolidation Account, against a non-interest bearing claim on the
Account that would be activated only in case of vithdrawal from the Fund or
liquidation of the Fund. This nonliquid claim would no longer be a monetary
asset.

The Gold Account would not be under the obligation to sell gold on the market
Consideration would have to be given to the use the Gold Account could make
of its gold. Countries that held a consolidated claim on the Gold Account would
have to decide collectively whether to keep gold frozen in the Gold Account
for some time as a physical guarantee for their claim in case of vithdrawal or
liquidation, or to sell gold on the markets at a later stage and use the proceeds,
for instance, for loans to the General Account or investment in securities of other
international organizations. It might be envisaged that the Gold Account could
borrow against gold collateral.

MAIN ADVANTAGES OF A SUBSTITUTION MECHANISM

The main advantages of the alternative approach suggested above would seem
to be the following:

1. The financing of the Trust Fund from the increase in value of one sixth of
the Fund's gold, beyond other possible sources of financing, would become opera-
tionally simple and the amounts available would be known instead of being
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dependent on the success of sales of gold on the markets. In this way, it would
be possible to avoid the basic conflict between the desire to maximize profits on
sales of gold to the benefit of the Trust Fund and the effects of such sales in the
markets, which frustrate the aim of the operation.

2. To the extent to which gold would have been relinquished to the Gold Ac-
count, either by the Fund's General Account or by member countries, the volume
of international liquidity would be isolated from the vagaries of the private gold
markets.:

3. The substitution mechanism could ensure to the same extent a one-way
effective demonetization of both gold held by the Fund and gold held by member
countries in their reserves. Some revision of accepted ideas would, however, be
required one this point, in order to admit that consolidation is in itself a more
direct and appropriate way to demonetize gold than sales on the market.

4. Whatever the extension of the proposed substitution mechanism, it would
avoid the intrinsic conflict present in all schemes that are under the pledge not to
support the price of gold while they remain dependent on transactions on the gold
markets.

Indeed, unless uncertainties for member countries are overlooked, unless
permanent concern of central banks for the market depressing effect of gold sales
is disregarded and unless financial risks for the IMF are neglected, the feasibility
of such schemes implicitly requires that the gold sales would be profitable in the
long run, which means that they would have to be conducted in such a way
as not to disappoint the expectation that the trend in the price of gold would be
upward.

5. Any link between the SDR and gold would disappear, not only as a matter
of law, but also as a matter of fact. One might even venture the thought that
the decisions on the timing of SDR allocations, contingent upon relinquishment of
gold, could be regarded as a decision on the volume of international liquidity
in the years to come, without any relation to gold; indeed, such decisions would
be based on assessment of the need for international liquidity.

6. The role of the SDR would be considerably enhanced, not only by the mere
fact that the total volume of SDRs would increase, but also because of the fact
that the General Account would become the beneficiary of SDR allocations. It
has become evident in the discussions on the amendment of the Articles that
the present provisions concerning the General Account as an "other holder" of
SDRs are unduly restrictive, and that the General Account should be given the
same rights and obligations as the participants in the SDR system.

POINTS FOR FURTHER CONSIDERATION

Some aspects of the approach suggested above would need very careful
consideration:1. The price of gold, or, more exactly the total number of SDRs to be allocated
contingent upon relinquishment of one ounce of gold, remains a very delicate
political and economic issue. This price, in order to be meaningful, has to relate
to an average market price. The latter, however, would no longer be an intrinsic
element of the scheme, nor would it be influenced by the movement of gold
into the substitution account and by the resulting allocation of SDR. The market
price of gold would only be used as a reference. The expectations as to the price
of gold on the market and members' aspirations as to this price would become less
relevant. A first step in that direction is envisaged by the recent agreement on
gold between the ten largest industrial countries. If gold sales and purchases
and loans on the basis of gold collateral between tbe central banks of these
countries become effective, within the general commitment not to increase their
official gold stocks, some conventional gold price will have to be used in these
transactions. The agents operatiig on the gold market are sophisticated enough
to quickly realize that such recourse to a conventional gold price is without effect
on supply and demand on this market.

2. The approach I suggest here raises the problem that a now largely dormant
liquidity in the present official gold stock would be transformed into effective
liquidity. However, potential inflationary effects of such transformntion should
not be overestimated, since the increased liquidity would only become available
over time in a controlled and rational way, on the basis of an assessment of the
need for internntional liquidity. It should be mentioned, moreover, that any sub-
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stitution scheme would avoid the potential inequity that could result from thefact that some countries might be tempted to do away with their gold on themarkets in order to benefit from higher prices, thereby depressing the price atwhich others might find themselves obliged to use their gold for balance of pay-ment purposes. I
3. The allocation of SDRs to the General Account and to the Trust Fund wouldentail an allocation without a corresponding increase in the obligation to providecurrency, since it would not appear meaningful for either the General Accountor the Trust Fund to assume such an obligation. However, the overall reductionin the obligation -to provide currency in relation with the SDRs outstandingwould seemingly be relatively small; moreover, since the member countries whowould relinquish gold would probably be in a position that would enable themto fulfill the obligation to provide currency, the strength of the SDR is not likelyto be appreciably affected.
4. The allocation of SDRs to the Trust Fund raises the additional questionon how the charges, which are payable on net cumulative allocations, would bemet. In order to maintain its financial equilibrium, the Trust Fund's charges onits lendings would have to be equal to the rate of charges on SDRs, which wouldconflict with the role of the Trust Fund as a lender on highly concessional terms.However, different solutions could 'be envisaged, for instance in earmarking partof the gold profits for an interest subsidy on lending of the remainder or inutilizing to this end part of the other sources of financing of the Trust Fund.5. Some legal problems might be involved in the drafting of withdrawal andliquidation clauses and in the assignment to the General Account of the qualityof beneficiary of SDR allocation.
6. It might prove necessary to provide for the possibility of a two-step sterili-zation of member's gold or for successsive consolidation operations, if participa-tion in a first-round, though successful, were not widespread enough.7. The legal framework for the substitution mechanism should be an enablingclause in the amended Articles of agreement of the IMF. This clause has to bedrafted in such way that the financing of the Trust Fund becomes possible bythis techninue, even if no other forms of gold snhstitntiton are envisaged at thesame time. On the other hand, many countries, and among them the countriesof the EEC. give great importance to the necessity to proceed simultaneously tothe consolidation of reserves in national currencies if gold consolidation is en-visaged. The problems related to this position have to be dealt with in the gen-eral framework of further agreements on international liquidity. This issue, themost fundamental one if a real improvement in the world monetay situation isto be achieved, is however not directly relevant for the use of a substitutionmechanism in order to make one sixth or any further fraction of the Fund'sgold profitable for its neediest members. A decision can be taken on this latterpoint, under amended Articles of Agreement, pending decisions on other typesof substitution.

CONOLUDING REMlARKS

The substitution scheme for gold I have presented here would contribute toachieve the following interrelated objectives:
(1) To enable the Fund to utilize the increase in value of its gold holdingsto grant financial assistance to the poorest among its member countries, eitherdirectly or through other international organizations.
(2) To associate to a reasonable degree the countries that do not hold a sub-stantial part of their reserves in the form of gold to the increase in internationalliquidity connected with the increase in the market price of gold.(3) To establish a mechanism that would ensure a phasing down of the roleof gold in the international monetary system while enhancing the role of theSDR, thereby increasing the volume of international liquidity that would bebrought under international management.
(4) To give the Fund as well as members an opportunity to convert part orall existing gold holdings into a usable and more stable asset.
The implementation of those various objectives is tantamount to an acceptanceand a strenghtening of the IMF's role as a monetary institution.
Chairman Rruss. Thank you.
Next, we will hear from Mr. Machlup.

65-202-76-5
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STATEMENT OF FRITZ MACHLUP, PROFESSOR OF ECONOMICS,
NEW YORK UNIVERSITY

Air. MACHLUP. Thank you. Mr. Chairman.
Permit me first to explain a change in my affiliation. In my previous

appearances before your committee, I was a professor at Princeton
University. Now, I am a professor emeritus of Princeton University,
and my new affiliation is New York University.

Mr. Chairman, in your invitation, you asked four questions and
I think they are very pertinent questions. I answered them at length
in my prepared statement. I added a fifth question, which I also con-
sidered important and to which I also devoted some space in my pre-
pared statement.

If you permit me, I shall briefly summarize my answers to each of
these five questions. Then I should like to call attention to the imme-
diate consequences which we may expect for the gold market and
other short-term matters, provided the tentative arrangements become
effective.

Your first question was about the equity of the agreed scheme.
My answer is that the scheme is inequitable. If gold were a nontrad-
able commodity, a -writeup of the value of that commodity in the
books of the monetary authorities would not affect anybody. But, gold
is a tradable commodity. And if a few of the holders of gold agree that
a higher price might be paid for it, then the writing up of the price
does indeed affect matters. It affects the international distribution of
wealth and income.

Approximately 83 percent of the gold is held by 14 industrial coun-
tries. There are only eight countries which hold, at the official valua-
tion, more than $1 billion worth of gold each. Their combined holdings
are 80 percent of the total. No more than nine countries hold more
than one-third of their reserves in gold. Their combined holdings are
69 percent of the total. However you look at it, it is a most lopsided
distribution. And to allow these few countries to raise the value of
their gold as a tradable asset is surely inequitable.

I fully agree with what Mr. Fowler has said about the U.S. past
pronouncements or, we may say, its moral commitments. I have ex-
pressed my indignation about the agreement rather bluntly in my
prepared statement. I consider the arrangement shameful, a real
disgrace.

I referred to statements made, at the annual meeting, by two
Governors of the International MNonetarv Fund. You mav recognize
them, even if I do not mention their names. One Governor tried to re-
fute the complaint made by the developing countries about the in-
equity of the scheme, and said in effect: "9That do you waant? 11We crave
you the profits made from the sale of 25 million ounces of gold." I
have calculated that the profits made by the countries holding the bulk
of the monetary gold, at last week's price of $140 an ounce, amount
to $83 billion. The profits to be distributed to developing countries.
from the gold which the IMF is to sell for their benefits. would, if $140
per ounce were to be realized. amount to $2.5 billion. The $2.5 billion
may be much needed by the poor countries-but in comparison with
the $83 billion appropriated' by the rich countries, this payoff is
frivolous.
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The second Governor to whom I refer endorsed the link between theissue of SDR's and financial aid to the developing countries, he ex-pressed great pride about the fact that his country has been endorsingsuch a link for several years. But, at the same tim'e he was endorsing aproposal which may make it impossible for any SDR's to be issued inthe next 10 vears or so, for, wvith the huge gold reserves, no more SDR'swill be needed. This is a kind of cynicismn which ought to be exposed.'With regard to your second question, there is no doubt that the pi'o-posed arrangements would actually enhance the role of gold in the in-ternational monetary system. The share of gold in total reserves was
30 percent in December of 1971 and only 19 percent in May of 197l5. Ifthe value of -old is raised to something like $140, its share would jumpup to 43 percent. These figures do not mean much as long as gold isnot a liquid asset, as it has been for several years. However, in 2 yearsgold might become a highly liquid asset, if a group of countries agreeto trade in gold with one another at relatively stable prices.They could, for example, use the so-called double peg, a lower priceat which they buy and a higher price at which they se]l. Such an ar-rangement would reduce the risks taken by any gold holder, includingthe private gold speculators, and it would make gold again a highlyyliquid asset. This is the crux of the problem. The promise not to pegthe price of gold holds only for 2 Years; afterwards countries axe freeto do as they please.

At a value of $140 per ounce, monetary gold holdings would amountto $141 billion. Add to this the even larger holdings of foreign ex-chane, and y ou find these two reserve assets amuuotnu to over $300 bil-]ion. Compare this with the $11 billion worth of SDR's in the reserves.The SDR, supposedly the principal reserve assets. the centra] reserveasset, would thus amount to a minute fraction of total internationalreserves. This is in flagrantt contradiction to everything that had beenagreed upon among the countries, or their represe'ntatives, negotiatingover more than 10 years.
MVy answer to your third question-the effects on the total supply ofreserves and on prices-is implied in what I have just pointed out. Theenormous increase in reserves would in time-not immediately, ofcourse-but gradually encourage an increase in AM-1 and AI-2. an in-crease in liquid money in many, if not all, countries. And this increasewould in time promote demand inflations, income inflations, and priceinflations.
Now to your fourth question: Wlhat arrangements might be prefer-able? I do not think it would be very- wise of use to go into details here,but Mr. de Groote has given us a good example of how things couldbe done. I have consistently endorsed the creation of a consolidationaccount or substitution account. And I still believe this may be thebest of the possible alternatives.
One might favor, however, an arrangement under which the prof-its from a reevaluation of monetary gold would be used for long-termloans to reserve countries, which, in turn, would use the proceeds fromthese loans to buy back their own currencies now held as foreign ex-change reserves by other monetary authorities. In this fashion wewould prevent the total of reserves from being so radically and sodrastically increased as a result of the writeup of the gold holdings.With regard to the fifth question-the one I added to yours-let merefer to my prepared statement, where I have documented my con--
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elusion that the arrangements, or tentative arrangements, constitute
a betrayal of principles previously agreed. The most important of

these principles is that there should be international control over
total reserves. Such international control is given up by the arrange-
inneits now proposed.

Mr. Chairman, in the last few davs, many people have speculated
about the probable consequences of the sale, in the near future, of
one-sixth of the gold holdings of the International Monetary Fund.
There are two kinds of speculators: the active ones, who sell and buy
in the market, and the academic ones, who merely think and talk about
future developments. The active speculators have evidently concluded
that gold is not wirorth $160 an ounce, but only $140. They feel it in

the tips of their fingers. The academic speculators rely on assumptions
and hypotheses, which may not prove correct, but mav be interesting
for the arguments put forth. Thus, let us speculate what would happen
if actually one-sixth of the gold holdings of the IMF were offered for
sale. It w-ill help us to recall that 25 million ounces correspond to
almost a year's output of the gold mines of South Africa.

Assume you have to rely on private buyers. Private hoarders and
speculators could not possibly absorb so much gold at $140 an ounce;
there just isn't that much monev around. The price of gold might drop
to-well, we don't know how low. If we realize that it was not so long
ago-in fact, it was only in 1973-that gold for the first time went
over $100 an ounce, then it would not seem so incredible if the price
went far below $100 as a result of the attempt to make such sales. If
there are no official purchases, large quantities of gold could be
privately absorbed only by speculators believing that the price of gold
would rise again before long.

Assume that private buyers are willing to acquire some of the gold;
what would be the effects of such purchases? We must make a distinc-
tion between two possibilities. Do these buyers hold dollar balances
or do they hold balances in their own currencies? If they hold dollar
balances, this is a simple exchange. They get the gold and give their
dollar balances to the IMF. And if the IME chooses to hold the dollar
balances in the same form in which the private holders have been hold-
ing them, the transactions would hardly have any effect at all on the
distribution of liquidities among the various countries except that
private dollar balances would be reduced.

If, on the other hand, the private buyers had been holding French
francs, Swiss francs, German marks, or other nondollar balances, they
would have to purchase dollars from their banks to purchase the gold;
this might have deflationary effects in some of these countries, because
balances previously held in national currencies would suddenly be re-
duced. I wonder whether any of the gentlemen who gave their blessings
to the Washington agreement had enough time to think about such
possibilities. Of course, any such deflationary efects could quickly be
offset by credit operations of the monetary authorities; but, still, there
is an interesting question of monetary policy. The main point, however,
is that private buyers probably would not be able to buy much, if any,
of the Fund's gold. Hence, one may have to count on official purchases
if a rout in the gold market is to be avoided. Would Central Banks be
willing to acquire the gold, and at what price?

Now. this raise several questions of law and of policy. If central
banks can buy the gold from the IMF, do they have to pay for it in
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dollars, or a few other convertible currencies, or may they pay in their
own currencies? If under IMF rules domestic currencies are accepta-
ble-which I cannot say-there may be legal questions in various
countries-some might have to chance their laws in order to buy gold
at a market-related price. Moreover, if they buy the gold with their
own currencies, some interesting consequences may follow. As the gold
goes from the IMF to the national monetary authorities, a lot of
national currencies would be accumulated in the IMF. And this raises
the question of what the IMF would do with these currencies? Would
they be treated as part of the general account? Would they be added to
the currency holdings in the credit tranche of these countries or wvh at?

I mention these possibilities only because I am convinced that very
few of the experts who agreed to that arrangement had given a min-
ute's thought to the host of technical questions that would arise.

Mr. Chairman, I hope we shall have good discussions this morning.
For the sake of having more time for such discussions shall I stop now.

[The prepared statement of Mr. Machlup follows:]

PREPARED lSTATEMEENT OF FRITZ MACHILUP

This statement has been prepared in response to the invitation from the Chair-
man of this Subcommittee, tendered on September 29, to examine the tentative
agreement on gold of the "Interim Committee of the Board of Governors on the
International Monetary System," and the complementary understanding among
the Group of Ten, of August 31, 1975.

Chairman Reuss asked the following four questions: "First, are these arrange-
ments equitable? Second, wil they tend to enhance rather than diminish the inter-
national monetary role 04 gold relative to other reseive assets'? ±tid, d hat VV -11

be the likely impact of these arrangements on the total supply of international
reserves and, possibly, on prices? Fourth, according to your own appraisal, what
sort of arrangements regarding gold would have been preferable?"

I am taking the liberty of adding a fifth question, which I consider important:
"Are the arrangements as proposed by the Interim Committee in conformance
with the principles on which the Committee or its predecessors had agreed in
previous Outlines of Reform?"

I shall undertake to answer the five questions in the order in which they were
stated.
I. Are the arrangements equitable?

The answer to this question is an unqualified No. But it is not immediately
obvious and, therefore. requires some explanation.

If a few nations possessed some valuable assets which were not transportable
or for some reasons not salable or exchangeable, and these nations, exhibiting
the assets on their balance sheets, raised the value at which they carried the
assets on their books, this write-up would mean nothing with regard to the inter-
national-distribution of world income, apart from purely psychological, senti-
mental considerations. If, however, nations undertake to raise the value of assets
that are used chiefly for potential sale to other countries, and if the present distri-
bution of these assets is the result of past political decisions and international
understandings and agreements, then the revaluation may be inequitable. Such is
the case regarding monetary gold.

The 14 industrial countries are holding over 83 percent of all the monetary
gold; the other 114 countries included in the statistics of the Interhational
Monetary Fund are holding the remaining 17 percent. There are no' more than
eight out the 128 countries in the tabulation that have monetary gold worth one
billion dollars or more at the present official price of $42.22 per ounce; their
combined holdings, at this price, amount to $33.8 billion, or to 80 percent of the
total held by the 128 countries.' Finally, there are only nine countries that hold
more than a third of their reserves in gold; their combined holdings of gold
amount of $29.1 billion at the official price or almost 69 percent of the total.'

1 The eliht countries are the United States, Germany, France. Switzerland, Italy, theNetherlands. Beleilmu. and Portug1l.
2 The nine countries are the United Stntes. South Africa, France, Portugal, Italy,

Switzerland, the Netherlands, Belgium, and Lebanon.
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What these figures tell us is that the profits from revaluing the gold accrue
chiefly to a very small number of countries. And one of the underlying ideas of

the agreement of August 31 is to make their gold more easily salable for foreign

currency and, thus, more easily exchangeable for foreign goods.

The magnitude of the inequity, however, is exaggerated by these figures, be-

cause the profit from the proposed write-up of the gold reserves is to a large

extent offset by a previous loss of interest earnings over a good many years.

Holding foreign-exchange reserves yields interest, holding gold reserves does not.

If countries have collected interest on their exchange reserves for many years,

the cumulative earnings from this source should be considered as a partial con-

pensation for nonparticipation in the scoop now proposed. How much this amounts

to is hard to say, for it depends on the length of time for which countries have

held varying portions of their reserves in foreign exchange rather than gold.

But it may be said that most countries have been assuming that a scheme like

the one now proposed and agreed to by the Group of Ten would never be seriously

considered. Why not? Because the inequity and unreasonableness which it implies

had been discussed for more than 15 years, and countries had a moral right to

expect decency and understanding on the part of the men in charge of decision-

making in international affairs.
The fact that the implications of an increase in the official price of gold have

long been known can be documented by quoting from the writings of many eco-

nomists. I find relevant quotations wtih the least trouble in my own publications.

(It is lack of time more than lack of modesty which makes me refer to my own

statements.) As early as 1962, in a study of Plans for Reform of the International

Monetary System, I presented hypothetical accounts of countries holding only

gold, other countries holding partly gold, partly dollar reserves, and a third

group of countries holding only dollars; and I showed the consequences of an

increase in the price of gold on the distribution of the resulting capital gains,

and also of the possible use of the gains for converting dollars holdings into

gold. In subsequent years economists have tried to devise techniques for avoiding

inequitable distributions of the profits from raising the price of gold. In a testi-

mony before the Joint Economic Committee in February 1968, I said that the

United States should not agree to a scheme of writing-up the official value of

gold because "it would be morally indefensible to hurt those who have helped us

by carrying large dollar holdings and to reward those who have hurt us by con-

verting them into gold." I proposed a Gold-and-Exchange Conversion Account of

the IMF in which the monetary authorities of the Group of Ten were to deposit

all their gold and all their foreign-exchange holdings (beyond necessary working

balances) in exchange for credit balances with the Fund. Under this scheme,

"neither gold nor national currencies [would] be carried as monetary reserves

of the participants." The conversion of gold and reserve currencies into deposits

with this "conversion account" was to be a "one-time procedure" and irreversi-

ble. (Hearings, Part 2, pp. 410-411.)
I had no illusions, of course, about this proposal being accepted; as a matter

of fact, I suggested that we submit it as an alternative to terminating the con-

vertibility of official dollar holdings in gold. Unfortunately, this decisive step,

proposed in Fehruary 1968, was carried out only in August 1971. It would have

been used in 1968 as a negotiating alternative of the gold-and-exchange conver-

sion account.
Many other economists have proposed similar plans which would avoid the

capture by a few rich countries of the ion's share of profits from writing-up the

official gold holdings. One plan deserves particular mention, because it called for

a doubling of the then official price of gold from $35 to $70 an ounce. I refer

to the plan of Jacques Rueff, the eminent French economist. He proposed that the

revaluation gain be used for purchasing dollars and pounds sterling from mon-

etary authorities holding these currencies in their reserves. Since the gold profits

of the United Kingdom and the United States would not have sufficed to buy back

the pounds and dollars from the countries who had accumulated them, Rueff

prescribed that all other countries holding gold would use their profits from the

write-up of their gold for long-term loans to the U.K. and the U.S.: these two

reserve-currency countries could then use the proceeds of the loans for retiring

the pounds and dollars held by the other countries. The British and American

obligations, payable over twenty years, would not qualify as reserves; the liquid

liabilities of the U.K. and the U.S. would have disappeared, and only gold would

be held as monetary reserves.
Most economists, including myself, objected to Rueff's plan, chiefly because

we did not believe that the nations of the world would actually use their gold
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profits the way Rueff proposed (but would, instead. use them as the basis of cur-rent spending and additional expansions of the money supply) and because wedid not believe that the countries would be playing the classical gold-standardgame (which does not permit monetary policy to be put into the service of na-tional goals such as easy credit and full employment). But on grounds of equitythe Rueff plan could not be faulted: the gold profits, invested in long-termobligations, would not give the profiting countries increased buying power in theworld markets.
The inequity of the agreement of the Interim Committee appears to be quiteclear to the experts of the developing countries. Their representatives "expressedconcern" that the proposed arrangements for gold would give rise to a highlyarbitrary distribution of new liquidity. with the bulk of gains accruing to devel-oped countries. In the discussion at the Annual Meeting of the IMF, a governorof a developed country undertook to reply to this complaint and, as a counter-argument, referred to the agreement that the developing countries would receivethe profit realized from the sale of 25 million ounces of gold now held by theIDlF. This; counterargument misses the disproportion in the two magnitudes. Thegold holdings of the 14 most-developed countries amount to approximately $36billion at the present official valuation. Hence, the gain accruing to these14 countries, if they were allowed to retain all of it as a net addition to theirofficial reserves, would be about $83 billion, calculated on the basis of last week'smarket price of gold of $140 an ounce. To the $83 billion we may have to add thevalue of these countries' share in the 25 billion ounces of gold to be restituted,under the proposed or agreed arrangements, to the members which delivered goldto the IMF when they paid for the gold tranche of their quotas. The memberswould get this gold at the official price of $44.22 (payable in their own nationalcurrencies?). Valued at $140 an ounce, it would have a current worth of $3.5billion. Hence, counting only the share going to the industrial countries, about$3 billion, we may put the increment in the zold holdings of these 14 countriesat $86 billion. If the same market price of $140 can be attained for the other25 billion ounces to be sold by the Fund "for the benefit of developing coun-tries." the cash proceeds wonld he $3_5 bhillion and .the prnfit less than $2.5 billionThis sum allotted to developing countries compares with the gain of $86 billiongoing to the 14 industrial countries. These 14 countries would pocket. therefore,more than 34 times the profit distributed to the developing countries directlyor through a newly established trust fund.

Another governor from a developed country devoted a part of his speech tothe generous support which his country has given, and will continue to give, to theproposal of linking future allocations of SDRs with development finance. Onemust wonder whether this governor realized that the creation of 'between 100 and150 billion dollars of new liquid reserves through the revaluation of gold may foryears to come saturate the need for world reserves and thereby effectively pre-vent further allocations of SDRs. Making a promise to link future allocationsof SDRs with financial aid for developing countries. but at the same time pro-moting an action which may effectively block any such SDR allocations, repre-sents a rather cruel cynicism.
The developing countries are thus disadvantaged on two scores: enormous anddisproportionate increases in monetary reserves are to accrue to the rich coun-tries, and their hopes for getting a share in future SDR allocations are practi-cally destroyed. I submit that on these two counts my emphatic No to yourquestion regarding equity in the new arrangements is amply supported.

1I. Will the arrangements tend to enhance rather than diminish the internationalmonetary role of gold relative to other reserve assets ?
Assuming that we assess the monetary role of gold by its relative share in thetotal of monetary reserves, the answer cannot 'be other than that the new arrange-meats would immensely enhance the role of gold. A glance at the statistics oftotal monetary reserves may suffice to support this reply.
The table below presents the international monetary reserves of reportingcountries for selected years from 1949 to the present. Total reserves include gold.foreign exchange. net reserve positions with the IMF, and special drawing rightswith the IMF. The last column of the table shows the percentage of gold in thetotal of reserves.
In December 1949, gold holdings represented 73 percent of total reserves; in1958. 66 percent: in 1968. .53 percent: in December 1971 (despite a raise of theofficial valuation of gold), only 30 percent; in December 1974, 20 percent; and
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in May 1975, 19 percent. This continuous decline in the part of gold in monetary
reserves over a period of 25 years was chiefly due to the increases in foreign-
exchange holdings. Throughout the discussions of international monetary reform
from 1963 to the present, it was fully understood that the monetary role of gold
should decline further, though not through increases in foreign-exchange re-
serves but rather through allocations of a new reserve asset. The creation of this
new asset, the special drawing right, was agreed upon in 1967 and came into
effect in January 1970.-The idea was that the SDR would become the principal
reserve asset, with the roles of both gold and foreign-exchange reserves declining.

INTERNATIONAL MONETARY RESERVES OF REPORTING COUNTRIES, 1949 TO 1975 (IN BILLIONS OF DOLLARS)

Foreign exchange
Net

Owed by . Owed by reserve Percent of
United United position gold to

Year Total Gold Total Kingdom States Other1 with IMF SDR total

1949 (December).... 45.5 33.1 10.8 £7. 8 $3.0 1.6 73
1950 -48.4 33.5 13.2 7.5 4.7 1.0 1.7 69
1958 -57.7 38.0 17.1 6.0 9.6 1.5 2.6 66
1965 -71.0 41.9 23.8 7.1 15.8 .9 5.4 59
1966 72.6 40.9 25.4 7.9 14.9 2.7 6.3 56
1967 -74.3 39.5 29.0 8.3 18.2 2.6 5.7 53
1968 -77. 4 38.9 32.0 9.7 17.3 5.0 6.5 50
1969 -78.3 39.1 32.4 8.9 16.0 7.5 6.7 50
1970 -92.7 37.2 44.7 6.6 23.8 14.3 7.7 3.1 40
1971 -130.8 2 39. 2 78.3 7.9 50.7 19.6 6.9 2 6.4 30
1972 -158.5 38.9 103.4 8.8 61.5 33.1 6.9 9.4 25
1973 -182.9 3 43.2 121.6 7.8 66.8 47.0 7.4 3 10. 6 24
1974 -219.0 43.8 153.5 10.2 76.6 66.7 10.8 10.8 20
1975 (May) - 228.7 44.5 160.5 10.0 79.7 70.8 12.6 11.0 19
Hypothetical - 325.1 4141.0 160.5 10.0 79.7 70.8 12.6 11.0 43

Foreign-exchange holdings other than the liquid dollar liabilities to official foreign holders reported by the United
States and the liquid sterling liabilities to official foreign holders reported by the United Kindgom consist of 2 kinds plus
one correction item: (1) holdings of currencies other than dollars and pounds, (2) holdings of dollars and pounds placed
in third countries (e.g., Eurodollars), and (3) discrepancies in the reports between the reserve holder and the debtor
country. The large increases in foreign-exchange reserves other than dollars and pounds owed by the United States and
the United Kingoom since 1968 are chiefly, due to official holdings of Eurodollars and Euro-German mark.

2 Reflects the increase in December 1971 of the official price of gold from $35 to $38 per ounce.
3 Reflects the increase in February 1973 of the official price of gold from $38 to $42.22 per ounce.
4 Reflects an increase in the valuation of gold from $42.22 to $140 per ounce.
Source: International Financial Statistics, International Monetary Fund, Washington, D.C. (various issues).

The agreement of the Interimn Committee last August 31 stops this trend and
contradicts the basic idea of the reform. If existing monetary gold stocks are
written up from the present official value to a market-related price, the part of
gold reserves in the total is most drastically increased. Taking the market price
of last week as a basis for the calculation, we find that gold could be written up
from $44.5 billion to about $141 billion. With all other reserve assets in the mag-
nitudes shown for May 1975, the share of gold in total reserves would. jump
from 19 per cent to 43 per cent-a remarkable jump indeed.

So much about sheer numbers. The effect of the arrangements on the monetary
role of gold is, however, greater than the numbers indicated: a qualitative change
accompanies the quantitative change. During the past three years, gold has not
been a -liquid asset. The new arrangements may restore gold to the status of a
liquid reserve, and this implies a strong enhancement in its monetary role. Let
me explain this change in status.

No asset is regarded as truly liquid if its realization or liquidation, its use for
payments or settlements, is expected to cause a loss to the user, either through
a current fall in its dollar equivalent or through the sacrifice of a later rise. The
holder of an asset hates to dispose of it when he stands to incur such a loss.
Precisely this has been the situation regarding gold during the past few years.
Monetary authorities have been unwilling to use gold in international transac-
tions because they expected a loss in doing so. When a central bank was in
urgent need of foreign exchange (in order to intervene in the market and
thereby avoid a fall in the external value of its currency) it did not sell gold but,
instead, used it as a collateral to secure a foreign loan. The case of Italy may
serve as an example: at a time when gold was selling in the free market at about
$170 an ounce, Italy pawned some of its official gold holdings to obtain foreign
exchange, with the gold valued at $120 an ounce for this purpose. This was a
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very exceptional transaction, and it shows clearly that the monetary use of gold
has been confined to that of serving as a lien for a loan.

The new arrangements do not change this situation immediately but are in-
tended to do so eventually, when, after two years of agreed "abstinence," mone-
tary authorities may become free to intervene in the gold market in support of
the price of gold. This would restore the liquidity of monetary gold reserves-
which surely would substantially enhance the monetary role of gold.

The increase in the monetary role of gold implies a decrease in the role of
the SDR. This reserve asset, still 'supposed to become the "principal" reserve
asset of the reformed system, becomes a tiny, almost negligible part of total
monetary reserves. In January 1970, when the first SDRs were issued, the $3
billion worth were 4.3 per cent of total reserves; a year later, when the second
allocation doubled the amount issued, the relative share rose to 7.5 per cent; in
January 1972, with the third and last allocation, SDRs were still only 7.3 per
cent, because by then foreign-exchange reserves had much increased. By May
1975, after further accumulations of exchange reserves, the part of SDRs in
total reserves had fallen to 4.8 per cent. With a write-up of gold reserves to a
market price of $140 per ounce, the part of SDRs in total reserves would be
reduced to 3.4 per cent, which is less than on the day of the first allocation. Ex-
change reserves of $160 billion and gold reserves valued at $141 billion. together
more than $300 billion, would really dwarf the $11 billion worth of SDRs now in
existence.

The reference, in the Communique of the Interim Committee, to the agreed
"gradual" reduction in the monetary role of gold cannot possibly relate to the
fact that gold is no longer the common denominator for fixed par values of cur-
rencies. This role lapsed automatically when the par value system was aban-
doned. Nor did the 8SDR become the "principal reserve asset" when it was made
the reference point for expressing the relative values of currencies in the foreign-
exchange markets. For this purpose neither a reserve asset nor any asset is
needed: the number system taught in arithmetic suffices for this purpose. Any
number, say, the number 1, can be the common denominator. Expressing relative
currency values in terms of SDRs does not affect the status of the SDR as a
roeserveasse, and e u rray 1-snt 4-"thpnplesrv rasset," as had
been agreed in 1973 and 1974.

The language used in the Communique of the Interim Committee is rather
deceptive on these matters. When the Interim Committee recites its earlier "gen-
eral undertaking" to "ensure that the role of gold in the international monetary
system would be gradually reduced," one must wonder whether the parties to
such an agreement try to kid themselves or the public.

LII. What will be the likely impact of the arrangements on the total supply of
international reserves and, possibly, on prices?

The impact on the total stock of monetary reserves has been described in my
answer to the second question. It remains to examine the probable effects of
the increase in reserves on the creation of money in the various nations, the
effects of such money creation on aggregate spending, and the effects of addi-
tional spending upon prices.

The relation between official reserves and the so-called monetary base is not
always an automatic one. Some highly-respected economists assume that an
increase in monetary reserves will regularly be followed by an increase in the
monetary base. though perhaps only in the long run, with a time lag of uncer-
tain length. Other economists deny that any such regularity exists.

We should distinguish between two types of increase in monetary re-
serves: One, where the new reserves are acquired by the monetary authorities
and paid for through the issue of new liould liabilities; and the other type, where
additional reserves need not to be paid for and, therefore, do not directly in-
crease the reserve banks' liquid liabilities. In this case, the addition to monetary
reserves is accompanied merely by an increase in contingent or dormant liabili-
ties. like an increase in undistributed surplus or a blocked account of the
Treasury or some other official agency. The increase of the first type results in
a one-to-one increase in the monetary base and, usually, a simultaneous in-
crease in the lending capacity of commercial banks. The reserve increase of
the second type can conceivably be sterilized, either for good or for the time
being. Experience has taught us that permanent sterilization is rare, and that
sterilization for the time being elicits in due course political forces pressing for
the use of the latent capacity to expand lending and spending. In the monetary
history of the United States we have seen the rare case in which the profit

65-202-76-6
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from a revaluation of gold was sterilized as an "exchanged-stabilization fund."
(This was in 1934. The U.S. Treasury used most of that fund in 1945 to pay
the gold tranche of our quota in the IMF.) I do not know whether history
provides more such instances of monetary virtue. As a rule, a reserve increase
due to a write-up of official gold holdings leads sooner or later to a policy of
monetary expansion on the part of the authorities.

One possible and rather likely way in which increased gold reserves may
affect the monetary policies of the countries in question is through the post-
ponement of adjustment measures in times of deficits in the balance of pay-
ments. A dearth of reserves serves the purpose of preventing countries from
postponing for too long to take adjustment measures when an excess supply of
their currencies has developed in the exchange markets. Whether the adjust-
ment measures take the form of tightening domestic credit or of letting the
exchange rates of the weakened currencies decline, in either case these highly un-
popular measures usually become politically feasible-at least in some coun-
tries-only when scarce reserves threaten to become depleted. Empirical evidence
confirms the opinion that ample reserves tend to prolong the periods of excessively
easy money and overvalued currencies.

The effects on aggregate spending and on the prices of goods and services are
easily inferred from the preceding argument. Expansion of effective demand
will be promoted, pressures for higher wage rates and higher material prices
will not be resisted, and thus the traditional wage-price spiral will go on
and on if countries have ample monetary reserves. Some economists and politi-
cians have thought that all this is "good for full employment," but we have had
now enough occasion to recognize that higher rates of inflation of demand and
prices and reduced rates of employment are not disjunctive alternatives; I have
called them Siamese twins.

To summarize my answer to your third question: the probability is high
that the new arrangements regarding gold reserves will lead to expansions in
the total supply of international reserves and in the supplies of national money
in several countries, and consequently to higher rates of price inflation.

IV. What sort of arrangements regarding gold would have been preferable?

Ever since 1963, when the International Monetary Fund and the Group of Ten
began to study international monetary reform, it has been almost universally
recognized that any workable system would have to provide for an effective ad-
justment mechanism and, consequently; for a controlled increase in international
monetary reserves. It was realized that the growth of reserves should be neither
too fast nor too slow, and that a system securing stable growth could not allow
either rising gold reserves or rising foreign-exchange reserves.

It was recognized in the late 1950's that the increase in monetary gold would
be haphazard and, in the increase in foreign-exchange reserves would depend on
the balance of payments of reserve-currency countries. It was concluded that
only a newly-created, international reserve asset could satisfy the requirement
of stable growth. This was the essential purpose in the creation of SDRs, hailed
by the contracting governments as the only practical solution to the problem of
securing.an adequate but noninflationary growth of international liquidity.

In such a system, with the SDR as the principle reserve asset, increases in
gold reserves and in foreign-exchange reserves have to be strictly limited, if
not definitely excluded. More radical solutions would also prescribe the gradual
substitution of existing gold and currency reserves by SDRs. More moderate
solutions would allow the existing gold and currency reserves to continue. but
with their relative magnitude steadily declining in favor of increasing amounts of
SDR reserves.

The phasing-out of gold could be achieved in several ways: through gradual
sales of official gold by the national authorities in the free market; through a
substitution account exchanging the gold holdings of national authorities into
SDRs or similar reserve assets, with the substitution account either holding or
gradually disposing of the acquired gold: a revaluation of gold held by national
authorities with the entire profit being used for long-term loans to reserve-
currency countries. which in turn would use the proceeds of these loans to buy
back their currencies from the official holders; or any combination or variants of
these schemes.

All of these or any alternative arrangements would have to meet the following
requirements:
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(1) to avoid inequitable appropriations of profits from gold revaluation by thecountries that happen to hold the gold reserves;
(2) to prevent any of the profits from gold revaluation to inflate aggregatemonetary reserves of national authorities beyond the totals (in terms of SDR)

now in existence;
(3) to obviate any further expansions of reserves beyond a magnitude regardedas sufficiently "snug" to promote policies conducive to adjustment of imbalances

of payments;
(4) to provide for a system in which total reserves grow at a moderate andsteady rate under control by the International Monetary Fund.

V. Are the arrangements as proposed by the Interini Committee in conformancewith the principles on which the Committee or its predecessors had agreed
in previous Outlines of Reform?

We can find a remarkable degree of consistency in the ways certain basicprinciples for a reformed system were formulated by a succession of committeeson international monetary reform-The Group of Ten, the Group of Twenty, theExecutive Directors of the Fund, and finally the Interim Committee. This is notsurprising, since all experts recognized that the Bretton Woods System hadbeen suffering from a lack of an effective adjustment mechanism and from a lackof control over the increase in total monetary reserves.
In the following I shall reproduce relevant quotations from a sequence of com-mittee reports, beginning with a statement released in August 1964 and ending

with one of June 1975.
1. From Ministerial Statement of the Group of Ten and Annex Prepared by

Deputies, 1st August 1964:
"5. The smooth functioning of the international monetary system depends onthe avoidance of major and persistent imbalances and on the effective use ofappropriate policies by national governments to correct them when they occur.The process of adjustment and the need for international liquidity are closely

interrelated. (p. 4).
"If, . . . there is too much liquidity, the adjustment mechanism may functiontLO slowly, and a delay in taking measures necessary to restore balance will in

the end be harmful at home as well as abroad" (p. 5).2. From Group of Ten, Report of the Study Group on the Creation of ReserveAssets, Report to the Deputies of the Group of Ten, 31st May 1965:"150. There is a close relationship between the volume of reserves and the func-tioning of the adjustment process. Generally speaking, if international reservesare plentiful, countries will be prepared to draw them down, and wil react slowly
to any deficit" (p. 69).

"153(b). Too liberal use of this means of reserve creation would tend toweaken the incentive for countries to take measures to restore equilibrium in theirbalance of payments, with the risk of inflationary consequences" (p. 71)."159(a). Distribution of 'newly-created C.R.U.s among countries in proportion
to gold reserves would be inequitable" (p. 75).

"(e) . . . would represent a disguised increase in the gold price for the coun-
tries concerned" (p. 76).

3. From Group of Ten, Cotnmuniqu6 of Ministers and Governors and Report of
Deputies, 25th and 26th July 1966:

"Deliberate reserve creation . . . should take place on the basis of a collective
judgment of the reserve needs of the world as a whole" (p. ii)."8. We are conscious that deliberate creation of new reserve assets representsa bold venture. The possibilities are numerous, the pitfalls are substantial and
the consequences weighty" (p. 3).

"13. . . . We have recognized that the supply of international reserves has abearing on the functioning of the adjustment process. Indeed, in assessing the
need for reserves, this relationship is highly relevant" (p. 4).

"38. . an excessive supply of reserve assets may weaken the constraintson domestic monetary economic policies and thereby contribute both to inflation-ary pressures and to persistent payments imbalances. The supply of reserves
should therefore be such as to promote a proper functioning of the adjustment
process" (p. 8).

4. From Refoor of the International Monetary Systenm: A Report by theExecutive Directors to the Board of Governors, 18th August 1972:
"Any approach involving an increase in the official price of gold is, however,strongly opposed by all those who argue that it xwould undo the progress mode
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so far toward a rational monetary system, undermine the SDR facility, and
be highly inequitable among members. They do not believe that the potentially
serious inflationary and distributional consequences of such an increase could
effectively be overcome.... To the extent it was considered desirable to re-
duce the spread between the two prices, the action required would in their
view consist of measures to bring down the price in the private market, which
would call for the sale of monetary gold into that market, perhaps in sub-
stantial amounts. While this could be done by the major gold-holding coun-
tries individually or collectively for their own account, it might be desirable
for such sales to be organized through the Fund, acting as an agent for all

members wishing to participate. Alternatively, the Fund might on its own ac-
count sell either gold from the General Account or gold acquired in exchange
for newly issued SDRs through a reserve substitution facility: these two last-
mentioned arrangements would require an amendment to the Articles of Agree-
ment' (p. 36).

5. From Commnuniqu6 of Committee of Twenty. 27th March 1973:
"4.(b) There should be better international management of global liquidity.

The role of reserve currencies should be reduced and the SDR should become
the principal reserve asset of the reformed system."

6. From First Outline of Reform, forwarded to the Board of Governors under
cover of Report from Committee of Twenty, 24th September 1973:

"1.... The main features of the international monetary reform should
include:

"(d) better international management of global liquidity, with the SDR
becoming the principal reserve asset and the role of gold and of reserve
currencies being reduced."

"3.... Countries should direct their policies to keeping their official
reserves within limits which would be internationally agreed from time to
time in the Fund and which would be consistent with the volume of global
liquidity."

7. From Report of Technical Group on Global Liquidity and Consolidation
to Committee on Reform of The- International Monetary Issues (Committee of
Twenty). 7th March 1974. Quoted from International Monetary Reform: Docu-
ments of the Committee of Twenty:

"4.... it was stressed that the question of the volume of global reserves
could not be separated from the valuation and usability of existing reserve as-
sets, in particular gold. It was pointed out that official purchases of gold at
prices above the official level are contrary to the Fund's present Articles. Strong
concern was expressed by many participants that, quite apart from the effects
of any future actions that might be taken, the decision to terminate the 1968
agreement, under which certain countries refrained from selling gold on the
free market, might lead to a higher valuation being put on gold holdings. In
the view of many participants, including the representaives of the less devel-
oped countries, the resulting increase in global reserves would be highly arbi-
trary and inequitable: not only would it exacerbate what they regarded as the
existing maldistribution of reserves, but it would also postpone indefinitely the
possibility of further allocations of SDRs and the time when the objective of
making the SDR the principal reserve asset of the international monetary
system could be realized"(p. 163).

"9.... Some participants pointed out that most countries had accepted that
an increased role for the SDR required -a reduction in the role of gold as well
as of currency balances, and that, while the Group's discussion had focused
on the reserve currency aspect, the agreed objective for the SDR would not be
attained if the role of gold was not also reduced" (p. 166).

"29.... These uncoordinated methods of generating international liquidity
had created reserves in amounts far in excess of the volume of SDR creation,
thus sustaining inflationary pressures and making it impossible for the inter-
national community to increase global reserves at an agreed rate and in a
manner that distributed increases more equitably than had been the case in
recent years" (p. 176).

8. From Communique of Committee of Twentu. 12th June 1974:
"6. (a) The Committee . . . recommends that the Fund should assess global

reserves and take decisions on the allocation and cancellations of SDRs . . .
and should neriodically review the aggregate volume of official currency hold-
ing . . . and. if they are judged to show an excessive increase, should con-
sider with the countries concerned what steps might be taken to secure an
orderly reduction.
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"(b) The Committee further recommends that the Fund should give consid-eration to substitution arrangements.
"(c) Finally, the Committee recommends that there should be further inter-national study in the Fund of arrangements for gold in the light of the agreedobjectives of the reform."
9. From Outline of Reform, forwarded to the Bonrd of Governors under coverof Report from Committee of Twenty, 14th June 1974:"2. The main features of the international monetary reform will include:';(d) better international management of global liquidity, with the SDR be-coming the principal reserve asset and the role of gold and of reserve curren-cies being reduced ;"
"4. There will be a better working of the adjustment process . .. To this end:* * * * * * *
"(b) Countries will aim to keep their official reserves within limits whichwill be internationally agreed from time to time in the Fund and which willbe consistent with the volume of global liquidity."
"24. The SDR will become the principal reserve asset and the role of goldand of reserve currencies will be reduced. The SDR will also be the numerairein terms of which par values will be expressed.""25. As part of the better international management of global liquidity, theFund will allocate and cancel SDRs so as to ensure that the volume of globalreserves is adequate and is consistent with the proper functioning of the ad-justment and settlement systems."

"28. Appropriate arrangements will be made for gold in the reformed system,in the light of the agreed objectives that the SDR should become the principalreserve asset.and that the role of gold should be reduced."10. From ComnmuniquW on the Third Meeting of Interim Committee, 10th and11th June 1975:
"4. The Committee held a detailed discussion of the role of gold and therewas widespread agreement that a solution would have to be based on the fol-lowing broad principles:
"(i) The ohieetivo should bean cnhancement in the role of tne S1DR as thecentral asset in the international monetary system and, consequently, a reduc-tion of the role of gold.
"(vi) A reasonable formula should be found for understandings on transac-tions by monetary authorities with each other and in the market, which wouldinclude understandings that would be designed to avoid the re-establishmentof an official price and would deal with the volume of gold held by monetaryauthorities."
"The Executive Directors should study the establishment of a gold substi-tution account through which members would be able to exchange a part or allof their gold holdings for SDRs issued by the Fund for this purpose."These excerpts from ten documents embodying the recommendations of theofficial committees established to formulate the principles of reforming the in-ternational monetary system were addressing the closely interrelated problemsof adjustment and monetary reserves. The principles which they laid down areclear and need no summary or commentary.
Equally clear is the answer to the question whether the gold arrangementsproposed by the Interim Committee on August 31, 1975 are in conformance withthe principles of reform previously outlined. They do not conform with, butflagrantly disregard or contradict these principles. Perhaps even blunter lan-guage is justified: they betray the principles of the reform of the internationalmonetary system that had been hammered out in arduous discussions over aperiod of twelve years.
Chairman REuSS. Thank you. Next, Mr. McKinnon.

STATEMENT OF RONALD I; McKINNON, PROFESSOR OF ECONOMICS,
STANFORD UNIVERSITY

Mr. MCKINNON. Thank you, Mr. Chairman.
My name is Ronald McKinnon. I am a professor of internationaleconomics at Stanford University, I have a prepared statement entitled"Gold Demonetization and the Link to Less Developed Countries." I



42

will submit that to you, but with your permission not read it. I will
simply comment informally on each of your three basic questions,
namely: Will the international role of gold be enhanced or diminished?
Will there be global inflation? And are the arrangements equitable
vis-a-vis less developed countries?

When I heard that Fritz Machlup was going to be on the same pro-
gram. and having learned much of my international finance at his
knee, I was quite worried that we were going to present the same paper.
But, after listening to him right now, and listening to Mr. Fowler
and Mr. de Groote, I realize my submission is quite different from the
others. It is different in the overall respect that I sympathize, more or
less, with the thrust of what the IMF is trying to do. Although I
differ in detail with some of the recommendations, my views are much
more in accord with the Fund's position.

Let me start off with the issue of demonetization. The question is,
are we going to reduce the role of gold as a monetary asset, as a kind
of international money in the system? And I would submit this means
treating gold as any other metal, like copper, silver, or zinc. Thus, I
would abolish the official price of gold as a necessary condition for
such demonetization, since we don't try to peg the price of other metals.
I would also allow free trade among central banks in gold as well as
other metals because this freedom to transact at competitively deter-
mined market prices is for the long-range demonetization and the
eventual official dishoarding of gold.

But, what is a little confusing in the demonetization process is that
the short-run effect of the IMF's proposal is different from the long-
run effect. The short-run effect is simply one of unfreezing heretofore
unusable gold hoards, unusable because they had been priced below the
market level. The immediate effect would allow deficit countries, par-
ticularly industrial countries with significant gold stocks, to utilize the
gold to cover those deficits if they so wished. So in this immediate
sense, there will be an increased monetary role for gold. But, we don't
have to look more than 1 or 2 years hence, before gold begins to lose its
luster.

How competitive and stable will gold look eventually as a store
value, as a kind of money, relative to national currencies once we allow
this price to vary freely in the open market? The question is whether
or not gold will retain its luster as a monetary asset. And that question
depends not so much on events directly associated with the market for
gold, although they are important, but rather on how national fiat
moneys, national currencies-are managed, and in particular how the
U.S. dollar is managed.

Now, suppose that the Federal Reserve Bank is fairly conservative
in the rate of monetary expansion so that the rate of inflation in the
dollar prices of goods and services is moderate. At the same time, sup-
pose we further provide the world with attractive dollar assets, such
as demand deposits, certificates of deposits savings deposits, treasury
bills, and so on that are not circumscribed by interest ceilings such as
regulation Q. Under these circumstances of low or moderate inflation
and free rates of interest, fiat moneys like dollars will be very attrac-
tive relative to gold.

And in- this respect, we are very fortunate in having the Eurocur-
rency system, which is a totally unregulated off-shore market in
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national currencies bearing very attractive interest yields and highliquidity. With this amount of freedom in the system, possibly en-hanced by removing interest rate restrictions in this country arisingout of the recommendations of the Hunt Commission, and with moder-ate management by the Fed, I would submit that the dollar will even-tually be more competitive with gold. It need not be very long beforegold is relegated to the status of other industrial metals.
In this respect then, I am fairly optimistic. But, if the national cur-rencies are managed badly, if we suffer high and variable inflation,people will naturally move away from paper money. They will seekout commodities money, even though it is socially very costly for themto do so. And if it won't be gold, then it will be some other kind ofcommodity.
OK, let me be an optimist then, and suppose that paper moneys aremanaged adequately so thaat gold demonetization is a real prospect.*We would then expect a significant amount of dishoarding of goldfrom official and private stocks. Particularly at the present time whencentral banks have suddenly valued upwards their gold assets verysharply, so that they are three or four times as great as they were, youmight say they suffer from a kind of portfolio imbalance: that thevalue of their gold reserves relative to foreign exchange and otherassets is now very high. Hence they may wish to protect themselvesagainst a future fall in the price of gold by unloading. This then

brings up the question of global inflation arising out of the freeing ofthe official price and unrestricted sales by central banks. Would this
be inflationary? And mv answer is a verv cautious no.

The basic reason is that the price of gold is free to fluctuate. If anycentral bank with a significant gold stock tried to sell it, we wouldget an inflation of a kind, but it would be an inflation in gold prices,not dollar prices. Gold prices of commodities would rise and the priceof gold in dollar terms would fall sharply. But this very fall in theprice of gold would reduce the purchasing power of the holders of goldand would really limit the effective demand for real goods and serv-ices that they can exercise from these gold stocks. Thus, the free mar-ket price provides a very valuable insulating device to prevent anysignificant inflatonary effect coming out of the dishoarding process.Now, the outcome would be very different and would be inflationaryif the IMF Committee had, in fact, tried to peg the price of gold at$140 an ounce or so. Then we wouldn't have the safety valve of thedownward floating price. People could dishoard gold and they wouldn'tforce the gold price down in dollar terms, and they Would better main-tain their purchasing power. Such dishoarding would now be moreinflationary in terms of goods and services. But, as long as we have aflexible market price, then gold simply has book value that cannot beexercised effectively.
I would just mention parenthetically that the IMF Agreement al-lowing free trade among central banks simply recognizes the inevita-ble; we are moving to that anyway and they are simply formalizing itAlready many loans have been made between central banks using goldas collateral at the open market price. And if the IMF didn't put itsformal seal of approval on central banks so using gold, we would havea more disorganized extralegal system.
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Let me then come to the third big issue and that is the concern with

equity. On the surface, the IMF proposal seems highly inequitable.

Here we have these very rich industrial countries with huge gold

stocks writing up their bookkeeping value by a factor of four, and

then we have this one-sixth IMF distribution back mainly to the

wealthy countries at a very low price of $42.22, and finally this very

small tidbit, which is being given to the Third World, to the poorest

countries, amounting to the profits from another one-sixth of the IMF's

holdings. Appearances to the contrary, this does not constitute a bo-

nanza for the major industrial countries. They, in fact, cannot exercise

this purchasing power as we have seen.
You remember Adam Smith's criticism of the mercantilists? The

mercantilists confused gold with real wealth in looking at a nation's

balance sheet. Well, one shouldn't look at the large stocks of highly

liquid gold in the portfolios of major industrial countries as something

that can be effectively exercised to buy goods and services. If anyone

tries to do it, the monetary value of those stocks will simply disappear.

Although it seems inequitable, in fact, the industrial countries are not

getting real goods and services net as the result of this proposed

distribution.
The second aspect of the equity issue hinges on the one-sixth that is

given to the less developed countries. Now, it is probably possible,

Driveln the state of the private market in gold even when central

banks are not allowed to participate, for the ma-rket to absorb a cer-

tain limited amount of gold so that there are significant net proceeds

from such sales. However, there is probably an optimum anmount of

gold to give to less developed countries in order to maximize the profits

or proceeds from the gold sales. And perhaps the one-sixth that the

interim committee hit upon is close to the optimum. I, myself, am not

sure. But, we have already seen a significant fall in the price, as the

result of the tentative agreement.
But a paradox exists. Suppose the interim committee had decided to

be much more generous to less developed countries and said, "chy

don't we give them half of the IMF's gold." In that case, the fall in

the open market price would have been much more precipitous. The

flow of real goods and services, which the less developed countries can

acquire could be substantially less 'if the IMF were to give them half

of the gold as compared to giving them just one-sixth. Thus, it may

turn out by luck probably more than design that the one-sixth is close

to that amount of gold that can be sold off so as to maximize the pro-

ceeds available for less developed countries. So they are getting some-

thing, although probably not as much as we would like. But to give

them more, would require tax financing through regular budgetary

channels rather than taxing international monetary assets.

The only quibble I have with the interim agreement-and this is a

fairly minor quibble-is with the provision to give back one-sixth to

fund members on a pro rata basis, which mainly means giving it back

to the industrial countiies. There doesn't seem to be any great rationale

for this. However, I think that the industrial countries will simply add

this gold to their basically unutilizable hoards, so that this distribution

doesn't matter too much one way or the other.
Thank you.
[The prepared statement of Mr. McKinnon follows:]
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PREPARED STATEMENT OF RONALD I. McKINNoN

Gold Demonetization lan4 the Link to Less Developed Ceauntries

On August 31, 1975, an Interim Committee of the Board of Governors of the
International Monetary Fund agreed to a set of proposals designed to reduce
the role of gold in the international monetary systems and to distribute profits
from the open-market sale of some of the IMF's gold to less developed countries
(LDCs). These agreements remain to be formalized by the Board of Governors

of the IMF, possibly in January of 1976, and to be ratified by member govern-
ments. The new plan follows a tradition within the IMF of attempting to link
international monetary reforms-such as the creation of Special Drawing Rights
(SDRs)-to the provision of finance and largesse for poor countries.

I shall comment first on the overall monetary impact of these new arrange-
ments and whether or not demonetization is the likely outcome; then I shall
analyze the link between successful demonetization of gold and aid to LDCs.

AN ENHANCED OR DIMINISHED ROLE FOR GOLD?

The main provisions of the tentative agreement are:
(i) abolition of any official price for gold;
(ii) eliminate gold in all transactions of member countries with the IMF -
(iii) distribute one-sixth of the IMF's gold to the original contributing

countries at the official price of $42.22 per ounce;
-(iv) sell a further one-sixth onuthe open market and distribute any "prof-

its" above $42.22 to LDCs through a trust fund, the nature of which is yet
to be determined; and

(v) allow free exchange of gold among central banks at the open-market
price, with a temporary (two year) proviso that the "Group of Ten" countries
collectively not increase their gold stock beyond existing levels plus the one-
third sold by the IMF.

On the question of reducing the role of gold within the international monetary
system, there is a discrepancy between the immediate impact of the agreement
and its likely long-run consequences.

If the old official price of $42.22 per ounce is imposed on transactions between
central banks, and if authorities in the industrial economies feel constrained by
prior agreements not to buy and sell gold as a matter of course in the private
market, then a huge volume of official cold hoards is effectively frozen. Indus-
trial countries are loathe to use such undervalued gold to cover temporary deficits
in their balance of international payments. Hence their gold reserves do not
serve as liquid assets-international money.

Once the official price is abolished, however, and trade among central banks
can take place at say, $140 per ounce, then official reserves are unfrozen and may
well be traded more actively. Insofar as the IMEF unfreezes one-third of its gold
stock as well, the role of gold in the international monetary system is further
enhanced in the short run.

However, what happens to the monetary role of gold in the long run-say, in
more than a year or two-can be a quite different story. The termination of offi-
cial attempts to peg the price of gold in terms of national currencies-whether
American dollars or French francs-is a precondition for eventual demonetiza-
tion: the treatment of gold as if it were any other metal. Moreover, it is im-
practical either to destroy existing official gold hoards or permanently enjoin
individual national central banks from dealing in the yellow metal. Permitting
free trade in official as well as private gold holdings simply reflects what is
likely to happen in the absence of any such agreement, and what already exists
de facto in markets for other metals. I believe that the ending of official pegging
and free trade in national gold reserves stands a good chance of inducing
demonetization in the not-too-distant future; hence I support points (i), (ii)
and (v), above in the IIF agreement.

Once official gold is unleashed into a free open market, the decisive considera-
tion in whether it will become "demonetized" resides not so much in the market
for gold itself, but in the market for national currencies-particularly U.S. dol-
lars-vis-a-vis goods and services. In other words, if high and unstable price
inflation-say, as measured by movements in consumer price indices-continued
in the major convertible-currency countries of the OECD, governments as well
as individuals will seek out some commodity "money"-gold or more compre-
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hensive commodity hoards-as a more stable store of value. Movements out of
socially costless paper money into socially costly commodity money would be
further accentuated if authorities peg nominal rates of interest on, say, U.S.
dollar assets. Low ceiling rates of interest on savings deposits, certificates of
deposit, even demand deposits, treasury bills, and so on in the face of substantial
price inflation erode the attractiveness of national currencies vis-a-vis gold and
other commodities. And the attempt to demonetize gold could well fail on this
account.

However, I am more optimistic regarding the future attractiveness of interest-
bearing dollar assets (and those denominated in many other convertible curren-
cies) in being superior to gold and other metals as a monetary store of value.

Much depends on the future policies of the Federal Reserve Bank. If the
Fed convincingly maintains a tight rein on the expansion of the dollar money
supply in the United States, thus throwing out a strong signal that one can expect
future price inflation in dollar terms to be more moderate, this will reduce the
perceived usefulness of gold as a monetary store of value. Liberalization of in-
terest rate restrictions within the United States in implementing the recom-
mendations of the Hunt Commission report would help further. Most fortunately
at the present time, the huge unregulated eurocurrency (eurodollar) market
provides liquid financial assets whose interest rates are competitively deter-
mined. Hence euro deposits in American dollars and other currencies provide
attractive stores of value-for some national central banks' as well as private
firms-that are competitive with gold and other metals.

After all, gold is an inert non-interest-bearing asset whose value can be quite
unstable (as we have observed recently) if not pegged by governments. Hence
only moderately good management of fiat (paper) monies should be sufficient
to transmute gold Into an ordinary Industrial metal.

In summary, I would expect the monetary role of official gold to be enhanced
in the very near future as a result of the IMF agreements, but the longer run
and dominant effect will be to diminish the international monetary role of gold.

THE PRICE OF GOLD AND WORLD INFLATION

If the dominant effect of the IMF agreement is toward demonetization of gold,
and if this trend is perceived as such in financial markets even before the agree-
ment is finally ratified, substantial downward pressure on the price of gold
would result. Although world production of newly mined gold (inclusive of
Russian output) is hard to calculate, the current flow of production and indus-
trial usage is very, very small relative to existing monetary stocks-both official
and private. Hence, the dishoarding of existing monetary stocks could well drive
the price down, for a period of 10 to 20 years, below the mining costs of supplying
industrial needs. In this period, therefore, the open-market price of gold will be
completely dominated by how people and governments view its usefulness as a
monetary asset.

And how will governments likely behave under the new IMF scheme? At the
end of 1973, most official gold reserves were still effectively frozen at the old
price of $42.22 per ounce; official gold stocks were valued at about 49 billions
SDR' out of total official exchange reserves of about 150 billion SDR. Gold was
about 26 percent of the total. The years 1974 and 1975 have been transition years
in the unfreezing process. However, if one now values official gold reserves at,
say. $140 per ounce. then gold amounts to 126 billion SDR: 48 percent of official
exchange reserves of all kinds. Although industrial countries with convertible
currencies have been traditionally very slow to alter their portfolios of reserve
assets, their gold holdings may now appear "excessive" if future demonetization
seems likely. Some may dishoard whereas the remainder will, at least, be un-
willing buyers.

Into this world of reluctant official buyers. we then superimpose the inter-
national distribution of one-third of the IMF gold-about 6 or 7 billion SDR
(dollars) at current prices-points (iii) and (iv) above. Of this, 3 to 332
billion or so is to be auctioned in the open market with any "profits" accruing
to less developed countries. The greater these open-market sales. the sharper
will be downward pressure on current gold prices. Even though the agreement
has not been formally ratified and sale of IMF gold have yet to take place, the

1 Apart from those OECD countries who are party to the 1971 agreement not to hold
official reserves in the form of eurocurrencies.

2 See IMF Survey, Aug. 25, 1975, p. 246. One SDR is approximately equal to one dollar.
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prospect itself has been an important factor in the recent fall in the world pricesof gold.
Are this proposed new distribution of gold, and sharp upward revaluation ofold gold stocks of the OECD countries, likely to exacerbate worldwide inflationbecause they add to the international stock of "money"?
Surprisingly, I submit that the answer is a cautious "no". In order to be"inflationary" in the sense of driving up the prices of goods and services indollar terms, there must be a significant attempt to dishoard existing gold stocks.But any such large-scale attempt will be cushioned by a sharp fall in the dollarprice of gold that reduces the effective purchasing power of the owners of gold.Indeed, this fall in purchasing power may even occur before any sales of goldare actually consummated-as we have seen from recent speculation in the goldmarket over an IMF agreement not yet concluded. The variable price of goldacts as an important safety valve in confining inflation to the gold prices of goodsaend services and hence insulates the dollar prices of goods and services frominflationary pressure.
On the other hand, if the IMF interim committee had unwisely chosen to pegthe price of gold in terms of a "cocktail" of convertible national currencies at,say, $140 SDR (dollars) per ounce, and then allowed free dishoarding, such asystem would have been highly inflationary. The purchasing power of the ownersof gold would be maintained even -as they dishoarded to acquire real goods andservices. The fixed high price of gold would then have exacerbated price inflationmeasured in national currencies, and contributed further to the debasement ofthe dollar, franc, guilder, and so forth. Fortunately, the interim committee chosewisely to allow the price of gold to be market determined, and so defused muchof the inflationary potential from the demonetization process.

AID TO LESS DEVELOPED COUNTRIES AND DEMONETIZATION

One might well be concerned with the equity of IF Interim agreement. Afterall, it appears as if industrial countries are achieving a sharp upward valuationof their own gold stocks and receiving one-sixth of the IMF's gold at a low $42.22price; whereas LDCs are merely rpoiving the proft on an additional one-sixt.
Should the demonetization process not be directed more toward favoring theworld's poorest countries?

I would submit, however, that the worthy demonetization objective is itself inconflict with the idealistic notion of transferring resources to the poorest coun-tries. The more successful the demonetization program, the more the internationalprice of gold will be forced down and the less will be the profits from sales ofIMF gold. Equity considerations are not as important as they might first seem.Although the gold hoards of the industrial countries may be valued upwards inan accounting sense, they really don't have the option of collectively dishoardingon a significant scale without driving down the open-market price of gold andthus diminishing the value of their own gold reserves. Hence, the mere accountingrevaluation of reserve assets does not, from a collective point of view, increasethe command over real goods and services of the major Industrial countries be-cause they dominate the market for gold. The industrial countries are not receiv-ing the bonanza it might seem at first sight.
On the other hand, the non-oil-producing LDCs are likely to be a much smallerfactor in the gold market. And some limited sales by (for) them may be possiblewithout precipitously driving down the price of gold. Hence relatively modestdistributions of the IMF's gold to LDCs, as has been proposed by the InterimCommittee, may succeed in transferring a one or two billion dollars in realresources to needy countries.
Paradoxically, the real resources transferred to the LDC's may actually declineif they are given a more generous gold allotment! Suppose, for example, the In-terim Committee had decided to sell off half the IMF's gold in the open market,with the profits (sales at prices about $42.22 per ounce) put at the uninhibiteddisposal of the poorest LDCs. This could well cause the price of gold to fall so-sharply that the profits available for LDCs are actually less than they would beunder their one-sixth allotment. The private market is simply not robust enoughto withstand very large sales of official gold. The amount of gold that can bedeliberately sold off to maximize official "profits" is probably quite small-andperhaps the Interim Committee's guess of one-sixth is as good as anybody's.Given the temporary and modest nature of the "profits" from officials IMFgold sales, my own preference would be to have these profits simply added to theoil facility of the IMF without creating a whole new trust fund.
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SUMMARY OF CONCLUSIONS

(1) Whereas the Interim IMF Agreement may have the immediate effect of
making official reserves of gold available for monetary use, the long run and
likely dominant effect is toward demonetization with gold becoming a more purely
industrial metal.

(2) As long as the price of gold is market determined, the revaluation of
official exchange reserves and new gold distributions should not exacerbate global
inflation.
. (3) Given the demonetization objective, only relatively modest amounts of real

resources can be transferred to poor countries by selling off IMF' gold. It is not
clear that the IMF's present proposals are "inequitable."

Chairman REUSS. Thank you. And next, Mr. Wilde.

STATEMENT OF FRAZAR B. WILDE, CHAIRMAN EMERITUS,
CONNECTICUT GENERAL LIFE INSURANCE CO.

Mr. WIiDE. Mr. Chairman and gentlemen, my name is Frazar B.
Wilde. I used to be connected directly with an insurance company,
which means a large exposure to handling money and the relationship
of that money to the economy. Today, I want to try to answer, partly
indirectly and partly directly, the very pertinent questions the chair-
man has brought before us, namely, the treatment of gold in the Inter-
national Monetary Fund and the future of gold in the world economy.
It raises many questions.

We have, in our Secretary- of the Treasury, Mir. Simon, an especially
able official in-that office, and'I respect his judgment. But when it comes
to the matter of refunding the gold in the International Monetary
Fund to the original subscribers or to its conversion to other uses, I am
compelled to raise what seem to me to be relevant and important
questions.

In the late 1960's, the new SDR reserve asset was developed, with the
first actual distribution taking place on, January 1, 1970. May I inter-
ject at this point the recognition that the chairman and Secretary
Fowler and Secretary Dillon were all participants in that very valu-
able contribution. I was a minor participant, so. I know how. well they
worked on what to me ought to-be, for the future, a useful contribution
to the world order. It was intended to contribute to more orderly
growth in world reserves and a more stable exchange market. The SDR
was a substitute for reserve currency and fixed-price gold. reserves.
Many feared that the value of gold reserves would not keep pace with
the needs of world trade and finance.

Since 1970; the Bretton Woods system has not worked effectively,
not necessarily because of the failure of its terms, but because of the
failure of countries to use it properly. The world exchange markets
have been largely operated on a so-called floating exchange basis. This
is a floating exchange system that has not been free, but heavily manip-
ulated by the different countries as they saw best and in their own
interests.

In the paper this morning there is an announcement that the
Japanese have spent $100 million of American dollars to prevent the
American dollar rising.

Now, the floating exchange system has apparently worked rather
well on net balance, but that; is because of relatively good conduct on
the part of many countries. We should not go into a beggar neighbor
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program, which happened after 1931. But on the other hand, the idea
that it has worked entirely well is, in my judgment, a debatable one. We
have had very serious losses in commercial transactions. And let us
not forget that with the American dollar, after two devaluations sell-
ing at 10 to 20 percent discount, foreigners have been able to buy our
assets at this discount. If they want to buy United States Steel or if
they want to buy a forest. they can get a verv handsome discount. *We.
in turnl, pay the full price for foreign oil. which they buy at a discount.
In fact, it has been alleged that one of the reasons for the last 10-percent
increase in foreign oil is because that while our dollar has depreciated.
most of the dollars we paid them were below the values originally
estimated.

So, it is the judgment of many that we ought to return to a more
stable, but not necessarily fixed, foreign exchange system, if our country
and the world are to enjoy maximum real growth without inflation.
Since the new monetary and exchange system have not yet been de-
veloped, the amount of reserves necessary to support the system or the
role of gold, if any, in the system cannot be determined. Gold may play
a significant part in the future system.

Historically, gold has been involved both in national monetary
measures and in international trade. As a result, it is deeply imbedded
in the traditions and practices of individuals and countries.

We were obliged to eliminate its place in our domestic economy
because we were not willing to accept its discipline. This point of view
was made strongly many vears ago by a famous candidate for thePresidency, W.;illiam _Tennincr fliIvn-, ,n 1896, 'who said we could no
longer be crucified on a cross of gold. We did not, however, abandon
its role in domestic transactions until 1932, and then we still contained
a proportionate gold reserve. It took 36 years to get gold out of our
System.

Because of this world history and tradition, we can have no as-
surances that a new plan to regulate international currency matters
will not return to some insistence on the use of gold, at least in part,
as an international reserve. Countries and civilizations have moved
away from gold in the past only to return to it in some form at a later
date. Furthermore, any conference on international currency matters
must merge the different interests and approaches of diverse nations,
cultures, and economic systems, and find the common denominators
upon which all can agree to operate. The history of gold in peace and
war suggests that its abandonment as a reserve by the IMF before a
ncwv system is developed may be premature.

America no longer speaks with the same authority as in former days.
A new plan can. and probably should, be developed without the use
of gold, but it will not be easy, and it is not before us as yet.

There are pedestrian reasons to retain gold supply within our own
country and control. Gold is an especially valuable metal in modern

technology. The total usage is not large, but it may increase. It is the
best known metal for sophisticated use in highly technical miniature
machinery and electronics because it resists corrosion almost entirely.
Its use in jewelry and in the arts is significant. The concept of gold
as value is deeply embedded even in our sophisticated society. Today
there are still people who believe in formal marriage and gold wedding
rings. Since the supply of gold in our own country does not increase
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to any significant extent, we ought to keep what we have for specific
uses now known, or which may develop.

The proposal for the elimination of gold as a part of international
reserves raises questions which are full of contradictions. If the central
banks can buy and sell gold, it is quite likely that gold will become a
more active speculative commodity. Instead of being eliminated as the
basis of foreign reserves and a stabilizing influence in the exchange
system, the fluctuations of currencies relative to each other and to gold
can enhance gold and deny the overall project which our country sup-
ports of eliminating gold as a basis of a new international plan. It can
also have an impact on the international problem of inflation. The gold
distribution can act in a deflationary manner in some countries, partic-
ularly in those countries which this proposal is thought to help. Any
poor country with a history of gold hoarding is liable to be hurt more
than helped by this proposal.

If there is one thing that both domestically and internationally we
need to solve, it is the overall question of establishing price stability.
While we all realize that absolute stability is unattainable even if we
follow the Russian route, we do want a relatively free system to do
everything possible to maintain steady growth with relatively sta-
bilized prices. The present price chaos arisinog only in small part from
the incredible increases in energy costs will be partially mitigated if
we show the courage to use rational measures both of conservation and
increased supply. But our country and the world economy cannot be
stable in price and growth if we increase monetary reserves in the
world by such figures as maybe four times, which has happened. The
unregulated growth of world reserves and the distribution of reserves
without regard to production can only Iead to inflation and instability.

A basic question is raised under the proposal before us today, that a
portion of our gold refund would be allocated to underdeveloped coun-
tries. We have a great interest in the third and fourth level nations of
the world, and properly we would like to help them in every way we
can. But, the subject is a large one and very complicated. The amount
of aid which America is asked to' share with these countries is very
large. Some of the figures that have been suggested are staggering.
While the allocation of the increase in value of our gold deposit to
these countries might be helpful in the short run, because of the funda-
mental nature of the subject and its magnitude, it seems only proper
that all of our aid 'be made directly as a result of congressional debate.

Frustration among developing countries over their unstable com-
modity earnings and over the reluctance of developed countries to ap-
propriate what are believed to be adequate development funds, has
caused the developing countries to seek alternatives for bypassing this
Congress and other legislative bodies. We deposited a portion or our
national savings in the IMF in the form of gold and currencies to
contribute to a world transaction and exchange system. The World
Bank and the IDA rather than the IMF, were established as develop-
ment agencies. To transfer and convert the increase in value of assets,
which we contributed, from a transaction and exchange system to a
foreign aid program by executive agreement seems to bypass the coii-
stitutional prerogatives of this Congress to control our domestic mon-
etary system and to appropriate and authorize the spending of our
national resources. Our share in that distribution to developing coun-
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tries would be approximately $500 million, a larger sum than many ofthe disputed sums before the new Budget Committee. The final deter-mination and appropriation in the case of AID programs should comefrom Congress. The present project would appear to be a simplifiedversion of finding some money you didn't know you had and giving itto the first charity that seems worthy to you. Foreign aid to me is toobig a subject and too important to be treated in any way except by thefull legislative process and by careful, very thorough consideration.
In summary, my position is that we should not support the presentplan to refund a portion of the gold in the International Monetary

Fund. We should accelerate our efforts to reestablish an interationalforeign exchange system and carefully review the international po-litical need for gold in that system. We should review new proposalsfor their possible impact on growth and price stability in this countryand in the world at large. We should review all aspects of our directand indirect foreign aid programs, including a review of the appro-priateness of transferring funds authorized for one purpose to anotherpurpose. And, finally, before we agree to strip the IMF of its gold
reserves, we should be certain that it can function in a constructiveand noninflationary manner without them.

Thank you for your consideration..
Chairman REUSS. Thank you very much, Mr. Wilde. I want tothank the entire panel for an extraordinary contribution. As has beenpointed out, we in Congress ultimately have to act on any agreementto amend the IMF articles that the administration in power brings.back to us. Therefore, it has been the general view of our committeethat to the extent that we may give advice beforehand on what kindof agreement we would be disposed to ratify and what kind -wewouldn't, it is our duty to speak out so that the administration isnot stopped or even entrapped because of our silence. That is whywe are having the hearing this morning. Even though the IMF in-terim committee made what it termed an agreement on August 31,there is a place of repentance; namely, its meeting again in January.So, if we can head them off before thev do something rash, whichwould cause us to have to repudiate them later, now is the time to do it.Bearing in mind that it is probably impossible for the world moneyauthorities to answer every question in an agreement early next year,or even to answer in a considerable number of questions, wouldyou not agree that there are certain things which they should not do?Let me see if I can distill out of the testimony of Mr. Fowlerand Mr. Machlup. and to some extent Mr. de Groote and Mr. Wilde,

a consensus on that. What the IMF interim committee has tentativelydone on new quotas and on the elimination of the gold tranche seemsto me good. We ought to give them a pat on the back and tell them togo ahead. We will be in ratifying mood if they bring that back. unlessother particinants turn out to be dogs-in-the-manger and will notagree to the little that is good, because we fail to agree to the greatmass that is bad. So we can then expect something on quotas.
Everyone here is for our passing favorable judgment on the goodwork done bv the negotiators on the two aspects of quotas: namely,the new numbers and the leaching out of gold from the gold trancheIs that correct?
Mr. DE GnooTE. Yes.
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Chairman REUSS. Fine. One hates to be purely negative. So, I did
manage to say something good about that.

Tlhereafter. how ever, one gets into trouble. Nothing was done about
the fixed-floating exchange rate controversy; that was put over until
January. This committee, in the past, has given plenty of advice to
the administration on exchange rate policy. I have been completely
supportive of Secretary Simon. I think he has been quite steadfast in
the national interest there. And this committee has fully supported
him, so there is nothing new to be said on that.

Let us. however, get on to the business of gold.
Would it be a good idea to give an indication now to the admin-

istration that the Congress would not be disposed to ratify a change
in the IMF articles which could allow central banks to increase their
gold holdings above what they may buy from each other? In other
words, not to let the IMF dispose of its store of gold by selling, giving
or donating it at a cut rate back to individual central banks. That
woul( l seem to be the fundamental principle.

Mlr. FOWLER. Yes, as far as I am concerned, yes.
Chairman REiJss. Let me go down the line. What would you say

to that as a congressional sticking point? You notice I stayed away
from suggesting that all the countries agree next January on an
excellent gold substitution proposal. like the one, for instance, offered
by Mr. de G-roote, because I think it is a little unrealistic to impose
thnat kind of a time burden on our own negotiators.

AM~r. DE, GRoorE. May I intervene on that point, Mr. Chairman.
Chairman REuSs. By all means.
Mr. DE GROOTE. The issue here is that of an enabling clause in the

amended articles of the IMF. What is not envisaged in the proposal
I submitted to you is to open now, at once. a gold account for the
central banks with the hope that countries like the United States or
Bl~einnm or other countries would now deposit gold to that account.
Tlnt would be unrealistic at this stage.

*What could be done, however. is to open a substitution account to
consolidate and convert some of the Fund's gold and precisely that
one-sixth if it cannot be sold effectively on the market to achieve the
aims that have been decided for that one-sixth; namely. to help
developing countries. Furthermore, one could certainly, after amend-
ments, open up a consolidation account whereby the Fund would con-
vert Dart of its remaining gold aginst SDR's that would be used for
the developing countries. This is a clean solution and an easy one.
Tt is a clean solution also politically speaking, because now expecta-
tiolls have been built up and developing countries believe that thev
will be helped out of the sales of that gold. As Professor Machlup has
shown, anyway, it doesn't amount to much, but even then it amounts
to -robablv less than is hoped by them.

There is a feeling amonf some verv able and responsible spokesmen
of develoninr countries that if this idea of grold sales has been at all
sunported. it is not in order to help those countries but rather to exert
a downward influence on the gfold price. This is a verv Unhappy inter-
pretation of the decision. So. I really believe, that the idea of a sub-
stitntion account is realistic. very much indeed. for that fraction of the
gold of the fund that should be nsed for developing countries.

Second. as far as countries' gold is concerned, nobody would im-
agine that such a consolidation account could be put into operation
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today, but what should be done is to have in the articles of agreementan enabling clause whereby countries Would be in a position to opensuch an account when the circumstances warranted it.
I would find it an extremely unhappy decision if in the new articlesof agreement this possibility was not envisaged. I haven't seen anygood argument stating it is better not to have such an enabling clausethan to have one.
Of course, we dont know what might be desirable a few years fromnow. I firmly believe central banks one day will find it better to have apossibility to acquire an asset that has some known value than to de-pend on an asset that is submitted to the vagaries of the price of thegold market and that they cannot sell if they wrant to use it.
So, I would think it would 'be highly desirable in the new articles ofagreement to have the possibility for an enabling clause to be intro-duced and put into operation immediately after the amendments for afraction or the totality of *the remaining 'fund's gold and later forwhatever is desired for the countries' gold.
Chairman Rimuss. Unless I am mistaken, so far there isn't a wordabout this in thbf interim committee's announcement?
Mjar. DE GROOvE. This generally has been a desire expressed that theinterim committee would first study the issue of a consolidation ac-count. This me. ts, of course, with great opposition from the spokesmenof a number of important countries. When the Board of the Interna-tional Monetary Fund discussed this, there were first only two Execu-tive Directors who, in fact, proposed a solution along those lines and

it met with Opposition in the 'beginning. I now have the impiression
people are getting used to the idea. Anc the reason I submitted to youthis kind of proposal worked out in detail was not to take your timeup, but to show that it is practicable and it is possible.

Chairman REUSS. Let me ask you this. Do the French want this? Dothey want a substitution account?
Mr. DE GRoOTE. No; certainly not at this stage.
Chairman REUSS. I am looking for some way to tell the French, whohave caused so much. trouble you know, that they were right aboutsomething. Is there anything we can tell them?
Mr. DE-GROOTv. All the developing countries have taken the positionduring the discussion of the IMF in favor of a consolidation account,and so have the executive directors of a number of industrializedcountries, 'but I don't think, up to now, the French are in favor of thatidea. That idea would ultimately strengthen the position of the SDR'sin the international monetary system and would tend to replace goldby SDR's. It would really mean a very direct step in that direction.
Chairman REuSS. Thank you.
Now, let me restate the proposition that I stated earlier, and theproposition is that whatever other advice Congress may give theadministration to be taken into account in the negotiations when theyresume in January, but it should include the following; namely, thatcentral banks, while they may acquire gold from each other at what-ever price they agree to pay, that they cannot acquire gold either fromthe International Monetary Fund or the open market. Do you agree

with this advice?
M r. FOWLER. Mr. Chairman. I would qualify that as to the part thatwould maintain the present official price of gold, I would say that weleave that in the articles and don't abolish it, and I think that wouldhave the effect of keeping the central banks from buying and selling
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to each other at the official price, leaving them the current recourse
that they.have of pledging thle gold for borrowing from each other,
like Germanv and Italy

Chairman REUSS. So you would advise eliminating the present offi-
cial price?

Mr. FOWLER. No, I would not.
Chairman Rriuss. You would keep it?
Mr. FOWLER. I would keep the present official price because that is

the only way I see to maintain and affect the development of a system
of buying and selling between central banks at prices that do not
move up as the market price. as the private market price moves up.
Thereby, you would have a little club that, in effect, prevents the up-
valuation of these reserves. So I think the maintenance of the official
price at this 'time for trading with each other. that is, the purchase and
sale between central banks, is important. In addition to that, I would
also try to maintain the proposition tHat you could not buy gold from
the private market at any price, which would be adding to the supplies
of gold within the workings of the monetary system.

Chairman REuss. Before I reput the question, Mr. Machlup, let
me say this. Mr. Fowler, I am not sure that I agree with your percep-
tion that removing the official price of gold would be all that much of
a re-enthronemnent of gold. But, I thank you for making your posi-
tion clear.

Ml. FOWLER. Well, I tried to give you my reasoning on that in mv
prepared statement in the portion that I did not read or did not cover
in my oral remarks, but you will find that in my prepared statement.
You will find my exposition for the proposition that amending the
Articles to remove the official price of gold will make legitimate what-
ever activity the central banks carry on with each other in buying
and selling gold, or if they choose to go into the open ,market to buy
gold.

Chairman REnSS. But, the proposition I put would prevent central
banks from choosing to go into the open market.

Mr. FOWLER. Would prevent their choosing to go into the open
market, but not buying and selling to each other at $100 an ounce or
$120 an ounce. or whatever they might negotiate.

Chairman REUSS. In other words, you think the proposition I put
would be too soft on re-enthronement of gold?

Mr. FOWLER. Precisely.
Chairman REUSS. For I am simply putting this out for precisely

the kind of comments I have gotten.
Well, let me put the original proposition, then, to Mr. Machiup,

which is that Congress' sticking point may well be that central banks
should not purchase gold, irrespective of price, from either the open
market or the IMF, and thus they could purchase only from other
central banks.

Mr. MACHLUP. Mr. Chairman, for what period could such prohibi-
tions be stipulated? I don't think it would be wise to say that never
would a central bank be permitted to purchase either from the IMF
or from the free market any amount of gold.

Chairman REUSS. The period would be until the rule is changed
for good and sufficient reasons.

Mr. MACGLUP. Yes, but if we think of the articles of agreement,
I doubt that we can formulate such a provision in a section or para-
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graph in the articles of agreement. I agree fully with Mr. Fowler
that we would "lock in" the gold, so to speak, if we continued the of-
ficial price or official valuation of gold. He is quite right in that. but
I do not believe we could, for practical-political reasons, insist on that,
because too much has already been officially said on this issue; indeed,
your committee, Mr. Chairman, has proposed to the administration
that we abolish the official price of gold.

Chairman REUSS. Let me say on that, however,, the fact that our
committee has said so, that doesn't mean that -we are going to, if weare wrong, not change our minds. W17e can change our advice.

IHowvever, I have still to be convinced of that.
Mr. MACITILUP. Yes, we should also consider that we would be the

onily country taking this position. In most of our wishes. desires, and
hopes we are joined by some other countries. I believe, if we wanted
to continue the official price of gold, we would probably be completely
isolated and I doubt that this would be a good stance for negotiation.
What I would like to see undone is the agreement to restitute one-
sixth of the Fund's gold to the national monetary authorities; such
restitution would be precisely the opposite of what ought to be done.
W1"e want the gold from the national authorities consolidated in an
international pool. The interim committee would "deconsolidate"
gold, would distribute something from a supra national pool that al-
ready exists. So, really, the reform would go into the wrong direction.
This ought to be avoided.

Chairman REUSS. If I mav interrupt at this point? Maybe, if in a
COuple of years, 1e corre t1 our 6enseswe would be paynig people
$1.50 an ounce for what we just sold them at $42 an ounce.

Mr. MACUIILUP. Precisely. I think if one foolishly takes a wronog road,
one should not go in the diametrically opposite direction.

Chairman REUSS. So you would say no restitution?
Mr. MACnrLuT. No restitution. That would be one thing. Another

thing is the "no pegging" rule ought to be clarified. Many people mean
by "peg" only one peg in only one hole, but there has never been just
one peg. There always was a double peg, one for buying and one for
selling. And I am afraid that, without clear definition. countries will
say: "I am not pegging. I am buying at this, price and selling at an-
other price." It should be stated quite explicitly that any official pur-
chases of gold in magnitudes large enough to support the market price
is not legitimate and must not be permitted.

I question that a 2-year period for this restraint is enough. The in-
terim committee declared that after 2 years every country can do what
it likes. Here I come to the v ery dangerous speculations of my good
friend. Professor McKinnon. when he said that the countries would
have no incentive to keep their gold or to purchase more of it, or, as he
put it, to continue hoarding gold. If a few central banks, say, six
national monetary authorities own an amount of gold that is some-
thing like 30 times the annual world output of gold, they have an in-
centive to keep the price from fluctuating and not to allow private
speculation to lower the price too much. The French have already been
burned, by the fluctuating gold price. After the Martinique agreement
they revalued their gold. changing the valuation from $4.4 billion to
$17.2 billion on their books. Of course., this was expressed in French
francs. They made a paper profit of $12.8 billion, and now, since the
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market price has fallen, they have to reduce the valuation and the
profit. It is clear that central bankers will want to avoid large fluctua-
tions of the gold price.

There may very rwell be a group of, let us say, six central banks
that will agree not to let the price fall so much that they become
embarrassed. And their intervention would be a type of pegging, on
the basis of a gentlemen's agreement to support the price from going
down too much for their taste.

I submit, therefore that the rule of "no pegging" ought to 'be
clarified. It ought to be stated that there must be no official action to
support the price of gold, or to keep the price of gold from falling.
Conceivably, one might agree on a lower limit, say, below $70 an ounce
or something like that level. But, as I say, something ought to be
done to clarify the arrangements. Otherwise, we are really back to a
situation where a few countries can fix the price of gold, not only for
themselves but practically for the entire system.

Chairman REUSS. So you would say, in terms of what advice Con-
gress should give to our negotiators in the January session, to (1)
delete the restitution provisions; and (2) draw the pegging clause
up so it reads not just pegging, but any other kind of manipulation?

Mr. MACHLUP. Right.
Mr. FOWLER. Mav I interrupt there, just to say that playing around

with the tightening and modification of these additions or arrange-
ments that were stipulated in the interim agreement about pegging
and so forth ignores the fifth point which is made, which obviates
everything.

And that fifth point in the agreement on gold is that each party
agreed that these arrangements will be reviewed by the participants
at the end of 2 years and then continued, modified, or terminated, and
any party to these arrangements may terminate adherence to them
after the initial 2-year period. After the initial 2-year period, it is a
free ball game.

Now, under the present articles of agreement, which all of these
countries have entered into, including the United States, as I under-
stand it, article IV or section 2 on gold purchases based on par values
states:

"The Fund shall prescribe a margin above and below par value for transactions
in gold by members. No member shall buy gold at a price above par value plus
the prescribed margin or sell gold at a price below par value, minus the prescribed
margin.

Now, when we strike that provision out of the articles of agreement that we
have entered into with all of these countries without having an adequate substitu-
tion of a consolidation or some other type of arrangement that accomplishes
the objectives of monetary reforms to reduce the role of gold and enhance the
role of SDR's, we have given the ball game completely away. As far as the
negotiating position of the United States is concerned, I consider it to be very
strong in that regard, particularly as we stand here, as I have indicated, some-
thing of a trustee for the morality of the previous arrangements under which
many countries accumulated dollars.

Mr. MACUELUP. Fine, but Mr. Fowler, read from the section about
"par values." But, the United States itself gave up-

Mr. FOWLER. I understand that. We all sinned, insofar as we have
moved away from the fixed system, but one sin does not justify another
sin.
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Articles will not be very helpful. I agree fully with you on our
aims but not on our negotiating stance. If I had to negotiate an
agreement that would bar countries from acquiring gold at whatever
price they were willing to pay, I would not rest my argument on a
provision that forbids gold purchases above par values, if at the same
time I was opposed to the establishment of fixed par values.

Chairman REUSS. Well, if I were a negotiator devoted to getting a
good deal for the United States, I would be very grateful to Secretary
Fowler, because I could then say, "look, if you don't take what we've
got here, you are really going to get it." So, I think it is a very useful
thing he has put on the table.

But, let me finish up, Mr. Machlup, with your advice to these advisers
here in Congress. You said (1) no agreement to restitute gold to the
IMF members and (2) fix up the pegging sections so that covers not
just pegging but all forms of manipulation.

However, are you going to allow making thoroughly legal the buy-
ing by central banks of gold in the open market?

Mr. MACHLuP. I would not. I would most decidely oppose it.
Chairman REUSS. Well, then, you are advising us to advise against

it?
Mr. MACHLUP. If you have that power of persuasion, I would be very

much in favor that you use it. Let me say again that there should be no
further purchases of gold for additions to national monetary reserves.
On the other hand, if you agree to the sale of one-sixth of the IMF
hoildings. in ordepr to give the benefit of the profits to the less developed
countries, will you really try to do that and yet insist that the mone-
tary authorities are not permitted to buy any part of that gold?

Chairman REUSS. Well, I will tell you my personal disposition. I
think that this little crumb to the less developed countries is an illusion
anyway. I don't see why we should louse up the whole package to make
the less developed countries' finance ministers a little happier for a
few moments. I don't think it will really help them much anyway.
As Mr. Wilde said, if you want to aid the less developed countries,
which I happen to do, give them multilateral aid.

But, anyway, you say "no" to purchases by central banks in the
open market. What do you say to purchases by central banks of the
one-sixth which they have set aside for the less developed countries?
I don't propose to be in the position of denying that crumb to the less
developed countries. So I think I favor that crumb to the less developed
countries. Do you want to pay the price of letting the national central
banks end up with more gold that way?

Mr. MACriLuP. The international monetary system would not end up
with more gold. The national and international authorities would still
have the same amount of gold.

Chairman REUSS. Of course, there is a big difference between the
multilateral IMF owning the stuff where its disposition at least has
to be voted on.

Mr. MACHLUP. Perhaps one could at least say that the national
authorities should not be permitted to buy the gold with their own
currencies. If a central bank buys gold with its own currency, this is
far too cheap, because you can print any amount of your currency at
practically no expense. It takes only a little ink.



Chairman REUSS. W~ell, thank you very much.
Now, Mr. McKinnon and Mr. Wilde, I am about to call on you, but

Senator Taft has been extraordinarily kind. I have gone much beyond
my 10 minutes. I want to give you full opportunity to answer that
question, but first We will turn to Senator 'Taft.

Senator TAiF-r. Thank you, Mr. Chairman.
Your knowledge in the field exceeds mine by some great amount. I

think the time limit might already be up on me at this point.
Professor Machiup, with the current system of the floating ex-

change rate and the freedom of the capital mobility and interest rates
suggested by Professor McKinnon, doesn't the question of which
reserve assets to hold and how many to hold become somewhat
academic?

Mr. MACHLU'P. I am sorry. I did not quite hear the last part.
Senator TAFT. I said, with the flexibility of exchange rates, as ex-

plained by Professor McKinnon, does't the question of which reserve
assets to hold and how many reserves to hold become somewhat
academic?

Mr. MACEiLt-P. WJTell, we do not have really full flexibility of ex-
changc rates, and I do not think that ewe shall have it in the future. We
shall always have managed floating. With managed floating, the
various national monetary authorities need reserves in order to inter-
vene in the market. And, hence, the magnitude of their reserves is
quite important for the working of that system of managed floating.

For example, there may be an excess sulpplv of their own currencies
in the foreign-exchange markets. If they have very large reserves, they
can prevent their currencies from going down in the exchange markets
and the whole process of international adjustment is thereby
jeopardized.

Uncontrolled increases in reserve holdings will make the svstem of
managed floating largely inoperative, because the national authorities
can, with their large reserves, intervene so much that we are virtually
back at a system of fixed exchange rates.

Senator TAFT. So we are trying to eliminate the managing to the
extent we can?

Mr. MACHLUP. That is right. And, therefore, we have to see to it
that monetary reserves are as small as possible and cannot be increased
at will.

Senator TAFT. Professor McKinnon, did you wish to answer?
Mr. MCKINNON. I would just make a little amendment to Professor

Machlup's comment. *When national central banks enter the foreign
exchange markets to support their currencies, they almost always
enter using dollar reserves. Dollars are the intervention currency. Now,
insofar as gold is going to be mobilizable to support the kind of inter-
vention that Professor Machlup suggested, somehow each national
central bank in Europe has to be able to sell off its gold and acquire
dollars, and then- use the dollars for the managed intervention. But,
it is precisely the attempt to sell off these gold hoards that will be
driving down the price, and be self-defeating.

Mr. MACLIup. If other central banks won't buy.
ir. McKINNoN. If they won't buy it on the open market.

Mr. MAKcEup. But they will buy it. They will buy it directly.
Mr. McKINNoN. It becomes a difficult issue. If there was an official

price for gold, then each national central bank would be assured of a
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market at that official price. Once there is a free market and the realpossibility of demonetization in the future, central banks start to getleery about how much of this gold they want to pile up. And I don'tthink they view this quadrupling of the book value of their gold as areal asset which they can use.
Senator TAFT. Going on from that point w ith respect to the questionof inflation following upon a revaluation of gold, wasn't it the infla-tion that caused this current situation?
Mr. AcCIKNN-,-oN. You mean the breakup of the Bretton Woods sys-tern in 1971 when we changed the par value?
Senator TAFT. Yes.
Mr. KcKTNN-oN. Yes; I think that was a bookkeeping exercise topermit the U.S. dollar to depreciate vis-a-vis the European currencies,but it was preceded by the high rate of inflation in the United States.Senator TAFT. Ahether we demonetize gold or not. won't the attrac-tiveness of the dollar depend on Our own conduct and policies here inthe United States?
Mr. McKINN-oN . Verv much. If we mismanage paper monevs, peoplewill gravitate toward this socially costly form of holding wealth asyellow metal. But. if we are willing to take the step of actually freeingthe gold market, this sets up the opportunity at least that gold will bedemonetized.
Senator TAiT. The thing that concerns me is it seems to me as wedemonetize gold, the tendency will be to turn to the dollar as the ex-change medium again. And I am not sure we are willing or able torun olur owrn fisca and nmnnetn,- " - iavav that will be astabilizing influence upon the world monetary situation.
Mr. McKiNNoN. Well, under the managed floating that ProfessorMachlup alluded to, there has been very extensive intervention bynational central banks using dollars. It is not all that different a stateof affairs, although there is no longer a formal parity in dollar terms.Seven European countries are floating together in the snake and inter-vene in each other's currencies. But, otherwise, most interventions arein dollars. For example, when the Japanese Government intervenesin a highly managed way to support the value of the yen, it uses dol-lars and uses them about as extensively as they ever did under theold fixed-exchange system.
Senator TAFT. Do you think that will continue to be true?Mr. McKINNoN. Yes; independent of the gold policy.
Senator TAFT. Is that a concern we should have, to try to preventthat from happening, to try to eliminate it from happening, or what?Mr. McKINNON. Well, it is a great convenience to the rest of theworld to have a single intervention currency -which is also an attrac-tive asset for national central banks. Otherwise, each central bankwould find itself in the situation of having to hold 30 or 40 differentcurrencies. That would be not only cumbersome, but would raise thepossibility of intervention at cross-purposes. As long as they inter-vene only in dollars and the United States stays relatively passive inthe foreign exchange markets, then the system works quite well. Wecan put up with a lot of intervention without conflict.
Senator TAFT. But, it is true that the conduct of our own fiscal andmonetary policies then does have an effect upon the whole picture?Mr. McKI:N\-ox. That is true. The United States is still the balancewheel of the system, basically.
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Senator TAFT. You don't see any way of eliminating that in trans-
actions ?

Mr. MCICNNON. Well, it is a question of voluntary choice on the
part of other central banks, on the part of other countries. I mean,
nobody says that you have to intervene in dollars. They don't have to.
They can try something else, or they said not intervene at all. WV'e are
not forcing them into this mode.

Senator TAFT. Mr. Fowler, you have to deal with this. Do you have
a comment on that?

Mr. FOWLER. Just on that last question. I think the negotiators in
the Committee of Twenty spent a good deal of time in considering
whether or not multi-intervention, using currencies other than the
dollar, whether a system of that sort could 'be arrived at. There is a
good deal of technical literature on that in the so-called outline of
reform, a report that was submitted in June of 1974. So that I am not
prepared to make any judgment on where the discussions in the nego-
tiations came out, except to know that multi-intervention through the
multiple-currency approach has been fairly carefully examined at the
technical expert level.

Mr. MCKINNON. I might add, with no solution forthcoming; that is.
no easy technical solution for multiple intervention on which people
can agree.

Senator TAFr. If there is no agreement, perhaps we'd better be more
ready to tailor our own fiscal monetary policies to that reality, if it is
going to continue?

Mr. MCKINNON. At the present time, I would say "yes."
Mr. MACHLtP. Perhaps it should be stated, Senator, that the Treas-

ury Department, in a proposal 2 years ago, tried to reduce the freedom
of management. The propQsal provided that, if the reserves of a mone-
tary authority were either rising above or falling below some norm.
it should take adjustment measures. It should either allow the ex-
change rate to adjust or they should adjust their fiscal and monetary
policy to restore balance. Here was an attempt to limit the freedo m
of managing the floating system in a completely uncontrolled fashion.

Senator TAFT. Thank you very much.
Chairman REuss. Mr. McKinnon, then, let me restate the proposi-

tion I was presenting to your colleagues at the table.
Do you think it is in our country's national interest now to coop-

erate in bringing about an amendment to the IMF articles whereby
one-sixth of the IMF's gold will be returned to its contributors at a
$42 an ounce price?

Mr. MCKINNON. Let me say first that I agree fully with the idea of
getting rid of gold as an bfficial monetary asset on a long-term basis
and with eliminating IMF dealings in gold. The question of restitu-
tion should not be a central issue; that is, the one-sixth going back to
the original contributors is of relatively minor importance. But, I
would be in favor of no restitution if that is the consensus view here
and if there is no violation of some legal clause of the original agree-
ment by which the gold was given to the Fund. I am not a lawyer.
However, if the Fund is just simply viewed as a custodian, do-not the
contributors have some legal claim? But provided that there is no vio-
lation of any legal claim of that sort, I would go along with the con-
sensus view on no restitution.
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Then' I would agree fully with with Fritz Machliup that we should
abolish the official price and go further with his rider to prevent some
subgroup of major central banks from setting up an informal peg, and
trying to maintain that peg in a certain concerted way. No cartel. as
it were, should be permitted to operate in the open market for gold.

Finally, on the question of whether or not central banks should be
able to buy and how much, I think if weuare really-

Chairman REuSS. And from whom?
Mr. McKINNoN. And from whom?
Chairman REUSS. We have already said that they should be allowed

to buy it from each other?
Mr. McKrNNON. Right.
Chairman REtrSS. And the question is, should they be allowed to

buy it (a) in the open market and (b) from the IMFF?
Mr. McKINNON. We said that they can't buy from the open market

beyond the one-sixth being distributed to the less developed countries,
but there is a distribution problem across central banks that is a col-
lective problem. And we haven't decided the mechanics of that. I think
that may be difficult but maybe I am wrong.

Anyway, the IMF agreement had a sort of 2-year rider-that the
national central banks of industrial countries not be able to buy gold
net for the 2 years after the agreement is signed, including this one-
sixth going to LDC's. I would certainly agree to the 2-year rider.

Now, whether we want a permanent injunction is more debatable.
I think a complete injunction may simply be unrealistic.

Chairmwan E.-Luss. VT 'Jould ii. I- sctiac y-cnJd I Raink I have been,
following you-would it satisfy you if the articles of agreement said
no purchases in the open market for 2 years?

Mr. McKIINNON. That is correct.
Chairman REUSS. It would be understood that this question would

be reviewed and the members would vote whether they wanted to
change it at the end of 2 years?

Mr. McKINNON. I would say that is satisfactory, yes.
Chairman R~uss. In other words, permanent, but reviewable in 2

years?
Mr. McKINNoN. Yes.
Chairman REUSS. And then the final point and really it is quite a

small one, should central banks be able to buy from the IMF to enable
the IMF to get a better price for the one-sixth of its gold which is
tentatively earmarked for the LDC's?

Mr. McKINNoIN. Yes if the central banks of industrial countries
want to do that individually-not as a cartel to support the open-
market price.

Chairman RETrss. Thank you. We are very much appreciative of
your statement.

Mr. Wilde, I will go through the same list with you. You have
already indicated that you, as well as the rest of your colleagues, ap-
proved of the IMF quota changes and the abandonment of the gold
tranche. Do you oppose or favor the proposition of the restitution by
the IMF of one-sixth of its gold to members in proportion to their
contribution?

Mr. WILDE. I have no strong opinion about that, Mr. Chairman. On
this whole matter that is being discussed here on the relation of gold,
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I hope that we are going to eliminate gold entirely, so that we don't
have the debate about the price between the central banks and so forth.

But, I argued the other way merely that I don't think we are ready
for the new plan.

Chairman EtUSS. In Your paper, you stated your position as follows:
"In summary, my position is that we should not support the present
plan to refund a portion of the gold." Is that your position on that?

Mr1 . WILDE. That is my temporary position, you might say, until we
get a better plan.

Chairman REUSS. Yes: thank you.
Now. let me ask the panel this question. How necessary is an agree-

ment next January? One would, of course, certainly like to get an
agreement on the first matter, on the matter of quotas and the gold
tranche, and one would also like an agreement on the fixed versus the
flexible exchange rate question, although that has so far not even tenta-
tively been agreed upon. But, beyond that would it not be better to
have no agreement rather than a bad agreement. Let us see what our
witnesses say about this.

I will start with Mr. Fowler.
Mr. FOWLER. Well, it has been my fundaniental position, and I think

I said in my statement. too, that I can't escape the conviction that it
is more important to have a good agreement than a quick one, or
certainly one which amounts to a backward step in the process of im-
proving the system. And I think, taken altogether, this agreement as I
read it and see its ultimate operation, particularly after the 2-year
period, it amounts to a very major backward step. Indeed, it destroys
whatever has been done in recent years moving toward the direction
of the international management of the amount of reserve assets.

Therefore, I would just like to rest on a quote from the report of
the Brooking-4 group of 17 leading economists, which included Pierre
Paul Schweitzer and Paul Volcker and a number of other familiar

names. This is just one paragraph summarizing my position that:

Hoiw to control the supply of reserves has been an issue in monetary discus-
sions for more than a decade. Concern used to be about the possibility of reserves
being inadequate. -Now the concern is reserves might be excessive. thus worsening
inflationary pressures. In addition, the mix of dollars and other currencies in the
present stock of reserves might be a source of instability in exchange rates.
Change in the present system should be aimed at bringing the volume and comD-
position of reserves under international control. Additions of reserves should be
neither so large as to add to inflation nor so small as to impede the growth of
the international economy.

I think this amounts-I think this, taken in total. because of the par-
ticular parts I have focussed on, this combination of measures is a
backward step away from that laudable objective.

Chairman Rruss. Mr. de Groote.
Mr. DE GROOTE. Mr. Chairman, your question. as I understand it. is

about an agreement on gold and not an agreement on new articles for
the International Monetary Fund. Is that your question ' I think this
agreement on gold has to be seen within a broader framework and it
is certainly part of a total deal. I believe it would be extremely diffi-
cult to go forward and come to amended articles of agreement of the
Fund if some concessions were not made to the point of view of those
governments who want to have legalization of floating and so on. So
there are contradictory points of view. And one has to find a way of
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reaching an agreement between countries that are not all equal and
some are more equal than others, but all have a say in this discussion.
And they want sometimes conflicting or contradictory aims.

The best example of that is the desire of the U.S. Government to
legalize floating and the desire of the French Government to go back
to parity.

I think this whole arrangement has to be seen within this framework.
In that respect. I believe it is possible, by making some concessions on
points that are not that essential, to come to amended articles of agree-
ment of the Fund that would be workable in the future, provided a
sufficient role is given in those new articles of agreement to enabling
clauses that can be put into operation if the necessity arises.

So, I would really feel that it would be possible and desirable to -
come to an agreement. First of all, the developing countries expect
some benefits from the Fund's gold. This you cannot get unless you
have an amendment of the articles of agreement. And -while you have
to have an agreement on the amendment of the articles of agreement
for this, why not try to agree on a number of other problems
simultaneously ?

On gold, I am not too certain, really, that the discussion on the gold
price is that important. The real important issue is that the countries'
central banks should not increase their total stock of gold, otherwise
gold wvill play a greater role in the system.

The other important element is that the Fund's gold should be put
to some useful service.

t 41he quest oion 04 theprice c~rltr-__ ba: kS apply amollngst them-
selves is not, I think, that important. I would disagree with Mr. Fowler
on that point. I firmly believe that central banks attached great im-
portance to gold because it had a fixed price. I think things are the
other way round than is generally supposed. It is because there was a
U.S. decision in the Gold Act to maintain full convertibility of gold
into U.S. dollars, which -is. after all, what you need to intervene on your
exchange market. that gold was so important. Central banks knew they
had a stable and important asset they could use for what they have to
do on the exchange market. And if the gold price becomes entirely
free and volatile. I am quite certain. after a -while, central banks would
begin to realize they have an asset that is not any longer exactly what
they had under the previous system. And for that reason, I would not
be afraid of fluctuations in the gold price. And I think it would be a
very good idea in a system where there is no longer the principle of a
stable exchange rate, to do away with the official gold price without
worrying too much about further fluctuations of the mnarket price,
if-and I think this is important-if, at the same time, possibilities are
opened for creating liquidity under a more ilational way by allocation
of SDR's and by progressively converting gold assets of the Fund
and of countries into a more stable reserve.

Mr. MACHLUP. 'Wel, Mr. Ohairman, we have here two opposing
points of view. And I. perhaps because I am stubborn, go more with
Mr. Fowler. I would say it is not so terribly important to get an agree-
ment so very soon. We have been getting along for the last 2 or 3 years
without an agreement. We have all been sinning. Every country has
been breaking the Fund's articles of agreement, and nothing bad has
happened as a result. I do not see why we should now hurry to legalize
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our practices and legalize also a number of things which -we do not
like at al. I do not take this business with the "free" gold price quite
so lightly, because, as I said before, five or six countries may easily
get together and get back to a fixed gold price without any sanction
or penalty and, after two years even without breaking any rule or
agreement.

So, I would think that wve should not agree to a new set of articles
of agreement if we do not really get as a result a better-functioning
internationail monetar y system: a monetary system that assures a better
adjustment mechanism. And this can be done only with a system of
international control of total reserves.

Chairman REUSS. Mr. McKinnon.
Mr. McKINNoN. From the general discussion, I think there is some-

thing of a consensus in that almost all the important clauses in the
IMF agreement wve have agreed to except the restitution, really, and
the rider that there be no cartel in the pegging process. But, it is really
the restitution, the one-sixth, which holds up everything. So, we are
not that far apart. And I would say that there should be a major
effort to have the restitution clause deleted.

But, suppose it can't be deleted, then what should our position be?
In order to maintain the authority of the International Monetary
Fund, it may actually be fairly important to go along with the agree2
ment. If what European central banks are now, doing is not formally
recognized as being legal, then of course all this trade at what is effec-
tively the market. price will simply be a violation of the Fund's rules.
The role of the Fund will be diminished as an agent of, international
monetary reform. It seems politic to go along with the overall agree-
ment despite the restitution problem because the Agreement contains
necessary conditions for the eventual demonetization of gold.

Chairman REUSS. Mr. Wilde, do you have any comment on this
point?

Mir. WILDE. What is your question?
Chairman REUSS. My question was should the United States feel

impelled to make some sort of major international agreement next
January or is no agreement better than a bad agreement?

Mr. WILDE. I think the second, that no agreement is better than a bad
one because I place so much weight on the future world exchange and
trade based on a relatively good one. I know it can't be perfect, but
I think we've got to have a pretty good one, especially I am on the side
of working towards the elimination of gold as part of it.

Chairman REUSS. Gentlemen, thank you very much indeed. If any
of you have any additional statements to make on issues that were
not covered-

Mr. FowiVER. I would just like to make one comment. I think the
last comment Professor McKinnon made about instead of this agree-
ment, which has imperfections of various sorts. which has different
ones in different peoples' eves, that the effort ought to be try to arrive
at a treatment of gold which will be a constructive one, working in the
interests of overall monetary reform, his statement, I think is interest-
ing. And I think his conclusion suggests that the kind of proposal
that Mr. de Groote has put forward here, the much more thorough
examination of a gold consolidation account, is the most promising
approach and that the negotiators, between now and January would
do a far better service for the future of the international monetary
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system to concentrate on what kind of gold consolidation account,either along the lines Air. de Groote proposed or some variation of it.And I made a somewhat similar suggestion of my own statement, ina much more abrieviated form. I think they should do that, rather thangoing down the other road, which the current agreement would take us.Chairman REuSS. In short, you would advance the really astoundingproposition that next year we should not make an agreement, not a badagreement, but a good agreement?
Mr. FOWLER. A good agreement.
Representative REuSS. We will certainly consider that.
Thank you all very much.
[Whereupon, at 12:30 p.m., the subcommittee adjourned, subject tothe call of the Chair.]
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[Press release No. 75/40-Aug. 31, 1975]

INTERNATIONAL MONETARY FUND
PRESS COMMIUNIQUf OF TICE INTERIM COMMITTEE OF TiHE BOARD OF GOVERNORS ON

THE INTERNATIONAL MONETARY SYSTEM

1. The Interim Committee of the Board of Governors of the InternationalMfonetary Fund held its fourth meeting in Washington, D.C. on August 31,1975 under the chairmanship of Mr. John N. Turner, Minister of Finance ofCanada. Mr. H. Johannes Witteveen, Managing Director of the InternationalMonetary Fund, participated in the meeting. The following observers attendedduring the Committee's discussions: Mr. Henri Konan Bedi4, Chairman, Bank-Fund Development Committee, Mr. Gamani Corea, Secretary General, UNCTAD,Mr. Wilhelm Haferkamp, Vice President, EC Commission, Mr. Rend Larre. Gen-eral Manager, BIS, SMr. Emile van Lennep, Secretary General, OECD, Mr. F.Leutwiler, President, National Bank of Switzerland. Mr. Robert S. McNamara,
President, IBRD, and Mr. Gardner Patterson, Deputy Director General, GATT.2. The Committee had a discussion of the world economic situation and out-look. and expressed its concern about the current severe problems of recession
and unemployment, balance of payments disequilibria, and inflation. The Coin-mittee felt that industrial countries whicn have slack domestic demand conap-tions and relatively strong balance of payments positions., and which havemade progress in reducing inflation, should lead in the promotion of a satisfactoryrate of expansion in world trade and activity. The Committee believed that,on the basis of such a coordinated policy approach, a resumption of economicgrowth might be expected for the industrial world during the latter part of 1975

'or the first half of 1976. Although rates of price increase in industrial countrieshave generally been subsiding, the Committee noted the disturbing fact thateconomic recovery in the industrial world will get under wvay with rates ofinflation still unacceptably high.
Throughout the Committee's discussion, particular concern was expressedfor the many primary producing countries, and especially the developing coun-tries, whose current account deficits have been greatly enlarged by the increasein import costs and the downturn in global demand. Resumption of growthin world trade is urgently needed to alleviate the plight of such countries.Moreover, the Committee feared that, unless they were able to obtain adequatefinancing. many primary producing countries might have difficulty in fendingoff pressures to restrain imports, either thronlh deflationary demand measuresthat would undermine their development efforts or through resort to traderestrictions. In view of these dangers, the Committee expressed the hone thatthe Executive Board would consider various steps that might be taken bythe Fund to meet the present urgent need for a greater volume of financin..3. The Committee noted the improvements in the 1975 Oil Facilitv introducedas n result of the July review bv the Executive Directors and endorsed theeffort.'< now in progress to Traise the amount of resources that the Fnnd wnouldbe able to borrow for the financing of purchases under that facility to thetotal of SDR 5 billion that was agreed at the meetina of the Committee inJanuary 1975. The Committee also endorsea the intention of the ExecutiveDirectors to have another review of the 197. Oil Fncilitv at an earlv date.one nurnose of which would be to datermine what action needq to be taken inthe best interests of the international community. and also to undertnke atabout the same time a broader examination of the Fnnd's nnlicies an the In-nof its resources.

(6T)
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4. The Committee welcomed the establishment of a Subsidy Account to assist
those members that have been most seriously affected by the current situation
to meet the cost of using the Oil Facility and commended those members that
have already stated their willingness to make contributions to that account.
At the same time, the Committee expressed concern at the fact that the total
amount of the contributions by members that have already stated their willing-
ness to contribute is substantially short of the total support that was contem-
plated and urged those members that have not yet pledged their support to
make every effort to do so as soon as possible.

5. The Committee noted the progress made by the Executive Directors on the
Sixth General Review of quotas within the framework of the understandings
reached at previous meetings of the Committee. The Committee noted the agree-
ment on increases in the quotas of almost all members. In particular, the in-
creases for the industrial countries and for the major oil exporting members
have been agreed. The differences that remain among the other members are
few and are expected to be resolved soon. The Committee asked the Executive
Directors to prepare and submit to the Board of Governors a resolution on in-
creases in the quotas of individual members. The Committee also asked the
Executive Directors to complete their work on the mode of payment of the
increases in quotas on the basis of the understandings already reached in the
Committee so that appropriate recommendations can be submitted to the Board
of Governors at the same time as the resolution on increases in quotas. The
Committee reiterated its view that all of the Fund's holdings of currency
should be usable in its transactions. The Committee agreed that on the ques-
tion of majorities for the adoption of decisions -of the Fund on important
matters, a majority of eighty-five percent should be required under the amended
Articles for those decisions that can now 'be taken by an eighty per cent
majority. It also agreed that amendments of the Articles should become effective
when accepted by three-fifths of the members having eighty-five per cent of the
total voting power.

'6. The Committee discussed the problem of gold, including the disposition of the
gold holdings df the Fund. The elements of the consensus reached are described in
this paragraph.

At the meeting of the Interim Committee on January 16, 1975, it was decided
to move "toward a complete set of agreed amendments on gold, including the
abolition of the official price and freedom for national monetary authorities to
enter into gold transactions under certain specific arrangements, outside the
Articles of the Fund, entered into between national monetary authorities in order
to ensure that the role of gold in the international monetary system would be
gradually reduced."

To implement this general undertaking, provision should be made for:
1. Abolition of an official price for gold.
2. Elimination of the obligation to use gold in transactions with the Fund, and

elimination of the Fund's authority to accept gold in transactions unless the
Fund so dedides by an 85 percent majority. This understanding would be without
prejudice to the study of a Gold Substitution Account.

3. Sale of Ye of the Fund's gold (25 million ounces) for the benefit of develop-
ing countries without resulting in a reduction of other resources for their benefit,
and restitution of s of the Fund's gold to members. The proportion of any profits
or surplus value of the gold sold for the benefit of developing countries that would
correspond to the share of quotas of these countries would be transferred directly
to each developing country in proportion to its quota. The rest of the Fund's gold
would be subject to provisions in an amendment of the Articles that would create
enabling powers exercisable by an 85 percent majority of the total voting power.

The Committee noted that, in order to give effect to the understandings arrived
at in this Committee, the countries in the Group.of Ten have agreed to observe
during the period referred to below the following arrangements, which could be
subscribed to by any other member country of the Fund that wishes to do so.
Other members might adhere to these arrangements, and on such occasions the
necessary modifications in them would be made:

1. That there be no action to peg the price of gold.
2. That the total stock of gold now in the hands of the Fund and the monetary

authorities of the Group of Ten will not be increased.
3. That the parties to these arrangements agree that they will respect any

further condition governing gold trading .that may be agreed to by their central
bank representatives at regular meetings.



69

4. That each party to these arrangements will report semi-annually to the
Fund and to the BIS the total amount of gold that has been bought or sold.

5. That each party agree that these arrangements will be reviewed by the
participants at the end of two years and then continued, modified or terminated.
Any party to these arrangements may terminate adherence to them after the
initial two-year period.

Many members from developing countries expressed concern that the proposed
arrangements for gold would give rise to a highly arbitrary distribution of new
liquidity, with the bulk of gains accruing to developed countries. This would
greatly reduce the chances of further allocations of SDRs, thereby detracting
from the agreed objective of making the SDR the principal reserve asset and
phasing out the monetary role of gold. This aspect should be studied, and meas-
ures explored to avoid these distortions.

7. The Committee noted the work done so far by the Executive Directors on
the subject of the establishment of a trust fund and the possible sources of its
financing in response to the request of the Development Committee. It was agreed
to ask the Executive Directors to pursue their work with a view to completing
it at an early date. taking into account the understandings reached in the Com-
mittee with regard to the use of profits from the sale of part of the Fund's gold
for the benefit of developing countries, without neglecting the consideration of
other possible sources of financing.

S. It was agreed that acceptable solutions must be found on the subject of
the exchange rate system under the amended Articles, so that these agreed solu-
tions can be combined with those on quotas and gold. The Executive Directors
were requested to continue their work in order to arrive at acceptable solutions
and to prepare for submission to the Board of Governors, after examination by
the Committee at its next meeting, appropriate proposals for amendment of the
Fund's Articles on all aspects that have been under consideration.

9. The Committee noted that the Executive Directors are in the process of con-
ducting a review of the Fund's facility on compensatory financing with a view
to improving a number of its aspects. It was agreed to urge the Executive Di-
rectors to complete their work on this subject as soon as possible, taking into
account the various proposals that have been made by members of the Committee.

AUGUST 30, 1975.
INTERGOvERNMENTAL GROUP OF TWENTY-FOUR ON INTERNATIONAL MONETARY

AFFAIRS

ELEVENTH MEETING OF MINISTERS

COMMUNIQUE

1. The Ministers of the Group of Twenty-Four held their Eleventh Meeting at
the Sheraton-Park Hotel, Washington, D.C. on August 30, 1975. Mr. H. E. Ten-
nekoon. Governor of the Central Bank of Sri Lanka, was ih the chair, with
General Amilcar Vargas Gavilano, Minister of Economy and Finances of Peru,
and Mr. K. Gyasi-Twuum, representing the Commissioner for Finance of Ghana,
as Vice-Chairmen. The meeting was attended by .Mr. H. J. Witteveen, Managing
Director of the International Monetary Fund, Mr. Gamani Corea, Secretary-
General of the United Nations Conference on Trade and Development, Mr. E.
Stern, Director, Development Policy, World Bank, and Mr. Konan B6di6, Chair-
man of the Joint Development Committee.

2. Ministers discussed the international economic situation and current prob-
lems. They expressed concern at the slow and uncertain nature of the recovery
in the industrial countries, continued inflation, and the worsening terms of trade
of the developing countries. They expressed particular concern that the develop-
ing countries were faced with increasing payments deficits and, on present indi-
cations, gloomy prospects for the future; by contrast, the developed countries
had largely overcome their payments problems. Ministers agreed that the causes
of the difficulties being faced by developing countries lay in world economic
conditions, and in trade restrictions, including discriminatory restrictions, on
products of export interest to developing countries. imposed by developed coun-
tries. Ministers pointed out that the developing countries were bearing the brunt
of maladjustments in developed countries through reduction in the demand for
their exports.
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3. Ministers felt that a vicious circle had set in. whereby the fall in export
income of the developing countries and the general balance of payments difficul-
ties faced by them were restricting their demand for imports from developed
countries, thereby aggravating the recession in those countries. They were there-
fore of the view that the time was particularly appropriate for the industrial
countries, in their own interest, to expand the flow of real resources to developing
countries and thereby also fulfill their international commitments regarding
official development assistance. Such an approach would provide added support
to ensure the needed recovery of the world economy, through the expansion of
the export sector of the industrial countries.

4. Ministers agreed that developing countries would need substantial balance
of payments assistance in the coming months. In this connection, they pointed
to the heavy responsibilities that would fall upon the IMF. They stressed the
need to fashion the policies and procedures of the Fund to meet the exigencies
of the situation. In particular, the Ministers felt strongly that conditions tra-
ditionally attached to drawings from the Fund were no longer appropriate be-
cause they placed the burden of adjustment on the developing countries and did
not facilitate the correction of the maladjustments which are to be found in the
developed countries. They urged the IMF to review its policies and procedures
with a view to ensuring their suitability to meet the exceptional and new needs
of developing countries. In this connection. they called for increasing the amounts
available under the tranche policy.

5. Ministers agreed that the oil facility had proved to be very useful. They were
also of the opinion that in view of the uncertainty of other forms of financing
available to developing countries, there would be a continuing need for this or a
similar facility for the next year but with less conditionality, in addition to.
and not as a substitute for. a widening of the tranches. They felt that access to
the 1975 oil facility should be allowed to the full extent of maximum eligibility,
and urged all countries in a position to contribute to its financing to do so. Min-
isters urged that developed countries that had recourse to other sources of fi-
nance should voluntarily refrain from using the oil facility. Ministers urged that
developing countries, many of whom were contributors to the facility, should
have a greater say in determining the conditions of drawings.

6. Ministers welcomed the establishment of the Oil Facility Subsidy Account.
However, they noted with disappointment that less than half the required
amount of contributions had been pledged and that some contributions w-ere
subject to conditions. Ministers urged that all countries with the capacity to
contribute should do so. and without conditions.

7. Ministers, while welcoming the agreement reached by the Executive Direc-
tors of the IMF to allow drawings under the buffer stock financing facility to
"float" alongside the gold tranche, urged that the Fund should be empowered to
lend directly to buffer stock agencies. They also reiterated their support for a
substantial improvement in the compensatory financing facility.

S. Ministers reaffirmed their support for establishing a Trust Fund, and agreed
that the Executive Directors should work out the details of a Trust Fund in
order to permit its establishment as expeditiously as possible.

9. Ministers noted.with regret that the Sixth General Review of Quotas is
being held up by the absence of agreement among industrial countries and ex-
pressed the hope that agreement would be reached on the occasion of the forth-
coming Joint Annual Meetings of the World Bank and the Fund to double the
aggregate share of the major oil exporting countries. while maintaining the
aggregate share of the other developing countries, which is presently 22.73
percent.

if. Ministers stressed that in future quota reviews the share of developing
countries should progressively increase, and that countries not satisfied with
the quota increase should have an opportunity to make representations before
quotas are approved. Ministers reaffirmed that the present representation of
developing countries in the decision-making bodies of the Bank and Fund should
be substantially improved and the broad Geographical representation of develop-
ing countries should not be adversely affected.

11. On gold. Ministers reaffirmed that the amended Articles of the Fund should
oblige each member of the Tnternational Monetary Fund to undertake to collabo-
rate with the Fund and with other members regarding the policy of the member
with respect to gold, and that any action by any member or arrangements among
members with respect to gold should be consistent with the Articles of Agreement
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and with policies designed to ensure the gradual reduction of the role of gold in
the international monetary system and the strengthening of the role of the SDR.

12. Ministers also affirmed that no arrangements with regard to gold would
be acceptable to the developing countries unless they met the above principles and
also unless,

(a) they were designed to raise substantially the flow of financial re-
sources to the developing countries, without imposing' a loss on any indi-
vidual developing country;

(b) they did not accentuate the already inequitable distribution of inter-
national liquidity.

In this context, Ministers agreed that there was a need to expedite the study
of a gold substitution account.

]3. Ministers considered the various proposals currently under discussion re-
garding the disposal of the gold held by the Fund, and found that none of them
in their present formulation was entirely acceptable to the developing countries.

14. Ministers reaffirmed their support for the early establishment of a link
between allocations of SDRs and development finance.

1.5. Ministers reviewed the work of the Development Committee and they
stressed the need to pay attention to the longer-term problems of the transfer of
real resources in addition to dealing with immediate issues.

16. Ministers welcomed the establishment of the Third Window. They ex-
pressed disappointment that total contributions thus far were not enough to
permit a total lending program of $1 -billion, which was, in the view of the Minis-
ters, a modest sum in the light of the capital requirements of developing coun-
tries. Ministers urged all countries with a capacity to contribute to do so and
ensure that there contributions to the Third Window and that Third Window
lending were additional to the normal levels of development assistance.

17. Ministers noted with satisfaction that the Development Committee is
working on the question of access to capital markets, and expressed the hope
that this work will result in concrete action to widen and strengthen the access
of developing countries to capital markets.

8S. M .-iI l1r- emphasized the ipfrt-nce of giving due cosiderafin to 'flie
long-term problems of all developing countries, and in this connection they
stressed the need for the Bank to update its estimates of and for the Develop-
ment Committee to review the capital requirements of developing countries, and
for the international financial institutions to gear their lending programs in
the light of such estimates. Ministers attached high priority to a selective fol-
lowed by a general expansion of the capital base of the Bank, in order to allow
the Bank to expand its lending program and thereby cater to the needs of all
developing countries. With regard to fiscal year 1976 Ministers stressed that the
$4.7 billion agreed by the Board should not be taken as a limit, 'but rather as a
minimum figure for lending by the Bank. Ministers also stressed the importance
of the continuation of the transfer of the net income of the Bank to IDA in the
next year.

[From the Congressional Record, Sept. 17, 1975]

THE GOLDEN RULE, IMF STYLE

The SPEAKER pro tempore. Under a previous order of the House, the gentle-
man from Wisconsin (Mr. REUSS) is recognized for 20 minutes.

Mr. REUSS. Mr. Speaker, for years statesmen have been warning of the plight
of the less developed countries and their desperate need for more help from the
wealthy. The less developed countries came to the annual meeting of the World
Bank-International Monetary Fund family in Washington early this month hop-
ing that their needs would at last be recognized.

What happened is hard to believe. They were met on arrival with the August 31
set of "principles" agreed to by the IMF's Interim Committee. a body of the 20
finance ministers representing the 127-member countries. Under those principles,
one-sixth of the IMF's $23 billion stock of gold-at current prices-was to be
earmarked for the less developed countries, with the profits when, as, and if those
profits were made, to be distributed in some undetermined fashion to the poor.

An equivalent pile of one-sixth of the IMF's gold was to be sold, not at its cur-
rent $150-or-so an ounce market value. hut at a cut rate of $42 an ounce, to an
"insiders" list of distributors which almost exactly corresponds to the world's
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wealthiest-countries, with the poor countries getting a few crumbs. For example,
at the current market price, the profit to the United Sates could be $500 mil-
lion, to the oil producers-Saudi Arabia, Kuwait, and Iran-$250 million, to Great
Britain $230 million, to Germany $140 million, to France $130 million, and to
Japan $100 million.

In contrast the potential profits of Malaysia would be $16 million, Korea $8
million, Afghanistan $3 million, drought-stricken Mauritania $1 million, Bangla-
desh $11 million, Sri Lanka $9 million, Honduras $2 million, and Colombia $14
million...

The Golden Rule-the idea of all the world's great religious faiths that you
should-do unto others what you would have them do unto you-is what the poor
countries expected to have applied to them when they got to Washington.

Instead, what they got was the Golden Rule, IMF style: those who have the
gold make the rules!

Developing country members immediately expressed their displeasure at giving
IMF aid to the wealthy. The IMF's press release disclosed that the developing
countries felt "that the proposed arrangements for gold would give rise to a
highly. arbitrary distribution of new liquidity, with the bulk of the gains ac-
cruing to developed countries."

In justice to the U.S. Treausry, it should be said that they did not think up
this monstrosity. The doubtful honor here seems to belong to our French friends.

What comes next? The Interim Committee is scheduled to meet in January,
1976, to hash over its August 31 package of "principles" once again. Then the
IMF Executive Directors and then the Governors must agree. Then the coim-
plete package of reforms, on quota, gold, and exchange rates, would have to be
submitted to each government for its parliamentary approval, including to the
U.S. Congress.

I serve-notice now that I shall oppose any distribution of IMF foreign aid to
the greedy rather than the needy, as the August 31 principles" propose.

The tentative "principles" on which the Interim Committee is working are:

1. QUOTAS

General agreement was reached in January 1975,, to increase total IFM quo-
tas by 32.5 percent or from 29.2 billion special drawing rights-SDR's-to 39
billion SRI)'s. But there had been continuing disagreement on how much the
quotas of. some industrial countries, including the United States, should be re-
duced proportionately and on how much the quota share of other members, es-
pecially oil producers, should be increased. Finally, at the last meeting of the
Interim Committee, quota increases for the industrial countries and for the major
oil exporting members were agreed.

The U.S. quota will be reduced slightly, to 20 percent. At the same time, the
majority required in the Fund to approve important decisions will be increased
from 80 to 85 percent of the total voting power. Thus, the veto capability of the
United States will be preserved. The modest proportional reduction in the U.S.
quota seems consonant with new economic realities.

2. EXCHANGE RATES

Another issue that has blocked agreement on international monetary reform
is whether members of the IMF should commit themselves to an eventual return
to fixed parity exchange rates. The U.S. position is that Fund members should be
able to choose whether to state a fixed parity for the external value of their
currencies or to let that value be determined primarily by the interaction of
private supply and demand in the exchange markets. Our officials have there-
fore resisted any commitment to a particular exchange rate regime. The floating
exchange rate regime has served the United States well, and has helped keep
the international monetary system functioning despite an oil embargo, the quad-
rupling.ofthe cost of imported oil, and wide discrepancies among IMF members
in rates of inflation, the level of interest rates, and the extent of declines in out-
put during the recent recession.

Either. fixed or floating, market-determined exchange rates can be manipulated
to foist on: other countries domestically induced unemployment or inflation.
So long as an IMF member is not exporting economic problems that could be
managed domestically, it should be able to choose without prejudice the type of
exchange: rate regime that it considers best for its own purposes.
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This is the view of U.S. monetary authorities, of the House Committee onBanking, Currency, and Housing and of the Congressional Joint EconomicCommittee. It was most recently articulated in a report published jointly inAugust by the House Banking Subcommittee on International Trade, Invest-ment and Monetary Policy, chaired by Representative Thomas M. Rees, andby the Joint Subcommittee on International Economics, which I chair.The staunchest advocate in the IMF of a commitment to an eventual returnto fixed parities is France. At its most recent meeting, the IMF Interim Coiu-mittee did not attempt to reach a position on exchange rates that would bemutually acceptable to both the United States and France. This issue was de-ferred until the next meeting, scheduled for January 1976.

3. GOLD

The agreement on gold announced by the Interim Committee would abolishthe official price of gold, currently set by the IMF at 35 SDRs per troy ounce,aieil abolish the obligation of Fund members to use gold to pay 25 percent oftheir quota subscriptions and in certain other transactions. The agreementspecifies that one-third of the Fund's gold stock will be disposed of. A sixth ofthe stock, or 25 million ounces, will be sold in the market, and the profits usedfor the benefit of developing countries. Precisely how these profits will beshared, or the mechanism through which they will be disbursed, has not yetbeen decided.
The U.S. proposal is that the profits be used to finance a trust fund that willmake long term balance-of-payments financing available to developing countriesmost seriously affected by commodity price increases and export revenue short-falls. Another sixth of the Fund gold stock will be returned to the membersthat initially paid the gold into the IMF to satisfy their quota obligations.Included in the proposed amendments to the IMF Articles will be a request forenabling powers to dispose of the remaining tvo-thirds of the existing Fundgold stock in a manner acceptable to members holding at least 85 percent of thetotal voting Dower.
To accompany the Interim Committee's agreement on gold, the 10 largestindustrial countries have undertaken certain commitments to help implementthat agreement. Most importantly, the Group of Ten has agreed "that there beno action to peg the price of gold" in the market, and that as a consequence ofcentral bank purchases of gold in the market, the total number of ounces ofmonetary gold, including gold now held by the IMF, will not be increased. TheGroup of Ten agreed that these arrangements would be reviewed 2 years afterinitial implementation to determine whether they should be continued, modified,or terminated.
Many details regarding the implementation of the gold agreements are stillunresolved. For example, it is uncertain whether the IMP will offer its goldthrough dealers in the major cities where gold markets exist, through publicauction, or whether private placements with individuals or monetary authoritieswill be considered.
Nor is it known over what period the sales will be executed, in what incre-ments they will be paced, or the extent to which sales may be curtailed in reac-tion to declines in the market price. Whether the agreement will decrease theautomatic gold tranche drawing rights of IM'F members is presently uncertain.Nor is it clear that the Group of Ten pledge to take "no action to peg the priceof gold" prohibits central bank purchases in the market -to slow or diminish adecline in the price.
The gold agreement has defects additional to its inequity. It may well increasethe proportionate value of international monetary reserves held in the form ofgold and delay further distribution of special drawing rights in the future. TheIMF will sell a sixth of its gold stock at market prices and a sixth at the existingofficial price to monetary authorities. National monetary authorities could con-ceivably purchase most of the gold that the Fund sells in the market. Thus,.one-third of the Fund gold stock, or 50 million troy ounces, could be transferred fromthe Fund to the monetary authorities of member states and carried on the booksof the latter at a price three or four times the price now used by the IMF. Thisprocedure would constitute a partial revaluation of the world's gold reserves.During the next year or two, therefore, a significant proportion of additions tothe reserve stocks of monetary authorities could-as a consequence of this agree-
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ment-be in the-form of gold. Other things being equal, the greater the supply

of gold reserves, the less is the need for additional reserves created by the IMF

in the form of special drawing rights.
Moreover, the gold agreement does not clearly signal a reduction in the future

international monetary role of gold. Instead, this question is clouded by am-

biguity. There is some basis to hope that the most dire of these possible conse-

quences will not actually come to pass. Nevertheless, the agreement fails to take

a clear stand on the international monetary role of gold, and to indicate that

this role will necessarily be diminished in the future. On the contrary, that role

might grow.
The gold agreement is not cast in concrete. It is possible to substitute a superior

arrangement in its place, although doing so at this stage will admittedly be

difficult. Another meeting of the Interim Committee is scheduled for January

1976. The package of reforms is not yet complete. The report of the Interim Coin-

mittee will be transmitted to the IMF Executive Directors as a recommendation.

The Executive Directors and Governors will vote on the Interim Committee's

recommendation for monetary reform, and if approved, transmit them to the

individual member states for ratification. Thus a superior plan does have oppor-

tunities in January.
What would be the characteristics of a superior plan? It would be equitable,

it would not increase either the proportion or the total value of international

monetary reserves held in the form of gold, and it would unequivocally signal a

future diminution in the international monetary role of gold. Of course, as a

major reserve asset constituting presently about 20 percent of all reserve holdings,

gold cannot be phased out overnight. But the international monetary reform now

being negotiated should immediately begin the process of diminishing the sig-

nificance of gold, rather than permit the question to be determined by the dis-

parate actions of various central banks.
It would be preferable to sell the full one-third of the IMF gold stock that is

being disbursed in the market. The proceeds from the sale of 50 rather than 25

million ounces of gold could then be used to benefit developing countries. There is

no need to confer windfall gains on the wealthy. If the rich- countries stick at

giving one-third of the gold to the poor, let them at least refrain from grabbing

the widow's mite of one-sixth largely for themselves.
'If the sale of a portion of the IMF's gold produced a shortage of international

reserves-and there is some dispute now about whether the total stock of inter-

national liquidity is deficient or excessive-the members of the IMF can agree

to create sufficient additional special drawing rights to eliminate any such

deficiency.
Such an arrangement would be equitable, it would permit more precise con-

trol over the growth of international liquidity than the existing agreement. and

along with abolition of the official price of gold and the need to use gold in

transactions with the IMP, would unambiguously signal the beginning of a

gradual movement tophase out gold as international money.

I hope that all interested parties will give this alternative proposal serious

consideration, and that the January Interim Committee meeting will succeed in

producing a complete package that is equitable and sensible. If countries want to

foist an inequitable plan on the world, let them stand up and be counted. Let us

not join with them. Even on opportunistic grounds, the proposed purchase is

not worth it.
The current reform exercise is the first complete overhaul of the IMF Articles

since Bretton Woods. When the time comes to consider proposed amendments for

ratification, the Congress will want to examine a package that reflects sound

monetary economics and sound development policy-not political accommodation.

THE SECRETARY OF THE TREASURY.
Washington, D.C., November 1, 1975.

Hon. HENRY S. REUSS.
Chairnmin. Sn bcomnmittec on International Economics, Joint Economic Comnmittee,

Washington, D.C.
DEAR MR.- CHrAIRMAN: I have studied with interest and concern your remarks

in the Congressional Record of September 17 about the recent Interim Committee

agreement, as well as reports of the hearing your recently held on the same sub-

ject. I appreciate your support of the portion of the agreement dealing with IMF
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quotas and of the U.S. position on exchange rates. I am, however, concerned thatyour views on the aspects of the agreement relating to gold are strongly critical.There is no doubt that we share the same objectives of phasing out the mone-tary role of gold and putting part of the IDF's gold to use for the benefit of thedeveloping countries. Where we differ is whether the Interim Committee agree-ment represents a major step toward achievement of these objectives. You andsome of the panelists at the hearing have expressed doubts about this and appar-ently feel that the agreement represents a major and inequitably distributed in-crease in world liquidity; might lead to an increasingly important role for goldin transactions between monetary authorities; and means an unfair use of IIFgold for the "greedy rather than the needy."
I would like to respond to these concerns and explain why I believe that theagreement, taken as a package, will put gold on a one-way street leading out ofthe monetary system.
Most of the concerns about the agreement rest fundamentally on the assump-tion that the agreement represents an effective major expansion of world liquidityin the form of gold. Based on this assumption, it is then predicted that there willbe a significant role for gold in transactions between monetary authorities, areduction in the need for increases in other forms of reserves, and a potentiallysubstantial inflationary impact.
This basic assumption is incorrect, and the consequences foreseen do not fol-low. The agreement neither represents nor implies an important increase in worldliquidity.
First the valuation of gold reserves is nht a feature of the agreement. Countriesu ere free to value their gold reserves at market-related prices before the InterimCommittee agreement. Only France has revalued its gold holdings, and we arenot aware that any other countries plan to follow suit. By abolishing the officialprice of gold in the IMF, strengthening the prospect of future sales of officially-held gold into the market, and establishing transitional provisions against futurepegging of the price, the Interim Committee agreement will in fact greatly dis-courage any uniform treatment of gold holdings for official purposes-and thusprovides no basis 'for a revaluation of official holdings.
Second, the price at which countries may choose to value their gold balancesdoes not determine their worth as liquidity-that depends essentially on theprice that could be realized through gold sales, a very uncertain and shiftingprice. In principle, there are two ways in which an increase in liquidity throughgold sales might be realized: sales to the market or sales to other governments.The first is permissible now and unrelated to the agreement; the second is highlyunlikely to occur to any significant extent.
Countries have been free under the existing IMF Articles to sell gold in themarket at any time, and thus to realize any gains that may be made as a resultof the difference between the official and market prices. Any real increase inliquidity in the form of gold on this score has thus occurred as a result of in-creases in the market price of gold over the past few years, not because of theInterim Committee agreement, and any realization of liquidity through sales tothe market will decrease the size of official stocks. The agreement is irrelevant inthis respect, except insofar as it may have contributed to the recent decline in themarket price of gold.
There is no reason to expect the agreement to result in a significant increasein transactions in gold among monetary authorities or in substantial official pur-chases of gold from any other source, even though the formal restraints on suchtransactions in the IPIF Articles will be lifted. There is a very large element ofrisk involved in purchases of gold. There are no provisions for use of gold ininternational settlements. Transactions with the IMF are effectively eliminated.There are few, if any, indications of interest in the purchase of gold-and, indeed,important countries are signalling to the world that they have no such interest.There is every reason to expect the "no pegging" provision of the agreement to berespected.
The latter point regarding official transactions is essential to an understandingof the meaning of the Interim Committee agreement. Even when there was anofficial price closely linked to private prices, official gold settlements were infre-quent. The gold market is a highly speculative one, always uncertain and risky.as reflected by the sharp price movements in light of U.S. gold sales, the prospectof IMF sales. and the possibility of sales by others. The myth of a permanentlyhigh and rising gold price has been broken, and the risks involved in acquiringgold, either through official settlements or purchases from the market, have be-
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come enormous under the recent agreement. It is highly improbable that any

country or group would assume the risks and costs involved in attempting to

stabilize the market price for gold. Yet stabilization would be central to any im-

portant role for gold in official settlements. And, since it is the expressed intent

of the IMF membership that gold should be phased out of the system, the disap-

proval of the U.S. and others-and knowledge that the U.S. would not partiei-

pate-will be strong deterents to any efforts to reestablish a major role for gold

in official transactions. In addition, the agreement among the Group of Ten

countries provides for possible additional limitations, restrictions or administra-

tive guidelines which might be worked out among central banks if future events

suggest there is a need. The U.S. will not hesitate to press for such provisions if

the need arises.
Elimination of an official price for gold in the IMF Articles of Agreement will,

of course, remove the existing legal restraint on official purchases of gold at

higher-than-official prices. Nevertheless, elimination of the official price of gold

is essential to its demonetization. The concerns raised at the imminence of this

step by some who support demonetization illustrate the nature of the problem,

which has always been to work out an arrangement which would achieve the

long-term objective-of phasing gold out of the system while at the same time

enabling those countries for which gold remains an important part of their re-

serves to mobilize their holdings in case of need.
There is clearly a natural tension between these objectives. Some strong advo-

cates of phasing gold out of the system have urged the establishment of stiff tran-

sitional rules on transactions in gold after the legal restraint is removed, v hile

other advocates of demonetization have urged the avoidance of any rules, and

treatment of gold comparable to any other commodity. While more stringent

transitional safeguards relating to the circumstances under which monetary

authorities might acquire gold might have been useful, any limits on transactions

beyond the agreed "collective" limit were strongly opposed by some as repre-

senting an unacceptable restraint on their sovereign freedom. For reasons I

have outlined, I am persuaded that the element of risk and other deterrents to

official purchases of gold make a significant role for gold in official settlements

extremely unlikely. Thus I believe that the Interim Committee agreement on

gold signals, unequivocally, the future elimination of the monetary role of gold.

It is noteworthy that the markets appear to have received that signal and placed

that interpretation on the agreement.
With regard to the second major area of concern-the agreed uses of IIF

gold-I do not share the view that the agreement is inequitable and favors the

wealthy. The developing nations will of course receive the gains on all the gold-

25 million ounces-sold for their benefit, and will receive their quota share, about

28 percent, of the 25 million ounces to be distributed to all IMF members in pro-

portion to quotas. Moreover, at any realistically imaginable price, the profit on

the amount of gold to be distributed to members according to quotas would

represent a miniscule proportion of world reserves, and simply could not be re-

gardedl as important in terms of judgments about needed reserve growth in the

future. (Nor, as I have previously indicated, does the agreement provide a basis

for realization of 'increases in liquidity, equitable or inequitable, arising from

the disparity between the private and official prices.)
The U.S. could certainly have accepted-indeed, would have preferred-a solu-

tion which did not call for a distribution of one-sixth of IMF gold to members
in proportion to quotas, but this was not a practical approach. Such a distribution

is strongly favored not only by some of the developed nations but by a number

of developing countries as well. It became quite clear in the negotiations that

refusal to agree to any such distribution would have destroyed any chance to

use some IMF gold for the benefit of the developing nations.
I should mention also the various proposals for establishment of a "gold sub-

stitution" on account In the IMF, to which some of your panelists referred. The

U.S. has indicated its willingness to consider such proposals, but only on the

understanding that they be designed for the purpose of facilitating a reduction

of the role of gold in the system. Some proponents of a gold substitution account

see it as a vehicle for establishing an 11fF-guaranteed floor price and ready offi-

cial market for gold, or for changing the distribution of world reserves. A gold

substitution account which put a floor under the price would pace the way for

a return of gold to an important role in the system and would be the antithesis

of what we seek. The detailed provisions of a substitution account would make
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a crucial difference in its implications. I have not seen any specific proposals todate that would be both consistent with our own objectives and workable in atechnical sense-and I would not favor acceptance of vague "enabling" languagethat could permit a substitution account to be established against U.S. interestsat some future date. We will continue to examine the subject, but we must becareful to avoid accepting provisions that would operate contrary to U.S. objec-tives with respect to gold.
In conclusion, I am convinced that the Interim Committee has progressedfrom words favoring phasing gold out of the system to action that will accomplishthat result. I am not surprised that the move has generated some concern, for anynew departure must involve some uncertainty. But the existing situation withrespect to gold was not a stable or indefinitely sustainable one, and the greaterrisk was that failure to reach a broad agreement on gold could have led to seriousstrains and pressure for action outside an agreed framework.
In my judgment, the Interim Committee agreement is true to our gold objec-tives and sets the stage for a comprehensive settlement of monetary issues, in-cluding the crucial issue of exchange arrangements under the IMF Articles ofAgreement. I urge your support, and that of your colleagues, for this agreement.Sincerely yours,

_W.LLIAm E. iSimoN.

CONGRESS OF THE UNrrlD STATES,
JOINT EcoNohiio COMMITTEE,

Wash inton, D.C., December 21, 1975.I-Ion. W ILLIAM SIMONT,
Secretary, U.S. Department of Treasury,
lVashington, D.C.

DEAR MR. SECRETARY: According to recent newspaper reports, the agreementon gold announced by the International Monetary Fund's Interim Committeeon August 31, 1975, may be implemented before the normal legislative proceduresfor amending the IMIF's Articles are completed. Any such prospective actiondeeply concerns me on the grounds that illegal implementation of this agreementcould both seriously weaken the authority of the International Monetary Fundin future years and impair the statutory authority of the Congress.The Bretton Woods Agreements Act of July 31, 1945, stated that "The Presi-dent is hereby authorized to accept membership for the United States in theInternational Monetary Fund . . . provided for by the Articles of Agreementof the Fund . . . deposited in archives of the Department of State." The BrettonW oods Agreements Act further states "unless Congress by law authorizes suchaction, neither the President nor any person or agency shall on behalf of theUnited States . . . accept any amendment under Article XVII of the Articlesof Agreement of the Fund." Article XVII states that to be adopted, an amendmentmust secure the approval of three-fifths of the Fund members having four-fifthsof the total voting power. Currently the voting power of the United States inthe IMF is approximately 22 percent.Article IV, Section 2 of the IMF Articles of Agreement states "the Fund shallprescribe a margin above and below par value for transactions in gold by mem-bers, and no member shall buy gold at a price above par value plus the prescribedmargin, or sell gold at a price below par value minus the prescribed margin."However, newspaper reports indicate (for example, the Wall Street Journal ofDecember 22, 1975) that the Bank for International Settlements, acting as anagent of its central bank members, may begin purchasing gold sold by the IMFat market prices as early as February, 1976. Such action by the BIS wouldconstitute an illegal subterfuge, violating the IMF Articles of Agreement andIlouting the authority of the Congress.I therefore urge that no central bank or its agent be permitted to purchasegold at a price above the stated par value plus the prescribed margin until theCongress has ratified a proposed amendment to the IMF Articles permitting suchpurchases by abolishing the official price of gold.In the December 17, 1975, report of the Subcommittee on International Eco-nomics, Senators Ribicoff and Taft and Representative Rousselot voiced theiropposition to using -the profits from sales of IMF gold in the market to benefitdeveloping countries. While I personally disagree with my colleagues' position onthis, I am obliged to note that such sales would also be of dubious legality.



Apparently these sales would be conducted under Section 2 of Article VII, the

scarce currency clause that obliges members to sell their currency to the Fund

for gold. Employing the scarce currency clause in this fashion would put it to a

use for which it was never intended.
Therefore. out of respect for my colleagues' opinions, I further urge that no

provisions of the tentative gold agreement reached by the Interim Committee

in August be implemented until the Congress has ratified appropriate amend-

ments to the IMF Articles unequivocably authorizing these actions.

Proponents of early implementation of the "gold agreement" argue that the

IMF Articles of Agreement have been ignored so widely in recent years, that a

further violation can do no additional damage.
I disagree.
First, the amendments to the IMF Articles of Agreement that are now being

considered are intended to bring the charter of that organization back into

conformity with reality, to revitalize the Fund, and to give it a new legitimacy.

To begin this process by further violating the Articles is to defeat the purpose at

the start.
Second, in 1972 and again in 1973. the Congress, by passing dollar devalua-

tion legislation, twice attempted to reinstitute the United States as a member in

good standing of a fixed exchange rate IMF. In both instances, these attempts

were overwhelmed by market forces. Now, however, the central bankers and

finance ministers of the leading industrial nations have apparently agreed, after

long and serious deliberations, to violate the Fund's Articles. There is a great dif-

ference between illegality brought about by the buffeting of the market, and that

brought about by the machinations of ministers.
In conclusion, let me reiterate my belief that the International Monetary Fund

will be a far more vital and effective organization in future years, and that Con-

gressional endorsement of long-awaited and much-needed amendments to the

IMF Articles is much more likely to be readily forthcoming if no initial attempt

is made to violate the Articles or circumvent Congressional authority.
Sincerely, HENRY S. RlEUSS.

Chairman, Subcomnmnittee on International Economnics.

THE SECRETARY OF THE TREASuRY,
Washington, January 26, 1975.

I-on. HENRY S. REUSS,
Chairman, Subcommittee on International Economies, Joint Economic Committee,

Washington, D.C.
DEAR MB. CHAIRMAN: In recent weeks there have been discussions among

governments and comment in the press about the implementation of the gold

agreement reached by the IMF Interim Committee on August 31, 1975. -I am

writing to clarify the understandings which were reached by the Committee

in August and at its most recent meeting in Jamaica.
The August 31 gold agreement contains a number of provisions designed, as

you know, to reduce the role of gold in the international monetary system.

We have tried, during the course of our negotiations, to keep the Congress

fully informed. Let me assure you absolutely that those parts of that agreement

which require amendment of the Articles will be submitted to the Congress

for authorization, and that any implementing measures which the United States

or the International Monetary Fund will take prior to amendment are in fact

authorized by the present Articles of Agreement.
The provisions of the August 31 agreement that call for amendment of the

Fund's Articles before they can be implemented include the provision for elimi-

nating the official price of gold and for eliminating present requirements that

members use gold in certain IMF transactions. When draft language has been

agreed, these proposed amendments to the IMF Articles will be submitted to the

United States Congress for the necessary authorization for U.S. acceptance as

part of a package of amendments dealing with gold. exchange rates, and other

matters. The amendments will enter into force, as prescribed under Article XVII.

when accepted by three-fifths of IPIF members having four-fifths of the total

voting power.
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Other provisions of the August 31 gold agreement can be implemented prior to
amendment of the Fund Articles, and it was agreed at the Interim Committee
meetings on January 7 and 8 that action should be taken without delay for the
simultaneous implementation of those provisions. Since the United States strongly
supports the objective of a reduction in the role of gold, which the August 31
agreement is designed to achieve, there are, in my view, important advantages in
implementing as promptly as possible those elements of the agreement which
legally can be implemented under the present Articles.

One provision which can be implemented promptly is establishment of a trust
fund to provide balance of payments financing for developing IMF member coun-
tries, with resources obtained in part through mobilization of one-sixth (25
million ounces) of the IMF's gold.

I would like to emphasize two points with respect to the proposed trust fund.
First, this facility can contribute both to a healthier world payments balance and
to a reduced monetary role for gold. Second, the proposed facility is not a new aid
program, but is an extension of traditional IMF activities, using existing IMF
resources through a technique well-established by IMF precedent, and is fully
consistent with the purposes of the DIIF and the present Articles.

The need for the trust fund is a point I need not labor. At a time when high
oil prices and deep world recession have combined to place a severe financing
burden on a number of the poorest developing countries, it is essential to a sound
world payments balance that we establish this additional facility.

The trust fund, while helping the poorest developing countries will not provide
development financing-typically within the purview of the international develop-
ment institutions and bilateral aid programs. Rather, it will provide the balance
of payments financing which is a major function of the IMF, on terms appropriate
to the difficult payments position facing some of the poorest developing countries
in the period immediately ahead.

The trust fund will also substantially further our objective of reducing gold's
monetary role. It will enable us to take steps promptly for the market sale of
some of the IMIF's gold, finally demonstrating by actions, not merely by words,
that IMP members are indeed seriously committed] to the ohibetive of reducoing
gold's monetary role. Further delay would merely allow for unnecessary specula-
tion regarding the future role of gold. Delay would also stimulate alternative
proposals for emergency balance of payments financing for the poorest countries
and could weaken the existing momentum behind the gold sale agreement.

The method proposed for mobilizing the IMF's gold is based on IMF precedent
and specifically has the sanction of the IIF legal staff. The technique to be
used is the familiar one of "replenishment," whereby the IMF, to the extent
it has a need for currencies, exchanges gold for those currencies, at the official
price, and uses the currencies in its operations. The difference between past uses
of IMF gold for replenishment and that proposed for the trust fund is that, in
this case, the "profits" on the gold used in replenishment will accrue to the pro-
posed trust fund and thus to developing country members. The replenishment
provisions of the IMF Articles also form a legal basis for implementing the pro-
vision of the August agreement-which the United States did not propose-for
sale at SDR 35 an ounce of a further one-sixth of IMF gold to members in propor-
tion to quotas.

It is important to note, in this regard, that it is the DII? which has legal title
to the gold to be sold. The member countries that paid gold to the IMF as part
of their subscriptions, receiving in return drawings rights in the IMF, transferred
title to the gold to the IMF and have no legal claim to it. In fact, the gold in the
DIIF was always intended as a source of usable currencies under the replenish-
ment provisions and the IMF has, on a number of occasions in the past. sold gold
for this purpose. Thus the sale of gold to obtain usable currencies is in no way
novel or a departure from past practices. The establishment of the trust fund
provides a way, in which the IIF gold can be disposed of in effect at a market
price rather than the official price, with the IMF receiving usable currencies for
the "book value" of this asset and the trust fund receiving usable currencies
equal to the difference between the "book value" and the market price.

The Interim Committee has agreed that market sales of gold by the trust fund
should be conducted in public auctions over a four-year period and according to
an appropriate timetable. It is my understanding that in any market sales of
gold by the IMF acting on behalf of the trust fund, bids would not be accepted
from IMF members or from entities acting as agents for such members, prior to



so

amendment of the Articles, in light of the provision of Article IV, Section 2,
that members shall not buy gold at a price above par value plus a prescribed
margin.

The Bank for International Settlements would be able to bid, for its own
account, in IMF gold auctions conducted for the trust fund. This seems per-
fectly proper to me. The BIS is not an IMF member. It is an independent insti-
tution, whose separate legal status and independence from goverments are clearly
established. The BIS has express legal authority to buy and sell gold for its
own account. Thus, in allowing the BIS to bid at its auction, the IMF would
merely be recognizing these existing facts.

There have *been expressions of concern about purchases of gold by central
banks of IMF members, prior to amendment, at a price above that prescribed in
Article IV, Section 2. I can assure you that the UnitedStates has no intention of
making any such purchases. Some IMF member governments have taken the
view that since the sole purpose of Article IV, Section 2, was to prevent members
from undermining the par value system through gold transactions, and the par
value system has now collapsed, the provision is no longer legally operative. The
United States does not agree with that view.

Mr. Chairman, I hope this letter has served to resolve any uncertainties and
remove any doubts which may have arisen concerning actions we have taken
and agreements we have made on these matters. I believe we have an oppor-
tunity for major progress toward our objectives with repsect to both balance
of payments financing and gold. I hope that you and other members of Congress
will be able to give your full support to the proposals I have described.

Sincerely yours,
WmLLiAM E. SIMON.

CONGRESS OF THE UNITED STATES,
JOINT EcoNoMIc COMMITTEE,

Washington, D.C., January 28, 1976.
Hon. WILLIAM E. SIMON,
Secretary of the Treasury, Treasury Department,
Washington, D.C.

DEAR MR. SECRETARY: Thank you for your January 26 response to my letter of
December 24, 1975. While I still have a number of questions about the details of
implementing the agreement on disposition of the International Monetary Fund's
gold stock and on the sort of exchange rate regime that will be adopted in the
future, my apprehensions have been substantially allayed by the assurances
contained in your letter. I refer particularly to the following:

"Let me assure you absolutely that those parts of the agreement which require
amendment of the Articles will be submitted to the Congress for authorization,
and that any implementing measures which the United States or the International
Monetary Fund will take prior to amendment are in fact authorized by the pres-
ent Articles of Agreement."

To avoid possible misunderstanding between the Treasury and myself regard-
ing the substance of the agreement reached in Kingston or the measures con-
templated to implement it before the Fund's Articles have been amended, I would
be most appreciative if you could respond to a series of questions about the
details of these arrangements. If you could deliver a written response in advance
of your scheduled testimony before the Joint Economic Committee on February 4,
it would be extremely helpful.

Let me turn first to your remarks regarding the activities of the Bank for
International Settlements with respect to IMF gold sales. You stated in your
letter that:

"The Bank for International Settlements would be able to bid, for its own
account, in IMF gold auctions conducted for the trust fund. This seems perfectly
proper to me. The BIS is not an IMF member. It is an independent institution,
whose separate legal status and independence from governments are clearly
established. The BIS has express legal authority to buy and sell gold for its
own account. Thus, in allowing the BIS to bid at its auctions, the IMF would
merely be recognizing these existing facts.

To me purchases of gold by the BIS seem proper as long as they are conducted
within the obligations that the eight central banks which manage the Bank



S1

for International Settlements accept under the IMF Articles and as long as the
BIS purchases gold not as an agent of any central bank but, in the event of such
purchases, as distinct investor.

Pertinent to the understanding regarding gold, could you please answer the
following questions:

(1) Presumably until the IMF Articles are amended to abolish the official
price of gold, the Fund will not sell gold at above the official price either
to central banks or to their agents. Is my assumption correct?

(2) During the interim when amendments to the Fund Articles are under
consideration but have not yet been ratified, what measures does the IMF
intend to take to insure that gold sales are not made at market prices to
the agents of monetary authorities?

(3) What sort of information will' the Treasury receive regarding the
amount, price, and disposition of any gold from the current IMF stock that
the Bank for International Settlements may purchase?

(4) If the Bank for International Settlements does not retain whatever
gold it may purchase from the IMF stock, but instead sells such gold to the
monetary authority of an IMF-member country at a market-related price,
will the Treasury through the U.S. Executive Director to the IMF insist
that sales of Fund gold to the BIS be halted?

(5) Your letter states that, "The Interim Committee has agreed that
market sales of gold by the trust fund should be conducted in public auctions
over a four-year period and according to an appropriate timetable." If the
market price of gold falls substantially, will the schedule of sales be altered?
Will the period during which these sales are executed be extended beyond
four years?

(6) The understanding reached by the Group of Ten to accompany the
Interim Committee's agreement on gold announced August 31, 1975, states
that for a period of at least two years, "there will be no action to peg the
price of gold". Particularly in the light of this anti-pegging pledge subscribed
to by the United States, would you explain Treasury gold sales policy and
enumerate the relevant factors determining whether or not a sale is to be
carried out and what its volume should be?

(7) The communique issued by the Interim Committee on January 8, 1976.
in Kingston states that given the approval of members with 85 percent of
the total voting power, the Fund under the revised Articles will have wide
latitude to sell or distribute the 100 million troy ounces of gold remaining
after sale of 25 million ounces in the market and restitution of another
25 million ounces. When in the future further distribution of Fund gold is
contemplated, will the Congress be notified well in advance of the execution
of any such plan and have an opportunity, through a specified mechanism, to
advise the Secretary of the Treasury that he reject any proposed distribution
not supported by a majority of Members in either the House of Representa-
tives or the Senate?

Let me now turn to arrangements regarding exchange rates. The proposed draft
of Article IV seems acceptable as far as it goes. The Committee of Twenty ap-
pended to its report an annex including proposed guidelines specifying the cir-
cumstances under which the monetary authorities of countries choosing to let the
value of their currencies be determined in exchange markets either would be
expected to intervene or could do so at their own discretion. No comparable guide-
lines have been published to accompany aproposed new Article IV. The only oper-
ative public statement on this subject is contained- in the November 17, 1975,
Rambouillet declaration by the chiefs of state of six industrial countries. It said,
"Our monetary authorities will act to counter disorderly market conditions or
erratic fluctuations in exchange rates". To clarify the circumstances under which
U.S. monetary authorities intend to intervene in exchange markets, either inde-
pendently or in cooperation with the authorities of other countries, could you
please answer the following questions:

,(1) Does an "erratic fluctuation" in exchange rates occur if and only if
markets are disorderly? What determines whether or not a change in mar-
ket-determined exchange rates constitutes an "erratic fluctuation"?

(2) From time to time significant amounts of liquid assets have either
moved into or out of the United States in response to a change in the differ
ential between interest rates in this country and abroad. Such transfers of
liquid assets are frequently accompanied by a noticeable change in the sup-
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ply of or demand for dollars in exchange markets. If the change in the vol-
ume of exchange transactions is significant, the value of the dollar in terms
of one or more foreign currencies will be altered. Does such a shift in dollar
exchange rates resulting from a change in interest rates here or abroad
constitute an "erratic fluctuation"? Do you consider that such a shift in
exchange rates ought to be countered through intervention by monetary
authorities?

(3) If the change in economic conditions inducing the international capi-
tal flow and hence the shift in exchange rates outlined in the previous ex-
ample were a change in the rate of inflation in the United States relative to
that abroad, would that movement in exchange rates be considered an
"erratic fluctuation"? Would intervention by monetary authorities be
appropriate?

(4) What sort of information does the Treasury receive about the fre-
quency and volume of exchange market intervention affecting the dollar
executed by foreign monetary authorities?

(5) In August 1975, the Subcommittee on International Economics of the
Joint Economic Committee and the Subcommittee on International Trade,
Investment and Monetary Policy of the House Committee on Banking, Cur-
rency and Housing published a report including a recommendation on inter-
vention in exchange markets. The recommendation said:

"The United States monetary authorities should intervene in exchange
markets only to combat or to prevent the emergence of disorderly conditions.
Intervention should not attempt to influence the trend of exchange rate
movements. Swap borrowings and loans entered into between the Federal
Reserve and- foreign monetary authorities should normally be liquidated,
i.e., the position fully reversed, within six months of the initial transaction.
Only as a result of the most extraordinary circumstances should swaps
remain outstanding for more than a year. U.S. monetary authorities should
not accumulate additional reserves in the form of foreign exchange."

Does the Treasury subscribe fully to this guideline? In the event of any
reservations, could you specify and explain them?

(6) The proposed Article IV states that each member of the IMF shall
"avoid manipulating exchange rates or the international monetary system
in order to prevent effective balance of payments adjustment or to gain an
unfair competitive advantage over other members". What determines
whether or not a competitive advantage enjoyed by a given nation at any
particular moment is "unfair"? Why was not a similar injunction included
against a member's exporting inflation, rather than unemployment, by peg-
ging or supporting the external value of its currency at an unrealistically
high level?

Sincerely,
HENRY S. REUSS,

Chairman, Subcommittee on International Economics.

THE SECRETARY OF THE TREASURY,
Washington, February 8,1 976.

Hon. HENRY S. REUSS,
Chairman, Subcommittee on International7 Economics, Joint Economic Com-

mittee, Congress of the United States, Washington, D.C.
DEAR Ma. CHAIRMAN: I am writing in response to your letter of January 28,

in which you raise a series of questions regarding the details of the recent
agreements on gold and exchange arrangements.

The following are responses to your questions on gold:
Question 1. Presumably until the IMF Articles are amended to abolish the

official price of gold, the Fund will not sell gold at above the official price either
to central banks or to their agents. Is my assumption correct?

Answer. Your assumption is correct. The Fund will not knowingly sell gold
above the official price to the monetary authorities, or the agents of monetary
authorities, of IMF member countries prior to amendment of the IMF Articles
abolishing the official price of gold.
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Question 2. During the interim when amendments to Fund Articles are under
consideration but have not yet been ratified, what measures does the IMF intend
to take to insure that gold sales are not made at market prices to the agents of
monetary authorities?

Answer. Details of procedures for conducting IMIP auctions have not yet been
discussed in the Executive Board. However, we would expect the IMF to state,
in connection with any auctions, that it would not accept bids above the official
price from the monetary authorities, or the agents of the monetary authorities,
of IMF member countries, and to request bidders to specify the capacity in
which they are bidding. We will seek the inclusion of such a provision when
details of auction procedures are discussed in the Board.

Question S. What sort of information will the Treasury receive regarding the
amount, price, and disposition of any gold from the current IMF stock that the
Bank for International Settlements may purchase?

Answer. While detailed procedures for the auctions have not yet been developed
or agreed, we expect to receive full information regarding amount, prices and
buyers of IMF gold. The IMF would not be expected to have the right to insist on
knowing the further disposition of gold by a successful bidder-the BIS or any
other bidder-beyond assurance that the bidder is not acting as agent for the
monetary authorities of a member country. However, a member of the IMF buying
gold at above SDR 35 an ounce would be in violation of the IMF Articles, and the
monetary authorities of IMF member countries would be required under the
IMF's regular reporting procedures to report to the IMF any additions to their
gold holdings regardless of the source from which purchased.

Question 4. If the Bank for International Settlements does not retain whatever
gold it may purchase from the IMF stock, but instead sells such gold to the mone-
tary authority of an IMF-member country at a market-related price, will the
Treasury through the U.S. Executive Director to the IMF insist that sales of Fund
gold to the BIS be halted?

Answer. The BIS would not be permitted to purchase gold as the agent of an
IMF member country. But in the example given, the BIS would presumably be
buying gold from the IMF for its own account and representations in the TMF
would, therefore, not be appropriate. However, the question of BIS participation
is a false issue. A central bank that was determined to acquire gold could simply
purchase gold on the market in a transaction wholly unrelated to the IMF sales,
or could purchase gold on the market immediately following an IMF Trust Fund
auction.

Question 5. Your letter states that, "The Interim Committee has agreed that
market sales of gold by the trust fund should be conducted in public auctions over
a four-year period and according to an appropriate timetable." If the market price
of gold falls substantially, will the schedule of sales be altered? Will the period
during which these sales are executed be extended beyond four years?

Answer. Our discussions with participants in the private market suggest that
the approach that has been agreed is least likely to be disruptive to the market,
and we would not expect the sales schedule, once fixed, to be extended or otherwise
altered. No price objective will be involved, and a decline in the price of gold
should not, in and of itself, cause the IMF to alter its plans. At the same time,
however, the IMF is entering a new and untested area. If there were to be a
drastic change in market conditions, the IMF could decide to reexainine its plans.

Question 6. The understanding reached by the Group of Ten to accompany the
Interim Committee's agreement on gold announced August 13, 1975, states that
for a period of at least two years, "there will be no action to peg the price of gold."
Particularly in the light of this anti-pegging pledge subscribed to by the United
States, would you explain Treasury gold sales policy and enumerate the relevant
factors determining whether or not a sale is to be carried out and what its volume
should be?

Answer. Sales of U.S. gold by the Treasury to date have been related to helping
meet net import demand for gold from abroad, and are consistent with our view
that the international monetary role of gold should continue to diminish. We
have not attempted to enunciate a long-term sales policy, but would expect to
continue to conduct sales from time to time to help meet import demand. We will
in no way conduct sales in a manner that would "peg" the market price of gold or
that could be construed to have that objective.

Question 7. The communique issued by the Interim Committee on January 8,
1976, in Kingston states that given the approval of members with 85 percent
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of the total voting power, the Fund under the revised Articles will have latitude
to sell or distribute the 100 million troy ounces of gold remaining after sale
of 25 million ounces in the market and restitution of another 25 million ounces.
When in the future further distribution of Fund gold is contemplated, will the
Congress be notified well in advance of the execution of any such plan and have
an opportunity, through a specified mechanism, to advise the Secretary of the
Treasury that he reject any proposed distribution not supported by a majority
of Members in either the House of Representatives or the Senate?

Answer. The IMF takes decisions regularly on the use of its resources, and, in
our view, it would be undesirable and inappropriate to give special treatment,
such as is suggested in the question, to the use of one particular IMF asset-
gold. All uses of IMF resources must be consistent with the purposes of the IMF.
At present, the IMF may take a decision to sell gold, through the replenishment
provisions, by a simple majority vote, and such decisions have been taken fre-
quently in the past. Under the amended Articles, a negative vote by U.S. repre-
sentatives in the IMF would block any proposed sale. U.S. representatives in
the IMF would obtain their instructions on any such issue following the same
procedures as apply to any other issue which comes before the Executive Board.
We would, of course, expect to report to the Congress on any decisions taken on
gold sales, and would be guided by the basic objecttive-an objective widely
supported in the Congress-of a continued reduction in the international mone-
tary role of gold.

The following are responses to your questions on exchange arrangements:
Question 1. Does an "erratic fluctuation" in exchange rates occur if and only

if markets are disorderly? What determines whether or not a change in market-
determined exchange rates constitutes an "erratic fluctuation"?

Answer. These are general terms which we have used to try to convey in a
broad sense the type of situation which we feel could warrant exchange market
intervention. In our view, the terms "erratic' and "disorderly," while not precisely
defined or precisely definable in advance, are synonymous, in the sense that they
are both meant to describe a situation in which the markets are not functioning
properly. Put another way, it is in our view likely that erratic fluctuations would
be characterized by disorderly market conditions. The issue is unavoidably and
appropriately judgmental. and decisions must be taken on the basis of continuing
surveillance and analysis of market developments.

Question 2. From time to time significant amounts of liquid assets have either
moved into or out of the United States in response to a change in the differential
between interest rates in this country and abroad. Such transfers of liquid assets
are frequently accomplished by a noticeable change in the supply of or demand
for dollars in exchange markets. If the change in the volume of exchange trans-
actions is significant, the value of the dollar in terms of one or more foreign
currencies will be altered. Does such a shift in dollar exchange rates resulting
from a change in interest rates here or abroad constitute an "erratic fluctuation"?
Do you consider that such a shift in exchange rates ought to be countered through
intervention by monetary authorities?

Answer. Exchange rates move in response to pressures affecting capital as
well as trade accounts. We would not generally characterize a change in exchange
rates as "erratic" because it was associated wvith changes in interest rate differ-
entials. In considering whether an exchange rate fluctuation is "erratic", judg-
ments would have to be made about a particular exchange rate change and the
conditions surrounding it.

In the normal course of events, changes in interest rate differentials are to be
Expected, and to the degree they reflect the fact that key economies are not ex-
panding or contracting in lock-step fashion, they are one manifestation of a
desirable situation.

In our view, efforts to superimpose stability by intervention designed to offset
the effects of changes in interest rate differentials would normally be unwise-
"stability" is desirable and can only be obtained through more attention to under-
lying economic and financial conditions and less to intervention operations.

Question S. If the change in economic conditions inducing the international
capital flow and hence the shift in exchange rates outlined in the previous ex-
ample were a change in the rate of inflation in the United States relative to that
abroad. would that movement in exchange rates be considered an "erratic" flue-
tuation"? Would intervention by monetary authorities be appropriate?

Answer. In our view, the term "erratic" describes conditions in the exchange
market and cannot be defined by, or associated in advance with, any particular
cause of exchange rate movements. If one country wvere inflating at a very rapid
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rate and another at a very slow rate, it is reasonable and desirable that the ex-
change rate relationship between them change to reflect that difference. This is
one of the advantages of a more flexible exchange rate system.

The thrust of the Rambouillet Agreement, and the proposed Article IV that
resulted from it, is to fix the basic responsibility for variability in exchange rates
on changes in underlying economic and financial conditions. Included ill the
latter are capital flows triggered by changes in economic and financial conditions
as well as market expectations as to what might occur.

Qieestion 4. What sort of information does the Treasury receive about the fre-
quency and volume of exchange market intervention affecting the dollar executed
by foreign m6netary authorities?

Answer. The Treasury receives, on a confidential basis, daily reports on ex-
change market intervention undertaken by the monetary authorities to the
major foreign industrial countries.

Question 5. In August 1975, the Subcommittee on International Economics of
the Joint Economic Committee and the Subcommittee on International Trade,
Investment and Monetary Policy of the House Committee on Banking, Currency
and Housing published a report including a recommendation on intervention in
exchange markets. The recommendation said:

"The United States monetary authorities should intervene in exchange mar-
kets only to combat or to prevent the emergence of disorderly conditions. Inter-
vention should not attempt to influence the trend of exchange rate movements.
Swap borrowings and loans entered into between the Federal Reserve and foreign
monetary authorities should normally be liquidated, i.e., the position fully re-
versed, within six months of the initial transaction. Only as a result of the most
extraordinary circumstances should swaps remain outstanding for more than a
year. U.S. monetary authorities should not accumulate additional reserves in the
form of foreign exchange."

Does the Treasury subscribe fully to this guideline? In the event of any reser-
vations, could you specify and explain them?

Answer. We agree fully that the purpose of these swaps should be to finance
market nnnrntinn undertaken to counter diQnrder1y conflition and not to influ-
ence the trend of exchange rate movements. Swap positions should normally be
reversed in the short-term-say, six months. However, a rigid limit is not desir-
able. It may also be desirable to hold some balances so as to be able to finance
intervention in the event of need without drawing on a swap line.

Question 6. The proposed Article IV states that each member of the IMF shall
"avoid manipulating exchange rates or the international monetary system in order
to prevent effective balance of payments adjustment or to gain an unfair com-
petitive advantage over other members." What determines whether or not a com-
petitive advantage enjoyed by a given nation at any particular moment is "un-
fair"? Why was not a similar injunction included against a member's exporting
inflation, rather than unemployment, by pegging or supporting the external value
of its currency at an unrealistically high level?

Answer. By obligating members to avoid manipulations which would prevent
effective balance of payments adjustment, the new Article IV clearly foresees
action to avoid overvalued as well as undervalued exchange rates. Members are
to focus their efforts on achieving underlying economic stability, and such stability
is not compatible with the inefficiencies that occur as a result of exchange rate
manipulation.

The basis for determination of whether a country is gaining an "unfair" advan-
tage will clearly have to be developed with experience, as we build a history of
"case law" under the new Articles. An initial approach might be based on two
types of data. First, there are data on exchange market operations which-over
time-will give a very good indication of whether or not adjustment to persistent
trends is being resisted. In addition, we are developing improved consultation
procedures which will provide a broad basis on which to determine whether a
country's policies are reflective of underlying economic conditions or are designed
to manipulate the rate or the system.

I am pleased to have this further opportunity to respond to your questions on
the monetary agreements. If there is any further information which you might
find useful, please do not hesitate to let me know.

Sincerely yours,
WLILLAm E. SIMON.
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