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The Link between
Special Drawing Rights

and Development Finance
The question. of a link between Special Drawing Rights and develop-

ment finance is only one of the many issues facing the reformers of the
international monetary system. According to the International Monetary
Fund (1972), the current agenda for monetary reform includes a new
exchange-rate mechanism to improve the balance-of-payments adjustment
process; better arrangements to settle payments imbalances among
countries; a redefinition of the roles of various reserve assets such as
reserve currencies, gold, and SDRs; and solution of the problem of dis-
equilibrating capital movements.
The IMF also recognizes, however, that international monetary re-

form should include consideration of new measures directly addressed
to the needs of developing countries, and most controversial among
them is the suggestion that the flows of development aid be supple-
mented by linking creation of SDRs with assistance to developing coun-
tries. This controversy is unique because the link has become a major
point of confrontation between the wealthy industrial countries and the
poor developing countries.
The case for a link derives fundamentally from an analogy between

official reserves and private money balances in a national monetary sys-
tem. In addition to the primary effect of increasing liquidity, issuance of
national money is also associated with a transfer of resources to the
government, or with the financing of real expenditure within the country
through the lending activities of the banking system. As Professor Tin-
bergen (Netherlands National Committee, 1972) argues, the creation
of new money always implies that the first recipient gets the money
without having produced something, and this privilege should be given
to the poor countries of the world community rather than to the rich.
Opponents of the link argue contrarily that the liquidity-creating and
liquidity-distributing functions of a banking system are conceptually dis-
tinct and that the primary emphasis in the creation of SDRs should be
placed on the liquidity-creating function (Group of Ten, 1965). This
latter view prevailed in 1969 when the Special Drawing Account was
established in the IMF and, as a result, the link was not incorporated in
the present SDR system.



Controversy over the link has increased in recent years, involving
academic economists as well as officials of governments and international
organizations. Discussions of the link are proceeding concurrently at two
levels: At one level, there is debate concerning acceptance or rejection of
the link. At a second, there is debate as to the form the link should take
if it is accepted. The first debate is concerned with arguments for and
against the link; the second deals with the plethora of link proposals
that have been advanced. The two questions are interrelated, however,
because some of the objections to the link are concerned only with cer-
tain aspects of some link proposals. Thus, in order to evaluate arguments
for and against the link, it is necessary first to understand the various link
proposals.

Development of the Link Concept

The link concept is not necessarily tied to a particular reserve medium
such as SDRs. In fact, the original proposal for a link developed well
before the birth of the SDR. The pre-SDR link proposals have little
practical importance today, but it is useful to trace the development of
the link concept to gain a better understanding of the post-SDR proposals.

Perhaps the oldest proposal for a link between international reserve
creation and economic development was contained in the so-called
"Keynes Plan" for an international clearing union ( ICU) made during
World War II. In preparation for the postwar international monetary
system, a group of experts at the British Treasury, led by Keynes, pro-
posed to set up an ICU with the power to issue international currency,
tentatively named "bancor." In addition to its primary function as world
central bank, the ICU would help to finance several international organ-
izations pursuing such internationally desired objectives as postwar relief,
rehabilitation, and reconstruction; the preservation of the peace and
maintenance of international order; and the management of commodi-
ties ( ICU, 1943 ) .
The British experts were careful to point out that their suggestion

of a link was not an essential part of the plan for the ICU. It is interesting
to note, however, that they envisaged a far more extensive link between
international reserve creation and other internationally desired objectives
than is implied by more recent proposals.

It was not until 1958 that the link concept was first proposed in its
present form. At that time, Maxwell Stamp (1958) urged that the IMF
be empowered to issue Fund Certificates to supplement international
liquidity. In addition to its primary role as an international reserve asset,
the Fund Certificate would also be used in development finance by the
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International Bank for Reconstruction and Development and the Inter-
national Finance Corporation. [In 1961, Stamp (p. ) described his
proposal for credit creation by the IMF but mentioned neither the IBRD
nor the IFC; instead, he suggested simply an aid-coordinating agency to
allocate Fund Certificates to the less-developed countries.] In an elabora-
tion of his link proposal, Stamp (1962) suggested that member coun-
tries of the IMF be obliged by an agreement to receive Fund Certificates
in settlement of international obligations and treat them as foreign-
exchange reserves. The IMF would then put the Fund Certificates into
circulation by lending them on a long-term basis to the International
Development Association for use in IDA development credits to the
less-developed countries. The IDA would obtain the currencies required
for loan disbursements by presenting Fund Certificates to the country
from which either equipment or technology would be bought for a de-
velopment project. If any member country was suffering from inflation,
and therefore unwilling to accept additional export orders, it could notify
the IDA that it did not wish IDA loans to be spent within its economy or
could limit the purposes for which they could be spent.
The Stamp Plan for the link was given prominence by Triffin (1959,

pp. 171-172), who also proposed his own version of the link. Since he
thought that the use of national currencies as international reserves
constituted a "built-in destabilizer" of the world monetary system, he
advocated internationalization of the foreign-exchange component of
monetary reserves by transforming them into currency deposits with
the IMF. The currency deposits could be used by the IMF in a way
similar to national central banks' credit operations: advances, standbys,
and overdrafts undertaken at the initiative of the borrowing country on
the one hand, and open-market operations and investments undertaken
at the initiative of the IMF itself, on the other. Within the latter cate-
gory, the IMF could make investments in the financial markets of
member countries or in the long-term bonds of the IBRD or other in-
stitutions for economic development. This proposal was one of several
link proposals considered in a report written by a group of economists
in which they analyzed various plans for reform of the international
monetary system and clarified differences among them (International
Study Group, 1964, pp. 85-88). Two other link proposals were also
mentioned in the report:

1. Special development certificates: As special support for development
aid, the IMF could issue each year a predetermined volume of spe-
cial certificates to be given to the IDA. These would be accepted in
settlement by all members of the IMF. They would add them to
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their reserves but could not convert them into gold. Membership in
such a scheme would be voluntary.

2. Special IMF account for aid: Member countries of the IMF re-
ceiving Fund Certificates like those proposed by Stamp would de-
posit a small fixed portion of their certificates in a special account
at the IMF, to be lent to the less-developed countries. Countries
receiving such deposits in payment for goods and services could
transfer them to other countries to make payments settlements but
could not convert them into gold.

A group of experts appointed by the United Nations Conference on
Trade and Development (1965) issued a report supporting a link plan
similar to the one proposed by Triffin. The UNCTAD report proposed
an international monetary system in which the IMF would issue the
Fund units to all its member countries against currencies deposited by
the members. The IMF would invest a portion of these currency de-
posits in IBRD bonds. The IBRD would then transfer some of its addi-
tional resources to the IDA, as it is the IDA, not the IBRD, which needs
additional resources most urgently, and its long-term low-interest loans
are best suited to the basic needs of the less-developed countries. (The
IDA does not issue bonds of its own.) This proposal by the UNCTAD
experts was supported by the Inter-American Committee on the Alliance
for Progress ( 1966) .
In 1964, Scitovsky proposed a link plan different from those of Triffin

and others in several respects (see Scitovsky, 1965). He suggested that
a new international currency be issued to deficit countries in need of
reserves. They would make national currency deposits at the IMF in
payment for the issue. But international currency issued in this way
would not be given directly to the deficit country. It would be allocated
first to an LDC for the specific purpose of financing imports connected
with a development project approved and perhaps supervised by some
such agency as the IDA. The LDC receiving the currency could spend
it only in the country against whose currency it was originally issued.
Once in that country's hands, the currency would become unrestricted
international liquidity, spendable and acceptable anywhere. In this way,
the LDC would receive a "tied grant," which Scitovsky thought far
preferable to a tied loan, and the deficit country would receive addi-
tional external reserves, but only in exchange for real resources supplied
to the developing country. Two years later, Scitovsky (1966, p. 1218)
changed his initial link plan slightly; instead of handing the currency
directly to an LDC, the IMF would transfer it first to the IDA, which
would in turn use it to finance development projects approved by the
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World Bank's regular screening machinery as technically feasible and
economically sound. The IDA would then spend the currency only in
the deficit country against whose own currency it was originally issued.

While various link proposals were thus being debated among academic
and international experts, the U.S. Congress was also urged to endorse
the concept in 1961. Day (U.S. Congress Subcommittee, 1961, p. 329)
advocated a link plan similar to that of Triffin in a statement before the
Subcommittee on International Exchange and Payments of the Joint
Economic Committee. In 1965, the Subcommittee itself observed that,
while new international reserves could not be used as a primary foreign-
aid device "because securing them by the credit of less developed coun-
tries might impair their acceptability," the need to promote economic
development could be recognized by selecting suitable standards for
allocating new reserves (U.S. Congress Subcommittee, 1965, p. ).
Representatives Reuss and Ellsworth (1965, p. 16) wanted to go further.
They stated that the World Bank, as an experienced and well-regarded
international development agency, "should take the initiative in asking
the IMF to dedicate some part of reserve creation to long-term aid. Once
the IMF and the Group of Ten have tentatively agreed on a new
mechanism for creating reserves, the World Bank should propose that
the International Development Association be financed in part by the
conventional national contributions and in part by IMF purchases of
IDA bonds, guaranteed by the World Bank, with a portion of the new
reserve assets." Two years later, the Subcommittee (1967, pp. 7-10)
expressed its unanimous support for these same views.
The link proposal did not find favor, however, with most of the

officials engaged in actual negotiations on international monetary re-
form. The Group of Ten opposed the link in 1965, on grounds to be
described later on. Systematic international reserve creation came under
consideration by the Group of Ten as early as 1963, when meetings of
the Deputies of the Group of Ten became a permanent forum for dis-
cussion of international monetary matters (Haan, 1971, p. 78). During
the early stages, the Group of Ten toyed with the idea of creating
reserves only within a limited group of developed countries. This ap-
peared justifiable to the industrial countries, because they thought that
an international asset should be based on the credit of participants and
that this credit should be unquestioned. Furthermore, the Group of Ten
believed that their countries, as the chief holders of reserves, should
be allowed to create additional reserves without having to "earn" them
through transfers of real resources (Machlup, 1965, p. 355). For this
reason, other members of the IMF were virtually excluded from de-
liberations on international reserve creation until 1966, when the Min-
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isters and Governors of the Group of Ten, in an apparent change of
heart, instructed their Deputies to confer with the Executive Directors
of the IMF. They "thought it appropriate to look for a wider frame-
work in which to consider the questions that affect the world economy
as a whole" (Group of Ten, 1966). Four joint meetings of the Deputies
of the Group of Ten and the Executive Directors of the IMF were
then held in 1966 and 1967. These meetings enabled the developing
countries to participate in the discussions to a limited extent, albeit against
a double representation of the Group of Ten countries, both as members
of the Group of Ten and as members of the IMF. During these meet-
ings the idea of limiting reserve creation to a group of developed coun-
tries was abandoned (Haan, 1971, p. 78).
The Ossola Report (Group of Ten, 1965, par. 121) contains the

rationale used by the Group of Ten for dropping the limited-group
approach:

[The] limited arrangement would be exposed to disadvantages which
would outweigh the advantages claimed for it. For a group of industrially-
advanced countries to increase, by a stroke of the pen, as it were, their
own monetary reserves and appear to make themselves thereby the richer,
would invite criticism from other countries, who would declare that their
own need for more elbow room in their international payments was, pro-
portionately, no less than that of the members of the group. A number of
the smaller countries could show that they have maintained a good reserve
position and their balance of payments' record compared favorably with
that of countries within the group. It would be arbitrary to deny partici-
pation to such countries. In any limited membership, the difficulty of border-
line cases is likely to arise. For this reason, those who hold this view favor
an approach that is not strictly limited in the width of membership. They
prefer an approach that embodies a self-qualifying element and would
therefore be more open than a grouping that is strictly limited to a small
number of countries. They point out that many countries throughout the
world feel, or will feel, a need for growing reserves; yet countries excluded
from the group would be able to increase their reserves only by surrender-
ing real resources or attracting capital inflow. To exclude these countries
would risk creating a sense of discrimination which would hamper monetary
cooperation and understanding and which might well lead to demand for
compensation in other ways. As a technical matter, the more limited the
group the more likely it is that individual members of the group will accu-
mulate an undue amount of the new asset; this would occur if such mem-
bers, even when in payments' balance with the entire world, had a surplus
with the group and a deficit with the rest of the world.

In this sense, the Group of Ten made a concession to the developing
countries. Even if no link plan were to be built into the SDR system,
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inclusion of the LDCs in the system was indeed a major improvement
over the limited-group approach.

Main Types of Link Proposals

There is more than one way to achieve a link and a number of link
plans have been proposed, but those which were proposed before estab-
lishment of the SDR facility have little relevance to the present dis-
cussion. In the early monetary discussions, "backing" for new reserves
was considered essential to the success of any scheme for reserves. Such
backing would take the form of currency deposits held by the IMF.
Thus, Triffin's link proposal required currency deposits against which
international reserves such as SDRs would be issued; the IMF would
then invest the currency in long-term IBRD bonds. Since the present
SDR system has disposed of "the old myth of backing" ( Machlup,
1968, p. 65) and the SDRs are distributed "free" and directly to par-
ticipating countries without any currency deposits, the Triffin-type link
is not likely to be accepted now. Similarly, the tied-grant link proposed
by Scitovsky (1966) envisaged an SDR scheme in which all new SDRs
would be turned over to the IDA to finance development projects. This
type of link, however, is also not compatible with the present SDR
system, where all the SDRs are first distributed among the participating
countries.
Once the present SDR scheme obtained official blessings at the 1967

annual meeting of the IMF in Rio de Janeiro, new link proposals were
put forward, taking into consideration the new arrangements and prem-
ises. These proposals are usually grouped into two categories: those in-
volving a direct or "organic" link and those involving an indirect or
"inorganic" link. Under an organic link, provisions for development
assistance would be directly incorporated into the SDR system itself,
requiring an amendment to the Articles of Agreement of the IMF to
achieve the link. Under an inorganic link, wealthy countries would make
voluntary contributions of currencies or SDRs to development agencies
at the time of each SDR allocation.

The Inorganic Link

The inorganic link was first introduced by Patel (1967). He sug-
gested that the simplest way to establish a link would be an agreement
among the rich countries that they would make voluntary contributions
to the IDA whenever new SDRs were allocated. The contributions
would be in national currencies, but would represent a uniform propor-
tion of each contributor's SDR allocation. Scitovsky (U.S. Congress
Subcommittee, I969a, p. 39) has suggested a slightly different version
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of an inorganic link. At the time of an SDR allocation, the developed
countries would make tied contributions (perhaps in their own curren-
cies) for development aid; these funds would be spent only in the con-
tributing countries. The advantage of these link proposals is ease of im-
plementation; no amendment to the IMF Articles of Agreement is
required. For this reason, Colombo (1968, p. 81, and 1969, p. 71),
Dell (U.S. Congress Subcommittee, 1969a), and Prebisch (U.S. Con-
gress Subcommittee, 1969a) have supported an inorganic link. As estab-
lishment of the SDR facility had already necessitated a substantial
amendment of the IMF Articles, they thought it would be difficult to
obtain support for an organic link involving additional amendments. In
fact, among many objections to the link in general, perhaps the strongest
is based on the argument that the link, especially the organic link, would
immensely complicate reserve creation. Haberler (1971) and Johnson
(U.S. Congress Subcommittee, 1969a, pp. 19 and 20), among others,
have suggested that it will be hard enough to establish the SDR system
firmly and manage it properly without the additional complications
created by the link. This argument has also been used by officials from
developed countries as a major cause for opposing the link, and the
inorganic link was proposed precisely to meet this objection. Some sup-
porters of the inorganic link believe that an organic link should be
adopted in the long run (see U.S. Congress Subcommittee, 1969a, pp.
4 and 30).

Despite apparent ease of implementation, the inorganic link has several
major disadvantages. As originally proposed by Patel and subsequently
supported by others, the proposal calls for a "voluntary" contribu-
tion by developed countries. That is why the inorganic link is some-
times called the voluntary link. As long as it is on a voluntary basis,
however, there is always the danger that one or two major countries
may not contribute, or that a country may make its contribution con-
tingent on the condition of its balance of payments. This difficulty has
been cited by the Inter-American Committee on the Alliance for Progress
(1966, p. 33). Furthermore, in order to make currency contributions to
international development agencies such as the IDA, the governments
of developed countries would have to budget their contributions in the
ordinary way. Their parliaments would have to approve those contri-
butions, and this would create the same difficulties as regular foreign-
aid appropriations. This being so, there would be little reason to push
for a link. One might just as well urge countries to furnish more devel-
opment aid in the name of enlightened self-interest, humanitarianism,
etc. This was why the Subcommittee on International Exchange and
Payments of the U.S. Congress, sympathetic to a link, recommended
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adoption of the organic instead of the inorganic form (U.S. Congress
Subcommittee, 1969b). The raison d'être for a link is precisely to avoid
the budgetary process; that process has proven inadequate to raise suf-
ficient funds for development aid. Foreign aid has no political constitu-
ency and has been losing support in the parliaments of the rich countries
in recent years. The dilemma inherent in an inorganic link was expressed
most lucidly by Representative Reuss during a Congressional hearing
on the link:

If you pursue the so-called nonorganic link, I do not see at this moment
how you have accomplished very much in political terms that could not
be accomplished by a more heroic frontal attack, namely induce the U.S.
Congress to pass a law which says we up our miserable present IDA con-
tribution by three times, having in mind that we are now better able to do
this, because we have now a regime of SDRs and much of our reserve
problems will therefore be alleviated. I do not think that in a nonorganic
or so-called parallel way of proceeding with the link we accomplish very
much. If, however, we get organic, then you may be able to achieve some
fiscal monkey business, which would be all to the good (U.S. Congress Sub-
committee, 1969a, pp. 70-71).

The Organic Link

A number of proposals for an organic link were put forward before
the final format of the SDR facility was decided. Proponents of an
organic link thought that, since a new system for reserve creation was
to be set up anyway, the link provision should be incorporated into the
new reserve system at the same time. Thus, the early link proposals of
Stamp ( 1958 ) , Triffin ( '959 ) , Scitovsky ( 1965) , and others were of
the organic type. After the SDR resolution was passed in 1967, other
organic-link proposals were also advanced. Most comprehensive among
them was one recommended in 1969 by the Subcommittee on Interna-
tional Exchange and Payments of the Joint Economic Committee. The
Subcommittee (1969b) proposed that the IMF Articles be amended
to allow the IMF to retain as "treasury stock" 25 per cent of the SDR
allocations of the eighteen wealthy countries which are Part I members
of the IDA. The SDRs retained would be "cashed" at the joint direction
of the IMF and IDA to finance expanded IDA development assistance.
In general, we can classify the current proposals for an organic link

into four groups:

I. Increase in the SDR quotas of the less-developed countries. This
proposal looks to a change in the distribution formula for SDRs. At
present, SDRs are allocated to each participating member country accord-
ing to its quota in the IMF. Distribution in this way has been criticized
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as unjust by most developing countries and some economists. They urge
a new formula to allocate more SDRs to the developing countries than
they receive under the present system. This would mean raising the
share of the developing countries in IMF quotas or devising a new
distribution formula for SDRs separate from IMF quotas. Either way,
the main disadvantage of this approach is that it would be extremely
complicated and time-consuming to arrive at a formula for distribution
that would be acceptable to all the participating countries. However, it
has one important advantage in not involving any outside intermediaries
such as development agencies; the link could be achieved entirely with-
in the internal framework of the IMF.

2. Direct allocation of SDRs to development agencies. On the occasion
of each general SDR allocation, a certain proportion of the total to be
issued might be assigned directly to development agencies to be used
for development aid. The SDRs so allocated might be transferred as
straight grants or be made subject to whatever "reconstitution" constraint
applied to other SDR holdings. The development agencies could use
these funds for long-term loans to the developing countries at a low
interest rate, perhaps the regular SDR interest rate of iY2 per cent
plus a small service charge, such as the three-fourths of i per cent now
applied to a fifty-year IDA credit. The SDRs would not join the world's
stock of reserves until they were transferred from the development
agencies to the exporting country supplying equipment and services
for a development project. The development agencies would have ac-
counts in the IMF Special Drawing Account, to which the SDRs would
be credited at the time of each general allocation. When goods or
services for a development project were purchased from exporters in a
particular country, the IMF would transfer the SDRs required for
payment from the account of a development agency to the exporting
country's account in the IMF Special Drawing Account. The country
would then pay its exporters in its domestic currency. Advantages of
this plan are many. First, it is relatively simple and easy to understand
by all concerned. Second, it can be implemented with minimal amend-
ment of the IMF Articles. The development agencies would be treated
as "other holders" within the meaning of Article XXIII, Section 3, of
the IMF Articles of Agreement, and unlike the "participants" of Article
XXIII, Section 1, would not be obliged to accept from other partici-
pants SDRs up to three times their net cumulative allocations. Finally,
no budgetary and parliamentary approval would be required each time
to accomplish a transfer of real resources from developed countries to
the developing countries.
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3. Contribution of SDRs by developed countries to development
agencies. Under this approach, member countries might be divided into
two categories: developed and less-developed countries. On the occasion
of each general SDR allocation, the less-developed countries would be
allocated their full quotas of SDRs according to the present distribution
formula, but the developed countries would be asked to contribute a
fixed proportion, such as 25 or 30 per cent of each allocation, to develop-
ment agencies. All the other provisions would be the same as in (2).
In addition to the advantages mentioned in (2), this approach is also
more beneficial to the developing countries. SDR contributions to de-
velopment agencies would now be made only by developed countries
from their own shares, not from the total issue of SDRs. Since the de-
veloping countries already feel that their shares in the total SDR allo-
cation are too small, they will be more sympathetic to this type of link.

4. Transfer to development agencies of reserve currencies received
by the IMF in exchange for a special issue of SDRs. There has been
some discussion of the possibility of replacing national reserve currencies
such as U.S. dollars and sterling by international reserve assets through
a special issue of SDRs. In that event, the IMF might lend the national
currencies to development agencies or transfer to the agencies some of
the interest paid to the IMF by the issuers of the reserve currencies.
This type of link could be additional to other proposals and could be
instituted separately, when and if the consolidation of currency reserves
was undertaken, without affecting the other proposals under discussion
in this paper.

Arguments for and against the Link

Broadly speaking, arguments over the link may be grouped into
two types—those based on economic and theoretical grounds and those
based on procedural and political grounds. The former deals with the
question of neutrality in the international distribution of wealth, and
how the social savings from the SDR creation should be distributed
among the participating countries. The latter is concerned with such
questions as the effect of a link on the operation of the SDR system itself,
the "additionality" of aid flows, and the appropriateness of parliamentary
controls on development aid.

Economic and Theoretical Issues

Originally, the Group of Ten based its argument against the link on
the desirability of neutrality: Deliberate reserve creation is not intended
to effect permanent transfers of real resources between countries (Group
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of Ten, 1965, par. 40). Since a link would enable developing countries
to purchase real resources from developed countries, it would violate the
original intention of deliberate costless reserve creation. It would impose
two types of cost upon developed countries—the direct national cost of
the real resources transferred to developing countries and the indirect
global cost of the inflation resulting from the financing of extra spending
by the LDCs without an increase in world productivity. The fundamental
point, in this view, is that the international reserves required for the
world economy can be created not only at no real resource cost but also
without the need for transfers of real resources from one country to an-
other ( Johnson, 1972). This proposition is based on the following ra-
tionale: Since reserves allow countries to reduce the speed with which
they have to accomplish adjustment through exchange-rate realignments,
income changes, or direct controls, a unit increase in a country's reserve
holdings yields a potential real saving, called the marginal liquidity
yield of reserves. A country attempting to maximize national wealth will
seek an average level of reserve holdings at which the marginal produc-
tivity of the real resources that could be obtained by spending reserves
is just equal to the real interest rate plus the marginal liquidity yield of
reserves (Grubel, 1972, p. °I o). Therefore, as long as the IMF sup-
plied through the SDR facility only the exact amount of additional
reserves necessary to allow each country to satisfy this condition, on the
average and in the long run, countries would hold onto the SDRs allo-
cated to them and not use them to acquire permanently any real resources
from other countries. The distribution of SDRs would not lead to any
permanent redistribution of wealth among countries, and each country
would benefit simply from the convenience of holding SDRs, according
to its own need for additional reserves.
This idealized account of SDR distribution invites analogy with a

group of thirsty hikers who finally find a large spring and satisfy their
thirst by drinking its cool water. The more thirsty or bigger hikers will
require more water to drink than the less thirsty or smaller hikers, but
every hiker's thirst will be satisfied without taking away any water from
other hikers. The spring is large enough to satisfy fully each and every
hiker. While it is legitimate, of course, to ask whether IMF quotas
accurately reflect member countries' thirst—their equilibrium demands
for additional reserves—it makes no sense to call the distribution formula
of SDRs "unjust" simply because rich countries receive more SDRs
than poor ones. In the view of many experts ( Grubel, 1971), IMF
quotas are appropriate, if crude, proxies for countries' long-run average
demands for reserves. Furthermore, the rich countries collectively have
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not only retained reserves over the years but have added to their hold-
ings ( Haberler, 1971, p. 15) .
The basic objective should therefore be to create SDRs for member

countries to "hold" rather than to "spend" (Bergsten, 1973). The SDR
system allows the IMF to increase world reserves sufficiently to inspire
security on the part of national monetary authorities—to deter them
from adopting widespread controls over international transactions in an
effort to build up their reserves by aggressively running balance-of-pay-
ments surpluses. As a practical matter, however, it would be extremely
difficult to achieve full neutrality in the actual distribution of SDRs.
Ev- en if the IMF could create the optimum number of SDRs each year,
the formula for distribution of SDRs might still violate their neutrality.
One of the main arguments raised by supporters of the link is that IMF
quotas are not only inappropriate as a basis for distributing SDRs but
also biased in favor of rich industrial countries at the expense of develop-
ing countries. They claim that a link should be adopted in order to re-
dress this bias. In their view, therefore, the link would not be a revolu-
tionary step forward, but only a conservative step necessary to correct
a reactionary step backward.
IMF quotas were not developed to serve as the basis for distributing

internationally created reserve assets such as SDRs. They were orig-
inally designed to fulfill three functions: They assigned voting power
in the IMF, determined each member's contribution to the Fund's re-
sources, and regulated maximum drawings from the Fund in case of
balance-of-payments need. The determination of IMF quotas was there-

• fore influenced by the degree of convertibility of the nations' currencies,
since these provided the IMF with "drawable" resources. Furthermore,
the quotas constituted an implicit limit on the number of dollars, the
"scarce" currency of 1945, that the United States could be forced to
provide. Two of the principal components of the quota formula that
reconciled these various objectives were pre-war national incomes and
mid-war stocks of gold and currency reserves. The original formula
stipulated that a country's quota would be equal to 2 per cent of national
income in 1940 plus 5 per cent of gold and U.S. dollar holdings in mid-
1943 plus I 0 per cent of average imports in 1934-38 plus 10 per cent
of the maximum year-to-year change in exports for 1934-38, this sum
to be increased by the average percentage of exports in national income
for 1934-38 (see Altman, 1956; Horsefield, 1970). This formula gave
large IMF quotas to industrially advanced countries.
Hawkins and Rangarajan ( 197o) observe that there are two principal

reasons why IMF quotas are an inappropriate basis for the allocation of
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SDRs. First, as explained above, the original purpose of quotas was not
to allocate "owned" reserves but to determine and finance drawing rights,
and was thus biased toward countries with relatively large reserves and
convertible currencies. Second, the original formula employed relative
economic relationships prevailing before 1945. Although some adjust-
ments in the quotas of particular countries have been made since then,
these have not been extensive and resulted more from political pressures
than from systematic analysis of changes in the ingredients of the for-
mula. Hawkins and Rangarajan regard SDRs as part of a nation's wealth,
representing a command over the real and financial resources of other
countries, and also as a means of financing balance-of-payments deficits.
Taking this view of SDRs, they have conducted a quantitative study into
the appropriateness of IMF quotas as the basis for SDR allocations,
taking into account relative costs of coping with balance-of-payments
problems. Their study shows that the distribution of reserves according
to quotas tends to favor rich industrial countries at the expense of low-
income developing countries, which are generally primary producers
with high costs of adjustment. They conclude that a new allocation
formula should be devised for SDR distribution to redress the injustice
to developing countries. It may be argued, however, that this is not neces-
sarily an argument for a link but simply points up the need for a better
formula for distributing SDRs.

Granting that an ideal distribution formula could be devised to
achieve a strict neutrality in the distribution of world wealth, some may
still question whether such a strict neutrality is really "desirable" for
the world community. If neutrality is achieved, the social savings or
"seigniorage" from the creation of SDRs are distributed among coun-
tries in proportion to their demand for additional reserves (Grubel,
1972). The SDR facility has indeed yielded two major benefits for the
world community. First, it has assured in principle an orderly and ade-
quate growth in international liquidity. Second, it has produced social
savings through the substitution of SDRs, with costs of production and
administration near zero, for gold, which requires real resources to be
mined, refined, transported, and guarded. But the pursuit of neutrality is
not costless in terms of other aims. Since the creation of SDRs is not
an end in itself but one means among others to establish a better frame-
work for international economic cooperation and to promote higher
living standards, the social savings derived from internationally agreed
SDR creation should be used for internationally agreed objectives. The
link, they say, can accomplish one of the most respectable and agreed
objectives ( Triffin, 1 9 7 ) .



Supporters of the link are divided on the amount of social savings
being realized currently from SDR creation. This question is related
to whether the SDR is a credit or an asset. To the extent that SDRs
must be "reconstituted" ( or paid back at a fixed time), they may be
considered a credit. But they need not be reconstituted totally and, to
this extent, they should be regarded as an asset. Under the present SDR
system, only 30 per cent of SDR allocations must be reconstituted;
hence 70 per cent of SDR allocations should be considered an asset and
the allocations themselves tantamount to grants. Some may still argue
that SDRs are credits because interest is charged the country using
them, even if the country has received the SDRs "free" from the IMF.
On this view, SDRs may be considered similar to "consols." Even so,
the "grant" element in the SDR allocations is substantial. As Polak (i97i,
pp. 12-13) points out, the interest rate on SDRs is below the market
interest rate, imparting a grant element to the SDR allocation. This
grant element may be calculated as G = loo (1— ilr), where G is the
grant content of the SDR (in %), i is the interest rate on SDRs ( 1.5 % ),
and r is the market-related reference interest rate. If we use as r the
World Bank's 1972 average borrowing cost of 7.38 per cent, about 80
per cent of the SDR allocation should be considered a grant.
Many supporters of the link go further, contending that SDRs are

//owned" reserves, not credit facilities like traditional IMF drawing
rights. Although the term "Special Drawing Rights" implies a kind of
credit, SDRs have in fact been treated and used as front-line reserve
assets by the IMF and its member countries. [Gold (i97i, pp. 13-19)
gives us a fascinating account of the background for adopting the term
"Special Drawing Rights."] In any case, the lower-than-market interest
rate on SDRs implies a substantial grant element and therefore strength-
ens the argument for the link. It weakens the argument against the link
because it impairs the presumed neutrality of SDR allocations. Johnson
(1972) admits that international transfers of real resources can occur
to the extent that the rate of interest on SDRs is below the rate of return
on alternative investments of capital. Some countries will run their SDR
holdings down to invest in higher-yielding capital, while others will run
their holdings up and in effect be lending to the others at interest rates
below the rates of return they could otherwise get.

Procedural and Political Grounds

The arguments based on procedural and political grounds are equally
controversial. Opponents of the link are not opposed to development
aid per se. Their point, put simply, is that liquidity creation and develop-



merit aid are two different and separate objectives and should not be
mixed together. They discern definite disadvantages in the attempt to
combine the objectives of long-term development finance with the needs
of the international monetary system. From the viewpoint of interna-
tional monetary management, flexibility is required in respect of de-
cisions to create SDRs. From the viewpoint of development, on the
other hand, planning by both donors and recipients requires firm com-
mitments over a long period, and this could be achieved only by intro-
ducing an inflexibility into the SDR facility, impairing the monetary
quality of SDRs. The force of this objection is somewhat reduced, how-
ever, by the fact that the timing of the disbursement of aid will not
necessarily coincide with that of the SDR creation (Fleming, 1971, p.
38). Owing to technical and institutional difficulties in carrying out a
development project in the LDCs, many years usually pass from the time
a loan is committed until it is actually disbursed. This long lead time will
allow a development agency to adjust the volume of its overall loan
commitments to the fluctuating amount of link proceeds.
Some may fear that a link would cause more SDRs to be issued than

necessary for the purposes of international liquidity. It would be difficult
to resist demands for the creation of more SDRs. On the one hand,
developing countries would demand more SDR creation to get more
development aid. On the other, within the developed countries there
would be pressure for more SDR creation from constituencies preferring
to give aid in this form than through additional taxes. But the danger
of pressure for reserve creation in excess of world liquidity requirements
appears overplayed. The present IMF voting rules require an 85 per
cent majority of the total voting power for a new allocation of SDRs;
only 15 per cent of the total votes is needed to quell any such pressures.
Indeed, some supporters of the link argue that the real danger is ex-
cessive conservatism rather than liberality in the creation of SDRs ( U.S.
Subcommittee, 1969a, p. 38). Supporters also emphasize that the amount
of new SDR creation should be determined only by the monetary re-
quirements of the world economy and not by the need for development
finance ( UNCTAD, 1965, pp. 30-31; U.S. Subcommittee, 1969a, p. 3;
and Howe, 1972, pp. 108-109).

Opponents of the link sometimes argue that the "additionality" of
aid through the link would be negligible, because developed countries
would reduce their regular aid contributions by about the same amount
that they would contribute through the link. There is some reason to
hope, however, that offsetting reductions in national aid under an organic
link would fall significantly short of the amount of financial assistance
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provided through the link. First, governments have reasons for pro-
viding aid to specific recipients or for specific purposes, over and above
the general desire to provide development assistance, and these reasons
would continue to operate. Second, the provision of additional aid
through the link might be attractive to governments and parliaments,
in that participation in such a scheme would tend to encourage the
participation of other countries as well and thus exercise a multiplier
effect. Third, it would be difficult to measure the extent to which any
country was providing aid through the link, hence difficult to offset
precisely. On balance, therefore, the link is likely to increase the total
amount of development aid accruing to the poorer countries; the rich
countries will find it easier to give aid through the link than through
the process of budgetary and parliamentary appropriations alone.

Opponents of the link believe that bypassing legislative authority
over foreign aid would border on constitutional impropriety and sub-
vert the ideals of democratic government. The aid a country is supposed
to provide or wishes to give should be voted by its parliament and appro-
priated through the regular budgetary process. Furthermore, when
foreign aid goes through the budgetary process, no extraneous inflation-
ary elements are introduced (Haberler, 1971). Distribution of the bur-
den of development aid among donor countries would also be changed
by the link. Under traditional aid programs through national budgets,
an attempt is made to approach a roughly equal distribution of the
burden by striving for a uniform ratio of aid to gross national product
for all industrial countries. The link might upset this equitable distri-
bution of aid burdens by tying amounts of aid to IMF quotas. Some
supporters of the link suggest, however, that it is not really desirable
to have strong parliamentary controls over development aid. They
claim that the link would raise the quality of development aid by get-
ting rid of political controls over aid, because the resources would be
channeled through multilateral aid agencies such as the World Bank
and the IDA, rather than through national bilateral agencies. This
argument is based on two assumptions: ( ) that the link would be im-
plemented via international development agencies rather than directly
by an increase in the SDR allocations of developing countries, and
(2) that transfers of development aid via multilateral aid agencies would
be better in quality than transfers through national bilateral agencies.

Finally, there have been other strong objections to the link on proce-
dural grounds. It took almost a decade to reach an agreement on the SDR
facility. The agreement was the result of long, difficult international
negotiation and of some painful compromises among the countries con-
cerned. Therefore, most parties involved in the creation of the SDR
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system are anxious, first of all, to see it accepted and established solidly
in the international monetary system. In such circumstances, one of the
strongest, and perhaps most effective, arguments against the link is that
any attempt to burden the SDR system with a link would gravely
weaken the SDR system itself, before it has been given a reasonable
chance to survive and to grow strong. This "infant system" argument
has been a powerful and convincing one, especially at the early stage of
the SDR facility. It is why the Rio Agreements received support from
most member countries, despite great reservations by many developing
countries about what they considered unjust and discriminatory arrange-
ments for SDR allocations. The infant-system argument is related to
the concept of "confidence" in the SDR facility. Confidence in the SDR
is a complex concept comprising such elements as willingness to become
a participant in the system, willingness to support new allocations, and
willingness to accept and hold SDRs. If participation in the SDR sys-
tem involved, in addition, certain obligations with respect to develop-
ment assistance, participation might become less attractive to certain
member countries. To that extent, the SDR system itself must be weak-
ened by the link.

Conclusion

The SDR facility has been in operation for several years. During its
preparatory stage, the problem of distribution of SDRs did not receive
much attention; the concern with creation of satisfactory reserves domi-
nated international monetary discussions. Officials involved in the nego-
tiations were concerned more with the successful establishment of the
SDR facility than with equitable distribution of the SDRs. During
the past several years, however, we have seen mounting criticism of
the distribution formula. This was not unexpected. As early as 1969, the
Subcommittee on International Exchange and Payments of the Joint
Economic Committee warned that the present "inequity" in SDR dis-
tribution might not be politically viable. "While logical arguments can
be advanced to support distribution of SDRs strictly according to IMF
quotas, this arrangement appears discriminatory. Once the facility is in
operation, its discriminatory aspect will be more obvious, and may be-
come a source of intensified antagonisms on the part of developing na-
tions toward wealthy members of the IMF" (U.S. Subcommittee,
1969b, p. 0).
This warning has been vindicated by subsequent events. In interna-

tional forums dealing with monetary and development problems, such
as UNCTAD symposiums or IMF/IBRD annual meetings, poor coun-
tries have repeatedly expressed their complaints on the subject. At the
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1970 session of the UNCTAD Committee on Invisibles and Financing
Related to Trade, for example, the developing countries issued a joint
memorandum strongly arguing for the link (UNCTAD, 1970). At the
1970 and 1971 joint annual meetings of the IMF and the World Bank
Group, a number of Governors from developing countries demanded
the link. (At the 1971 joint annual meetings of the IMF and the World
Bank Group, for example, representatives of at least twenty-three devel-
oping countries spoke of the urgent need for the link.) The link proposal
was also one of the principal demands by the underdeveloped countries
during the UNCTAD III, held in Santiago, Chile, in April 1972. The
leading voice for the link has been the Group of 24, an intergovern-
mental group composed of eight countries each from Africa, Asia, and
Latin America, representing ninety-six less-developed countries. It has
repeatedly argued that the link should be regarded as an essential part
of the new international monetary system.

Support has also been given by various groups in developed countries.
The link received endorsement in principle from Italy at the 1968 and
1969 joint annual meetings of the IMF and the World Bank Group.
It has also acquired important support in the United Kingdom; the
House of Commons Select Committee on Overseas Aid recommended
the link during its 1970-1971 Session (House of Commons, 1971).
Furthermore, the British representative to the 1970 session of the
UNCTAD Committee on Invisibles stated that his Government sup-
ported the link in principle, provided that a practicable scheme accept-
able to the major countries concerned could be worked out. In March
1972, the British Labor Party supported the link in a statement re-
leased before the UNCTAD III meeting; its proposals were drawn up
by the Overseas Development Study Group and endorsed by the Party's
National Executive Council. France, Japan, West Germany, and the
United Kingdom also told the UNCTAD III meeting of their support
for the link.
In the United States, a link was formally recommended by the Sub-

committee on International Exchange and Payments of the Congres-
sional Joint Economic Committee (U.S. Subcommittee, 1969b), and
two years later the proposal was endorsed by the Joint Economic Com-

mittee itself (U.S. Joint Committee, 1971, pp. 14-15). In early 1972,
Senator Jacob Javits and Representative Henry Reuss introduced a joint
resolution in the U.S. Congress urging the U.S. government to support

the link. Around the same time, John Hannah, Director of the Agency
for International Development, predicted that the Nixon administra-

tion would eventually support the link, and his optimism was echoed
by a White House economic adviser, Robert Hormats, who said "some-
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thing could be, worked out" to provide more SDRs to the poor, if "the
experts put their minds to it." A number of research reports and news-
papers have also supported the link as a part of the new international
monetary system.
In our survey of the various link proposals and the arguments for

and against the link, we have seen that some of the economic and theo-
retical arguments over the link are controversial. While the objections
based on practical and procedural difficulties are more convincing, the
"infant system" argument may not be as strong as it used to be. There
are many signs that the SDR facility has been established solidly in
the world monetary system. [At the 1970 annual meeting of the IMF,
the Managing Director, Mr. Schweitzer, observed: "In my judgment,
the experience up to now with the operation of the Special Draw-
ing Rights facility has been highly successful, and it can be stated
that the SDR has become established as a reserve asset" (IMF, 1970,
p. 17).] There is still a valid procedural difficulty to the extent that
a link might obstruct flexibility and efficiency in the operation of the
international monetary system, but this must be measured against the
strong case for the link. That case can be made apart from political, even
ethical, considerations. Triffin, Tinbergen, and Hawkins and Rangarajan
have shown that the present formula for allocating SDRs is not suitable
and also discriminates against many developing contries. Thus, the link
is seen not only as a political and practical convenience to increase de-
velopment-aid flows to poor countries, but also as an essential step
toward equity in the international monetary system.
Among the various link proposals, the proposal to have industrial coun-

tries contribute SDRs to development agencies may be the best option
in present circumstances. While implementation of the link through
an increase in SDR allocations to the LDCs ,is also appealing (especially
because this type of link can be achieved within the IMF system, with-
out involving outside intermediaries), this method has a major draw-
back—the difficulty of devising a separate formula to distribute the
link-related SDRs among the LDCs. A proportional increase of their
present SDR allocations would not be equitable, because IMF quotas
do not reflect the relative needs of LDCs for development assistance.
The proposal to involve development agencies, on the other hand, is
easy to understand and relatively simple to implement. Only the rich
countries would be asked to contribute some of each SDR allocation,
and they would find it easy to do so because no additional tax or parlia-
mentary approval would be needed. Howe (1972) believes that transfers
of SDRs through international development agencies would give the

20



poor countries an incentive for good performance, because they would
have to meet the criteria of these agencies for sound projects.
Three specific questions must be answered, however, before this type

of link can be established: Which countries should contribute SDRs?
What fraction of their SDRs should they contribute? To which devel-
opment agencies should they make the contributions? There are eighteen
Part I member countries in the IDA, all of them rich enough to be in-
cluded in the group of contributors. Some other countries might have
comfortable reserve positions at the time of a particular SDR. allocation
and thus could be included in the contributing group on a voluntary
basis. Conceivably, the number of contributing countries in this latter
category would fluctuate from time to time, as reserve positions shift.
As for the size of contributions out of SDR allocations, 25 per cent

was suggested by the Subcommittee on International Exchange and
Payments, but 30 per cent may be the better figure, on the basis of the
following calculations. Invoking the simple principle of per capita
equality, we might use population as the basis for distributing the 80
per cent portion of the SDR allocation that should be considered a
"grant." On this basis, the eighteen developed countries would have
received only 36 per cent of the total SDR allocation, rather than the
69 per cent they actually received according to their IMF quotas. The
combined population of the eighteen countries is 631 million, or 27
per cent of the total population of 2.3 billion of all countries participating
in the SDR system. Thus, the eighteen members' total share of the
nongrant SDR allocation and the population-based SDR allocation would
be 69% X ( oo — 80)% + 27% X 80% = 36%. Supporters of the
link may therefore argue that 33 per cent of the total SDR allocation
(or 48 per cent of the developed countries' present share) was "un-
justly" given to rich countries and should be returned to the LDCs.
Accordingly, 30 per cent may be better than 25 per cent as a generous
gesture by the industrial countries. As for the countries contributing
on a voluntary basis, they should be encouraged to donate anywhere
from 5 up to 30 per cent of their SDR allocations. The lower limit of
5 per cent would be necessary in order to screen out donors whose only
aim is to see their names on the list of contributors.

Finally, which development agencies should administer these con-
tributions? Since the SDRs would be "given away" rather than "lent"
to development agencies by contributing countries, the funds could best
be utilized for soft loans rather than for more conventional loans. As
shown in the accompanying table, four international development banks
are engaged in extending substantial amounts of soft loans to the LDCs.
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Inter-
Asian Caribbean American

Develop- Develop- Develop-
IBRD / IDA ment Bank ment Bank ment Bank

Commitments: 1966-71
(millions of U.S. $)

Terms (approximate) :
Interest rate

Maturity (years)

Grace period (years)

2,34.2 107

0.75% 2.5-3%

50 15-30

10 3-10

4%

2,185

3-4%
15-3o

3-14

Therefore, the first option would be to divide the SDRs contributed
through the link among these four development banks plus the African
Development Bank, which recently set up its own Special Fund for soft
loans. Some might object to this idea, however, because it would be
extremely complicated to devise an allocation formula for the five de-
velopment banks. Conflicts could also arise concerning the regional allo-
cation of link proceeds by the IDA itself, since some regions would be
doubly covered by regional development banks. The second option,
therefore, would be to designate the IDA as the sole administrator of
link proceeds and let it manage them just as it manages its other lend-
ing resources. The experience and organization of the World Bank
Group, as well as its close connection with the IMF, both geographically
and operationally, might make the IDA ideal for handling link pro-
ceeds.
In any case, one should not be dogmatic about the operational details

of the link at this stage. How to implement the link is subsidiary to the
more important question of whether or not to accept the link. Currently,
the Committee of Twenty is deliberating on a wide-ranging reform of
the international monetary system. It is high time, therefore, to have
a full discussion of the link.
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