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THE NEW SUBSTITUTION ACCOUNT PROPOSAL: AN ASSESSMENT

\

Very soon, that is towards the end of April 1980,
the Interin Committee of the International Monetary Fund will
be considering for adoption a detailed proposal, from the Fund's
Executive Board, for the establishment of substitution account. |
This would be a Fund facility fc;r the exchange of SDR-denominated
claims for dollars that mgmber countries of the TMund anay volun~
tarily surrender, This paper attempts to appraise this proposal
given the few details that are now in public knowledge on the bésis
of a few rather tongue-in-the~cheek disclosures vhich the Fund has
chosen to make so far., As we shall note, the proposal is of special
interest to the developing countries, because, though formally
voluntary, they are likely to be under maximum pressure to surrender
the dollar part of their reserves to the substitution account in
return for the new instruments the Fund proposes to issue. The
purpose of this paper is (a) to review the thinking and the line
up of the countries behind the basic substituéioﬁ idea since the
turn into the decade of the 70s, and (b) to evaluate the proposal
now'undér active consideration. In our assessment, the proposed
substitution is unlilely to enhance the cause of world monetary
reform but it may, in the process of its operation, do irreparable
~damage to the one institution, SDR, that the developing world has

1

laid store by, though rather optinistically.
I
The idea of substituting SDRs for national reserve currency

balances is not new. ‘Robert Triffin, who has for long lamented over.



the system that permitted one national currency, nanely the U.S.
dollar, to perform the role of reserve currency and forecast fhe
emergence of a situation in which the dollar would continually be
faced with crises of confidence, is on rccord for having suggested
a large scale replacement of dollar balances of the monetaryvéutho-
rities with appropriate internationall& created assets as paft‘df a

programnmne of international monctary reform.l

Later, during 1972-74 discussions within the Committee of

the 20 of the International Monetary Fund, it was recognised that
suitable arrangements would have to be made for the substitution

of cxcess holdings of dollars in the hmds of the various monetary
authorities by SDRs as part of the rcforg effort in general and
particularly in the context of the proposed asset settlement. The
latter stood for an arrangement whereby the deficit or surplus,

on official settlenent basi;, of any country was reflecfed in a loss
or gain of its holdings of primary reserve assets i.e. SDRs.g/
Substitution arrangements were supposed to complement the asset
scttlement requirement by relievinz the reformed system of the
overhang of the dollars from the past. Unfortunately, however, the
Comnmittee could not agree upon a concrete scheme of asset settle-

nent-cum~-substitution.

On the one hond, therc was the strong Furopean support
in favour of an effective substitution arrangement as well as
asset settlement. The Germans were particularly concerned with

the inflationary bias inherent in the old system hammered out at
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Bretton Woods which imposed virtually no discipline on the.reserve
currency country. They wanted a system of asset settlement not 6nly
to prewent any future U;S. deficits leading to an expansion of global
liquidity but also to restrict the freedom of reserve holderé to
switch into 'non;traditional' reserve assets like Buro-dollars and
European currencies such as lMarks and Swiss Francs. On the other
hand, the U,S.A. appeared hardly convinced of the need for either
asset settlement or substitution arrangcment to go along with'it.
‘Instead, the accent of the U.5. plan for e refonuedAvofld monetary
systen sought principally to oblige the reserve holders to adjust when '
their reserves passed a certain linit. 3/ But whether uﬁder the
reformed system, countries would hold more or less reserve éurreucies
than in the past was a question that the U.S. plan did not try to
answer dircctiy.é/ I+t argued instead for a system'of multi~currcncy
intervention whereunder the respbnsibility for maintaihing the
exchange value of a reserve currency in trouble would be shared
between major currencies and not rest on that particular reserve
currency. ﬁithout Saying so explicitly, the U.S5. aim was clearly
not to reduce but to streggthen the futuré reserve currency role

of the dollar.

As for the developing countries, they failed to put up -
a clear, united sténd on the issue. Indié, for instance, dﬁposed
a very large multllateral substitution operatloﬁ on the ground that
such an operation 'w1ll 1nev1tably create on ovérh&nv of SDRs in

.place of an overhang of the reserve currencles" so that countries



are bound to become less cnthusiastic about future new SDR
allocations, It urged theroforec that "a substantial proportion

of these excess (dollar) balances should be consolidated through
bilateral funding arrangements", Only if a small proportion was
put through the Fund's substitution account, would India have no
problem.é/ The objection of the oil oxporting countries to the
idea of a substitution account was that they misht thercby be

be deprived of the freedom to manage their reserve nortfolios if
any restrictions on holding cdifferent currencies was contemplated
as part of the proposed arrangemants; Even some of fhe non-oil
exporting countries as e.g. Brazil, Korea, Hexico, S3ingapore and
Taiwan attached considerable importance to the freedom of reserve
composition.é/ Thus, -not only were the developing countries not
united in their response to the substitution account idea but also
those who were opposed to the idea (this included India) only scemed

to seek re-assurances on the continuing normal allocation of SDRs.

It is interesting that while the U.5.A. had for quite some
time been wanting to be relieved of the obligation of maintaining
the gold convertibility of dollar at & fixed exchange rate, it did
not at any time want to surrcnder the dollar's role as a rcserve
currency. The gein thaot accrued to the U.S.A4. in the form of access
to resourceSZ/ was obviously too large to surrender easily. ¥While
the European variant of the substitution accouat offered the U.3.
creditors i.c. countries holding dollar instruaents, a Tceility
to convert their excess dollar holdings into SDRs to be speciclly

issued by the IMF, it inposed, at the same tinme, an obligation on
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the U.5.A. to submit to asset settlement thereafter. This meant

that the U.S.A. would no longer be in a position to let its dollar
obligations abroad expand beyond a point. Though the U.S.A. was
unwilling to éccept the European variant, the fact cannot be over-
looked that it offered the U.S.A. a long-torm internctional loan
(asauming'that the U.S. would amortize it at some suitable dete)

to fund its short-term liabilities abroad in return for an under-
taking not to incur excessive short term liabilitics abroad in the
futuré. The U.S. was, as has been indicated slready, sinply unwilling

to give the undertaking the Europecan variant was predicated upon.

Whether or not the Europeans seriously meant to place any
effective constraints on the future growth of short tern dollar
instruments, it is difficult to see how the developing countries

conceded the substisution idea even in priaciple, particularly when

the U.5. was one of the strohgest and most persistent opponents of R
the LIEK i.c. the link betvocen the gencration of international liquidity
and development assistance. Aftgr all,the replacement of dollar
instruments by SDRs through the IMF substitution window is tanta-

nount to the extension by the Fund of an equivalent credit to the
U.S.A., and U.S.A. alones True, thot some of the immediate holdcrs

of the dollar instrunents arc the developing countries including

some non-oil exporting countries. But that cannot be taken to

detract from the true character of the substitution idea, namely the
creation tf international credit with a view to funding the external
debt of the most affluent, though borrowing, Qountry which hed

| been enjoying the benefit of enormnous resource transfer over the past

several years by virtue of its role as a sole resexrve currency country.



For the Europeans and the reserve accumulating developing
countries (India was not one of the. latter group, not even in
1972—74), there was at least one not o unsélfishApossible Teason
to support the substitution proposal all the same, This»éould have
derived from the belief that both (a) the reduction of dollars
already in their monetary reserves and (b) the acceptance on the
part of the U.S.A. of the obligation to exercise restraint in‘the
creation of dollar instruments in the future would stabilise, mnd
possibly improve, the exchange value of the dollar instruments these

countries would still hold in their portfolios.

As it happened, vhile the U.5.A. was not willing to accept
any major constraint on the future growth of dollar instruments i.e.
on its incurring future deficits in balance of »ayments on official
settlement basis, the reserve accumulating developing countries,
especially the oil exportins countries, were not kecn on accepting
any major constraint on their reserve composition in the sense that
they were unwilling to forego, not even partially,the right to decide
in what amounts and proportions to hold the various available
rescrve instruments in their portfolios. But to infer from the
latter that the reserve accumulating deveioping countries were kecn
to hold on to dollar instruments, would be absolutcly unwarranted.
On the other hand, it would be reasonably correct to say that the
developed reserve accumulating countrics (Buropeans plus Japan) did
not possibly envisage successfully reducing the U.l.A.'s current
account, as distinct from official settlement, deficits in balance

of payments. In fact, it is the anxiety of these countries to continue



to have large current accoun:i surpluses with the U.S.A. that
has lent the latter a strong whip hand in all international

economic, including monetary, negotiations.

Anyway, the important point that secms to have stood out
in the coursé of the 1972-74 reform discussions is that the United
States was prepared to consider only such intérnational substitution
arrangements as would offer to fund those of the other countries!
dollarvholdings as are voluntarily surrendered but that it would not
undertake fto accept any limitations on its future course of balance
of payments action, The American attitude amounted to something
like this:

"Thanks a lot for uncaorwriting our outstandihg

external debts but please don't ask us to restrain

ourselves to only limited borrowing in the future".

It was a clear case of eating the cake and having it too,

Since it was on this rock éf U.S, position that the substi-
tution account idea foundered, one wpuld have imagined that if ever
the idea were to be revived it could only follow a sufficient softening
of the U.S. position on the growth of future dollar liabilities abroad.
But as we shall note in the following section, the revival of the
‘idea does not seem to have followed any soffening of the U.ws.
position. So it will be worthwhile asking if the circumstances
sinco the 1972-74 reform discussion have jﬁstified change in the
position of tho other countries, developed and developing.,

~
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In its revived form, the substitution idea will take the
shape of a special IMF facility '"for the voluntary exchange of official
dollar reserves for a new assect, SDR-denomenated claims'to be issued
by the Fund.g/ It is hoped that (a) though voluntary, “the number
of participants and the dollar anounts deposited arc of sufficient
magnitude”, and (b) the practical problem of furnishing *the SDR-
denominated claims with the qualities needcd to make themn usable as
genuine reserves" will satisfactorily be solved. In connection with
the latter, agreement appears to‘have been reached already in principle
anong the Fund's Executive Board that (i) the proposed new SDR-deno-
minated claims will be morc liquid than the SDRs in that private
dealing is envisaged in these dcnominated claims and (ii) their
interest yield will be closer to the market rate than the yield
on SDRs, which is ﬁow set for each quarter at 80j of the weighted
éverage of short term rates in the U.J.A., Germany, U.X., France

and Japan.

-

As for the question vhether or not the U.S. srovld under-
take abide by any internationally agreed\;estraints on the future
growth of dollar reserves, there is no clcar, direct answer. To
say that “in the United States it is recogniscd that a persistent
weakening of the dollar damuges the U.S. cconomy rather than helping
it" or that "the increases in dollar rcserves is not governed by

U.3. objectives and policies alone" does not make one much wiser

than before on the sort of the American quid pro quo to the proposcd

international funding of official dollar instruments novw outstanding



with the other countries. Those ambunt now to § 208 billion
including $ 16 billion depositod by its member countries with the

European Monetary Fund.g/

True, that the United States is a party to the agreement
that the costs and benefits of the proposed substitution account
would have to be shared fairly among the United States and the.
countries voluntarily depositing dollar instruments with the accbunt.
But evidently the term "costs and benefits” is defined herc from the
rather narrow point of view of financial equilibrium of the éﬁcount
itself. Given the interest payable on the new SDR-denominated claims,
the dollars deposited with the substitution account will have to be
invested in thé U.S.A. in such a menner that they yield adequate
return to keep the account viable., Assuming that-the United States
is willing to make available investment opportunities which will
yield a return sufficien%ly above the interest péyablc on the SDR-
donominated claims, the question will still remain whether the U.S.
ﬁill thus not be getting in lieu thereof a massive funding of its
short term debt, something that it is unable to achicve on its-own.
0 therwise, whaf is there to prevent the U.S.A{ from issuing SDR-
- denominated claims on its own? Didn't it offer securifies denominated
in Mark, Yen and/or Swiss Franc to the tune of § 10 billion as part
of First November 1978 package of measures announced to hoost the
dollar in the international exphange market? A number of private
interna%ional bﬁnks have tried:to offer SDR-denominated deposits
" in recent past, thouéh, it must be added, they have not proved to be

a great attraction., The fact however that the substitution account
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proposal involves the issue of SDR-dcnominated claims by the INF

is what¥"lends the proposed issuc a special significance.

At this stage, let us tale note >f the principal srgunent
currently being advanced in favour of issuing SDR—-dcnominated claims.
It would offer the monctary authorities, keen on diversifying the
composition of their reserves, an asset vhich, since it is being
valued on the bagis of a repfesentative currcncy basket, already
represents all the important currencies. Thus, it is argued,

»"interested central banké have available an internationally sanctioned
method of modifying the structure of their foreign egchange~reservos

without destahilising the exchange rote system."lg/

To vhat extent this argument holds ground depsnds on one's
Judgement about the reason underlying the tendency noted in recent
nast among many central barks to restructurce their fofoign exchange
reservcs, The question to a3k them should be whce ther they are
really secking to achicve a pattern of diversification ruprescnted
by the currency basket on the basis of vhich the SDI is volued or to
switch into such currcncies as are likely to suffer relcotively less
from the crosion in exchanse value iﬁ thoe face of the prevailing
world-wide inflation, That this is quite a lcgitimate question to
raise can easily be seen in the light of the fact that during the
five yecars between end-1973 cond end-1978 while the exchange value

by
of dollar declined bnly 7.4% vis—a—vis SDR, it declined by, 30,5%,
32 .4% and 51.1% resnectively vis-a—vis Yen, Mark and Swiss Frauc.
Cle~rly, it was not SDR wiaich offered a particularly attractive modc of

investment for monetary rescrves taken out of dollars., In this context,
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it is pertinont to recall that SDR-denomincted deposits offered

by some private intornational banks have not beon a roaring success.

It is a different thing altogether, if the monetéry
authorities find their freedom of choice rather constrained when
they wish to move out of dollars into currcncies lilke Yen, Mark and/or
Swiss Franc and their choice effectively is betwecn holdiny on to
dollars and switch@ng over to SDR-denominated claims, It is probably
this latter type of situation that the reserve accumulating developing
countries apprehend once the 3SDR-denominated claims come on the scene.
But then the case really being argued is not for providing an ettréctive
asset in place of dollar but for somehow curtailing, if not altogether

foreclosing, access to genuinely attractive altcrnatives to dollar.

In fact, the principal concern actuating the revival of the
substitution account propdsal, in the prescnt context scems to have
been none other than t£at of countering the increasing tendency on the
part of some monctary authorities to diversify into currencies other
than dollar. The West German Hark has attracted particular notice.
In a short period of three yecrs and a quarter from end—1975, official
holdings of Mark increased by almost £ 20 billion.ll/ This is a
deﬁelopment that the Germens do not particularly scem to relish for
two major reasons. Firstly, they believe that diversification by
moﬁetary authorities into Mark causeé its exchaﬁge rate to deviate
significantly ffom its long—term trend, resulting in costly, growth
curtailing consequences for the country. Secondly, the country will

be cxposed, as a result,to large, sudden changes to the volume of its
/
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short tern claims held abroad that can greatly complicate the
operation of its monetary policy. EBvidently, given the size of its
economy and its opcnness whea compared to the U.3. cconomy, the
level of toleronce for disturbances is of o very differont order

of magnitude for Germany thon for the U.S.A. So oven from this
angle, it is quite understandable vwhy the U.3. is very nuch less
concerncd about the dollar having to play the reserve currency rolec.
Indeed, it seems auxious to carry on in that role for over -~nd for

over,

The basic point about the revival of the substitution
account idon thet this reflects little softening of the U.S. attitude
on the future gencration of national currency reserves in gencoral
and dollar reserves in particul-r. On the other hand, there scems
to have occurcd » significant come down on the part of the Europeans,
particularly those whose currencics now face siznificant reéeserve
demand and who severely shun the reserve currcency role. Thce substi-
tution account variant they cre now willing to back is miles opart
from the variont they werc swearing by during 1972-T4. Thoe former
sccks a voluntary ond continuing arrangencnt whercas tiie lotter,
being part of on asset settlcment scheme, was obligatory and once-
for-all. The former impoases no obligation on the U.5.A. about the
growth of dollar reserves in the futurce vhile the latter would have
obliged the U.S.A. to settle any czcess dollors by digeing into its
reserves of primary rescrve asseis, nemély 3DRs., And still‘thc formor
is being canvassed as a step towards making the SDR the principal
reserve asset in the world monetary system., It is to this aspect of the

substitution account proposal that the next section is devoted.
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The question whether or not the substitution account
proposal now under active consideration will contribﬁte to the

development of SDR *nto the principal reserve asset of the world

monetary system is really a matter of judgement aboﬁt the future
course of things. Whether or not one's judgement about the future
is closer to trﬁth than others' is something that must await the
unfoiéing of actual events. Meanwhile, one can only rely on the
test of reasonableness to evaluate a judgement about the future.
Thgt is what we shall now attempt tovdo with respect to the question

posed.

Let us start by recalling that even during the 1972-74
reform discussions, serious reservétions were entered by India to
the effect that a major substitution opefation by the Fund offering
SDRs proper in return for dollars held by monetary authorities
in their reserves could undérmine the position of SDRs in fhéi
-‘normal allocations of SDRs in the future might not be easily agreed
. upon on the grpund that theré was already enough stock of SDRs to go

round. This sﬁspicion of India, and possibly several other developing
coupfries, was perhaps grounded in the extreme reluctance already

in evidence in the discussions within the Fund for a second regular
allocation of SbRs‘to follow the allocation of SDR 9.3 biilion-made

during 1970-72.

Thbugh a second SDR allocation of SDR 12 billion has at ilast
been agreed up for the period 1979-81; the fact remains that the

substitution operation being considered will entail the issue of
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very much larger amounts considering that the total amount

held in dollars by the various monetary authorities is now at
least three times as large as at the end of 1973, At the end of
1973, the dollar component of foreign exchange reserves amounted

to $67 billion. By the end of 1978 it had gone up to $ 157 billion
and by the end of June 1979, the figure was close to $ 195 billion.

So, something like SDR 50 billion may be involved in the substitution

13/

operation now being envisaged, if the proposal is accepted, —=£

The point to note further is that not only is the substitution
operation likely to be quite substantial but also the operation is
going to be mounted without providing for adequate safeguards that
the national reserve currencies do not expand at the same time and
add to international liquidity. The 1972-74 discussions veered
round proposals which combined substitution arrsngements with
acceptance of asset settlement obligations. Therefore, it could

justifiably be claimed that those proposals sought to restrict the

expansion of national reserve curremcies. In those circumstances,

the substitution operation could rightly be said to increase thel

SDR component of international liquidity, however much one objected

to this grossly regreésive method of injecting SDRS into the system,
namely by funding,the external obligations of one of the richest
countries in the world. But what isnow being proposed is to introduce
substitution arrangements without imposing any asset settlement
obligation on the concerned réserve currency country and in circumstances
where international liquidity gets generated outside the control

of either the central banking authorities or the IMF, namely through
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the private international money market, in the form of Euro~dollar
and Buro-eurrency deposits and that too in enormous quantitites.li/
It appears very doubtful therefore thet under the changed circumstance

the proposed substitution operation will achieve the desired results.

But the end of the story is not yet reached. At the time of the
1972-T74 reform discussions, the substitution account variants actively
considered involved the issue by the Fund of SDRs proper and not
SDRfdenoﬁinated claims as is now being proposed. The SDR-denominated
claims currently being canvassed will be disfinctly different‘in that
(i) they will carry a rate of interest higher than the SDRs and
(ii) they will have greater 1iqﬁidity and ﬁarketability since:
private dealings in these claims, after they have been.issued_bj the
Fund, will be allowed. So the SDR-denominated claims are bound to be
found much more aftraotive than SDRs prbpcr, even by the monetary

authorities.li/

In these circumstances, can anyone reasonbaly suggest that the
issue of fDR-denominated claims by the Fund will promote the use |
of SDRs proPér? If anything, exactly the opposite may happen.
As has been indicated above, the SDR has not proved to be a partic?larly
attractive asset compared to a number of non-dollar reserve currencies.
Now if the Fupd itself issues an asset which, though valued on the
basis similar to that adopted for SDRs proper, has better yield and
isAmore liquid. * , surely it is this asset that the monetary authorities
wquid like to hold in their portfolios rather than SDRs propér,lé/
provided, of course; their choice is narrowad down to only thes=2
two assets. So the issue of SDR-denominated claims by the Fund in

the course of substitution operations may, instead of enhanciag +he

position of SDRs proper, well undermine it.



16 :

Concluding Observations

In spite of the fact that considerable lobbying effort has
been mounted to canvass support for the passage of the substitution
account proposal at the forthcoming meeting of the Fund Interim
Committee,lz/ it is hard to accept that the introduction of the
proposed substitution account will make any significant contribution
towards making the international exchange market less unstable,
towards enhéncing the position of SDR in the world monetary system
or towards promoting world monetary reform generally on the right
lines. The one thiné it will certainly do, in the short run at least,
is to help the Fund carry a little less guilty conscience with respeet
to the marginality of its balance of payments financing role in the
present world monetary system. Because, then it couldclaim to be
making a contribution at least to the funding of claims outstanding
from the past financing of balance of payments. But this feeling is bound
to the extremely sho t lived because the proposed substitution account
fund ing will soon be overtaken by events and developments that it is
not designed to cope with.

Substitution accourt idea wasy a2nd is, basically an dea that
sought to solve the problem between the old and new reserve currency
countries, namely the problem of the overhang of the o0ld reserve
currency resulting largely from exchange market interventions by the
new reserve currency countries. It just happens that the reserve
accumulating developing countries, principally oil exporting,. have got
caught between the two millstones, as these developing countries try,
to diversify their portfolios in order to stablise the real value of

their reserves. They are the ones likely to be under maximum pressure
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‘now to diversify, if they must only into SDR~denominated claims
which the Fund will issue hereafter from its substitution window,
should it be established.

Unfortunately, the developing countries have so far
thought in terms of kolding their reserves in the form of one or
the/other financial asset. Never has any serious thought been given
to investing their reserves into commodity stocks. When théy do
think of commodity reserves in the context of commodity price sta~
bilisation, the question of financing naturélly arises 3nd it proves
és the principle hurdle. However, the financial resources which
these countries can raise from among themselves, given their own
currency reserves, are never then thoughtof.lg/ Will they see the
connection now? Then they would not have to invest their savings
in the affluent world. Instead, they will be using these savings
to improve their terms of trades vis-a-vis the affluent world.
At the same time, they will escape the sort of pressures a measure

like the proposed substitution account is somght to exercise on them.
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Whether or not there is a case for improving the SDR proper

in terms ofyield as well as liquidity is an entirely different
matter, though it does deserve in my opinion, to be re-opened.
At the same time, I believe that the manner in which the currencie
in the SDR basket are weighted needs being re-—examined. It has g«
to be conceded that one very important reason why SDR-denominated
bank deposits have not attracted muck notice in the past is that
SDR valuation has not ehown sufficient sensitivity to exchange
market fluatuations.

The Wittevcen Group of Thirty has clearly timed the issue of the
report of its study group on Reserve Assets and A Substitution
Account to influence the deliberations at the forthcoming meeting
of the Interim Committee. The prominence given to this report

in the Furd's fortnightly, IMF Survey, of Mareh 3, 1980 is also
noteworthy in this context.

See Gulati, I.S., International Monetary Developments and the
Third World: A Proposal to Redress the Imbalance, R.C.Dutt Memoric
Lectures, Centre for Studies in Social Science, February 1979.
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