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(B) Finencing of end operations with the Internatimal Bank
likewise could most conveniently be hendled through the centrel bank,
although, in this case, exclusively for Government account, This would
include the guarantee to be given in case the Internetionsl Bank fecili-
tates a loan to & non-governmentd borrower in the member country,

The main reeson for centrel benk hendling of such operations
lies egzin in their direet reletion to the bzlence of peyments and to
monetery reserves and to their impect upon the domestic money snd credit
merket, On the other hand, while borrowings from the Fund are essentielly
of a short-term neture end very similer to en inflow of genersl monetery
reserves, borrowings from the Bank sre likely to be long-term and to be
directed toward specific ends of & non-monetery charecter, Similar
considerations would apply in the cese of lending operations, For these
reasons, the contrel berk should not bear the ultimste responsibility
for operations so distinet from its neturel sphere of action and of
which it is not the ultimate beneficiary,

In conclusion, it would be desireble (1) to let +the central
bank meke the contribution to the Internstionsl Bank, but for sccount
of the government, (2) ruthorize the Monetery Forrd or Advisory Council
to meke special arrangements with the govermment for speedy emortizetion
by the letter of eny portion of the contribution effected by the centrel
bank for its account and sctuslly used in the Internetionsl Bank's lending
operetions, 2nd (3) to meke good to the central beonk, through delivery
of smortizable government bonds, eny loss thet it might incur as the
result of guarantees or poyments on contribution,

(8) Belrnce Sheet end Reserve Position = The form in which
the Fund contribution end subsequent operstions with the Fund ere in-
tegreted with the contrel benk's bolence sheet end with the ceoleulrtion
of its legel reserves will be = matter of some importance, becruse of
the resulting effect uvon centrel bank reserve retios end because the
hendling of this question will, in o sense, express the monstery
suthcrities! basic philosophy of their relsticns with the Fund.

Two alternetive methods mey be mentioned here:

(A) Alternstive No, l: On the brlence sheet of the central
bank, show s en a=sset, unchenging in emount, the full contribution to
the Fund (both in gold end in currency), esnd es e liebility the total
current holdings of the country's currency (whethér in the form of
depoeit or of demend notes) by the Fund,

In the calculsation of net internctionel ressrvrs, add to
gnld end foreign exchenge assets en unchenging emount, mede of:

(1) 100% of the gold contribution to the Fund;
(2) 50% of the currency contribution,

Cr ths other heand, deduct as e liability 50% of the totel current holdings
of the country's currency by the Fund.
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Tris procedure will echieve, in n very simple menner, the
two following objectives: :

(1) Ldherence to the Fund will leave net reserves un-
chenged, since the loss of gold experienced ¢s & consequence
of the contribution to the Fund will be made up by the eddi-
tion of this gold contribution to reserves, and since the
currency contribution lesds to identicel incresses in both
essets snd lisbilities.

(2) Later borrowings from the Fund will deereese net
reserves by an smount equel to 50% of the borrowings, end
ny extension of credit through the Fund will inerease net
reserves by en smount oqusl to 50% of the credit extended,

The logic of this recommendetion is besed on the following
ressoning, While sdherence t» the Fund lowers slightly the eountry’s
gold reserves, the edventeges of membership -- rnd zspecielly the
prospective borrowing right of the member -- more then mekes up for the
lowering of reserves, On the other hend, it would be improper %o
consider thet net reserves are inererse¢, since sny borrowings will be,
in & sense, offset by the nbligation incurred ebrosd and since the
borrowing right of o member is fer from unconditionel, Thus, it 1is
recormended thet net reserves be so celeulsnted es to be left uncheanged
by sdherence to the Fund,

Secondly, the fluctusti’ns of net reserves should be such as
to show o strengthening of the country's internstional position when 1t
eccurmlates credits egainst the Fund, end 4o show & weckening of thet
position when the country builds up its indebtedness towards the Fund,
On the other hand, the purpose of the Fund would be defeated if borrowings
were to be completely assimilated to a loss of reserves. Under the
procedure recomrended, borrowings from the Fund would lower net reserves
by an amount cqgual to 50% of the borrowing., Similarly, credits extended
to the Fund would incresse net reserves by en amount equal to 50% of
such credits, This result is obtsined ver:y simply by deducting 50% of
the Fund's current holdings of the country's currency from gross reserves,
the originel 507 deduction resulting from mere adherence to the Fund
being offset by a permenent and corrcsponding addition to internationsl
reserve assets (see exemples in Lppendix II),

The procedure recommended will tend to moderste fluctuetions
in net reserves and thus restrein somewhat the exprnsionary psychology
which would result if a crrditor position in the Fund were treated es
fully equivelent to gold and exchenge rescrves and, on the other hand,
will mitigete the defletionery psychology which would result if e passive
bolance of peyments were met out of gold rnd exchenge resources rether
then by drawing upon the Fund, This stebilizing influence of the
method eppeers desireble both from the point of view of the Fund and
from the point of view of netionsl monetory policy.
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The 50% effect on net reserves, allowed above to transactions
with the Fund, is, of cow se, arbitrary, This percentage might be
raised or lowered uniformly depending on whether & country wishes to
assimilete more fully operations with the Fund to changes in reserves or
to neutralize them to a larger extent than is here recommended,

(B) Alternative No, 2: The case for alternetive No. 1 is
especially strong in countries which calculete their reserve ratio in
the nenner recommended by Dr, Triffin,}/ In other countries, borrowed
funds are usuelly fully assimiloted to owned reserves, with no deduction
excopt for sight or short-term obligations to foreign correspondents,
If i be desired to hrndle operstions with the Fund in the same mennor;
end o give to reserve coleculetion & more definite expansionsry bias, a
second slternative might be followed. A creditor position in the Fund
migh®t be assimileted fully to gold or sight deposits abrord, while o
debtor position would be trested es e medium- or long-term obligation
end would not reguire any deduetion from reserves., Thus, &ny extension
of credit to the Fund would incresse net reserves by the full emount of
the oredit grented, while borrowings from the Fund would leave reserves
unchanred, oxcept for the exception now to be mentioned. In accordance
with Artiecle V, section 7,end Schecdule B of the Fund Agreement, sach
country is obliged, when certain corditions sre reclized, to repurchese
from the Fund a2t the end of each finsneirl yevr a certein portion of
the Fund's holdings of its currency. Such repurchase obligations,
calculoted as of the end of eoch month, should cleerly be deducted in
full (or at least to the extent of 7um) from legel reserves at the ond
of each month, in prevsration for the lump pryment to be made to the
Fund at the end of the current yesr (sec¢ exrmples in Lppendix 11).

The asymmetricol treatment of credits and dpbitv toward the
Fund imparts to mlternetive No, 2 & stronger expsnsionery imprct on
net reserves than would be allowed under slternetive No. 1, On the
other hand, it tekes into account the difference between indebtedness
subject to the repurchese obligetion end indebtedness of more indefinlte
meturity. While cleerly illogicel for centrel benks which elrcedy
deduct from their leg:l reserves cll or pert of their indebtedness
abroed, it mey be edopted by countries in which such deductions are not
customary and in which the centrsl benk deems 1t desirable to emphesize
further exprnsionery significance of operations with the Fund esnd to
avoid, es far as possible, cuy contrrctionery impact on net reserves.

In any cese, it is importent to note that the choice between
the two methods is of rather secondery importance. The differences

1/ I certain mrc»n*afw of the central bank's indebtedncss ebroad, vary-
ing with the maturity of the obligation, is deducted from gross gold
end foreign exchange holdings in order to arrive at net reserves.

The reserve retio is then celeulated by dividing net rescrves by
everage annusl psyments ebroad -- or totel seles of oxchenge --
xethor then by sight obligations of the centrel benk, Sve Ley
rgﬂnlcﬁ del Banco del Paraguey y Ley de Bencos, Asunc1on, Per raguay,
2944, po. 38-40 end 44-45.
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between the two procedures are confined to the calculation of net
reserves and thus to any psychological influences that they mey have
on the attitude of the public and on central beank policy. An active
balence of payments -- whether it tekes the form of gold or foreign
exchango inflow, or of credits sgeinst the Fund -- tends to expand
the domestic volume of money end commercial bank reserves, A passive
balence of payments =-- whether finenced by loss of reserves or by
borrowings from the Fund -~ has the opposite effect. Far more im-
portent then fluctuations in en arbitrerily defined legel reserve
retis will be the cerntral benk's sttitude teward this internel

impeet of balence of pesyments fluctustions erd its decision to accepnt
it passively, reinforce it or neutrelize it through domestic monetary
end ecredit policies. Such decision sheuld very with the nature of the
fluctuations ond the centrel bsrk's estimete as to theilr probable
durestion snd as to their fundémentel or non-fundementeal cherecter,

The contribution to be made to the Internationsl Bank, if it
is rade by the central bank, can in no case enter into the central
benk's reserves, since membership in the Bank does not give any in-
dividuel country eny clear-cut presumption that it will be able to
borrow a specified smount of foreign exchange resources from the Bank,
Since the gold contribution to *the Bank is no more than 2% of the quota,
however, the weskening of the centrel bank's reserve position is in-
sigrificant. The centrel bank should be appointed as the sole depository
of the Fund and the Berk for the respective country,

(8) Corrective Measures cnd Safeguerds - To insure smooth
collaboration With trc Pund, end to svoid indebtedness to the Tund for
excessive periods, the Board of Directors of the central Benk or the
tdvisory Council, as the case mey be, might be required te consult
with the Fund whenever legal reserves fell below a certals criticeal
level, or, if alternetive No, 2 hes been adopted, when the country
hed remsined substentislly in debt to the Fund for more than two years
et o time. Following these discussions, the Foerd or the Council
should be required to suggest to the government such meesures as world,
in “he Fund's and its own opinion, be suitable to restore equilibrium
in whe belence of peyments end, after & poriod of time which Fund and
Council regerd as reasonable, bring the country's situetion in the Fund
beck to normel.

The Board or Council should woteh over the fulfillment by
the country of its obligntions towerd Rank snd Fund. To this purpose
the Council should teke ell measures within its powers =nd, where these
powsrs are insufficient, should eall the sttention of the government
to the noods of the situetion, in which crsc the government should be
obligeted to teske cppropriete action,

(7) Informetion - Since Fund end Benk mey, from time to time,
require from = member certain special information essential to their
effective onerstion, it seems sppropriete thet the respective nstional
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agencies and individuels in possession of this information be required
to supply it, provided that individusl effairs are not disclosed thereby.

(8) Status, Immunities end Privileges - The immunities and
nrivileges listed in Article IX, Sections 2 to 9 inclusive, end in the
first sentence of Article VIII, Section 2b of the Fund Agreement, and
the immunities end privileges listed in Article VI, Section 61, and
Article VII, Sections 2 to 9 inclusive, of the Benk Agreement, should
be given full legal force end effect throughout the country. It is
of varticuler importence that the Internetional Bank be given sdequete
protsction, since without this, securities arising out of the Bank's
loans to the country concerned will not enjoy the full confidence of
privete investors,

(9) Use of Stebilizetion Loans - It might be specificclly.
mentioned thet The locsl curroncy equivelent of exchange bought from
the Fund end of stebilization losns grented by the Bank shell under no
circumstences be employed for internsl budgetery or similar expendi-
tures without the expresscd ecuthorizstion of thess egencles, This
injunction is pleinly inherent in the Brotton Woods Agreements them-
sleves but does not seem to be univerzally cpprecisted., When the
centrel benk sells to loeal importers oxchznge ccquired from the Fund,
the locel currency it receives in return is sutomsticslly withdrawn
from circulstion. Rut if the treasury handles the operetions and
peye the Fund with demrnd notes, 1% will then heave on its hends the
locel currency roceived from exchenge scles to importers, This
currency should in no cese be employved for budgetery oxvenditures, but
helé for redemption of the demand notes,
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APPENDIX I

hction by Member Countries

The Bretton Woods Agreements specify action by member countries
in the following cases:

A, ‘Instances in which a member country may take the initiative:
- (1) Propose a modification in the par velue of its currency.
(Fund IV, 5).

(2) Propose the imposition of exchenge control end obtein the
approvel of the Fund, {Fund VIII, 2),.

(3) Propose an edjustment in its quote in the Fund, (Fund III, 2)
or its subseription %o the Bank, (Bank 1I, 3).

(4) Propose smendments to the Fund and Bank igreements and submit
diffsrences of interpretation to the Board of Governors of the respective
agencies. (Fund XVII, XVIII; Bank VIII, IX),

(5) Decide upon the withdrawal of the country from the Fund,
(Funi XV, 1)or Bank, (Benk VI, 1).

(6) Request of the Bank & modification of the conditions governing
the payment of loans grented by the Bank to the country. (Benk IV, 4, @),

(7) Makc reply to reports which the Fund mey issue stating that the
country is using the resources of the Fund contrery to the latter's pur-
poses, es well as to any other communication or stetement of views which
the Fund mey meke; and to neme e ropresentative for the discussions pre-
ceding the publication of such reports. (Fund V, 5; XII, 8).

1

(8) Name & representative to participate in tre preparetion of e
renort to explain the causes of an imminent general shortage of its

currency end to make recommendstions to remedy this shortege. (Fund VII, 1).

B. Csases requiring the approvsl, sgreemont or consent of the member for
certain decisions by the Fund or the Bank:

(1) Modifications in the quote of the country in the Fund.
(Fund III, 2).

(2) Loens to the Fund in loesl currency by the country or by
third perties. (Fund VII, 2),

(3) The supply of additionel informotion to the Fund. (Fund VIII,
5, ¢).
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(4) With regerd to direct losns grented by the Bank out of its own
resources;
(2) opprove the use for loan purposes of the 18% quota
subscribed in loeal currency or its conversion into
other currencies for purcheses outside the country,
(Bank IV, 2, a),

(b) permit the payment of interest end aemortization on
loons grented under (e) to be msde in other curren-
cies, (Bank IV, 4, b, i),

(c) permit the use or conversion of smortization receipts
by the Benk, (Bank IV, 2, b).
(5) Viith regerd to other direct loans granted by the Bank out of
borrowed funds:

(2) pprmit the Benk to borrow funds in the country,

(b) permit the Bank to meke loons denominated in its local
currency. (Benk IV, 1, b).

(6) With regard to gurrsntees given by the Bank for losns granted
by privete investors: to approve such gusrrentees when the funds zre
rrised in the country or when the loen is mede in the country's local
currency. (Bank IV, 1, b),

(7) svoprove purchese or sale by the Bank in the national territory
of ary securities which the Bank has issued, guerecnteed or purchased and

the reising of loens by the Benk in locel currency. (Bank IV, 8).

(8) To approve the liguidation of pending sccounts in the case of
withdrewel from the Fund or the Bank., (Pund XV, 3; Bank VI, 4).

C. Instesnces in which certoin matters must be submitted to the vote of
member countrics:

(1) Emendment of the [fgreements, (Fund XVII, a; Benk VIII, a),
(2) Uniform modificetion of perities. (Fund IV, 7).
D, Various other instances »of action implicitly required by the member

ere those eonnected with the obligstions to which reference is mede
in Section (8) of this psper.



-10- CONFIDENTIAL

LPPENDIX II

Applications of alternative methods of calculating reserves (see section 5).

It is assumed that before the subscription is mede the centrel
bank hes reserves of 325, The "normel position" shows the benk's state-
ment after meking the subscription to the Fund required by an assumed
quota of 100. Under "creditor position" it is assumed that en active
balance of payments of 50 has been paid to the country exclusively
through-the Fund. Under "debtor position" it is assumed that a passive
balance of 50 has been psaid by the country exclusively by drswing upon
the Fund. This gives rise to a repurchase obligation of 25 by the end
of the yesr, the liquidation of wkhich is shown under "4fter Repurchase".
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Alternative 1.

I. Bafore sdherence to the Fund

Gold and foreign exchenge 325,0

II. "Normel" position after adherence to the Fund
~ssetss Gold and foreign exchange 300.0
100% of gold contribution to Fund 25,0
50% of currency contribution (75) 37.5
F62.5
Liebilities: 50% of Due to Fund (75) 37.5
Net Reservess 362,5 - 37.5 = 325,0

ITII, Creditor position of 50

issetss as before, i,e,, current gold end foreign

exchange, plus & fixed item of 62.5 362,56

Liabilities: 50% of Due to Fund (75 - 50 = 25) 12,5

Net Reservess 362,5 - 12,5 = 350.0, i.e.,, &n incresse equal to
507% of the amount lent (50 = 25)
=z

IV. CTebtor position of 50

Before repurchase

Lssets: as before 362, 5
Liabilitiess 50% of Due to Fund (75 + 50 = 125) 62,5

Net Reserves: 362,5 - 62,5 = 300,0, i,e., o decrease equel %o

50% of the amount borrowed (50 = 25)
‘ =

After repurchase of 25

Assetss Gold and foreign exchenge 275,0
‘Contribution to Fund 62.5

337.5

Liebilities: 50% of Due to Fund (75 + 25 = 100) £0,0
Net Reserves: 337.5 - 50,0 = 287.5

On its balance sheet proper, the centrel bsnk will enter the full
emount of its contribution (elways 100 in the exsrmple) as asset
and the full smount of its current indebtedness to the Fund as

liability.
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Alternative 2.

Before Adherence "Vorral" Pogition Creditor Position Debtor Pousition ffier Repurchase
to Fund ] o of 50 of 50
Assets
Total legal reserves
Gold and exchange 325 300 300 275 278
Equivalent of gold contribution 0] 25 25 25 25
Creditor position in Fund .0 0 50 0 0
325 325 E75 300 300
Exchanre assets earmarked against
renurchase obligations 0] . 0] 0] 25 0
Currency coxtribution remaining
in Fund 2] 75 , 25 75 75
Other acsets 100 100 100 100 100
Total (25 - 500 500 500 475
Liapilities
I'f,.ll!l'a
Currency and demand deposits 400 400 450 350 360
Special denosit in favor of Fund
or uemand notes (This iter not
subject to reserve reguirements) 0 75 . 25 125 100
Other ljabilitie 25 25 25 25 25
Total 425 500 500 500 475





