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THE SDR SYSTEM AND THE ISSUE OF

The authors are grateful for comments from Rudolf R. Rhomberg, an anonymous
referee, and a number of colleagues at the International Monetary Fund. The analysis
and opinions in this Essay do not necessarily reflect the views of the IMF or other
members of its staff.

RESOURCE TRANSFERS

1 Introduction

More than twenty years have passed since the Board of Governors of
the International Monetary Fund approved the outline of a plan to
create the Special Drawing Right (SDR). A dozen years have passed
since the Second Amendment to the Fund’s Articles incorporated an
agreement to make the SDR “the principal reserve asset in the inter-
national monetary system.”1 Yet, during that time, SDRs have been
allocated in only two three-year periods, from 1970 to 1972 and from
1979 to 1981. At the end of 1989, the existing stock of SDRs (including
the Fund’s holdings) represented only about 3.5 percent of the non-
gold reserves of the Fund’s member countries, down from more than
9 percent in 1972 following the first series of annual allocations.

Opposition to SDR allocation has arisen partly from the fact that
some countries have made net use of their allocations on a prolonged
basis and have been perceived as having thereby gained resources at
the expense of other countries. One of the main purposes of this essay
is to address the validity of this notion by considering the pattern of
holding and use of SDRs and by developing an appropriate framework
to analyze the implications of that pattern for resource transfers.

The core of the essay is divided into two sections followed by a con-
clusion. Section 2 surveys the ways in which the SDR system has been
used and the pattern of SDR holdings that has emerged. Section 3
analyzes the implications of these developments, distinguishing between
several different concepts of resource transfers and examining whether
permanent or temporary resource transfers take place as a result of the
allocation and use of SDRs. Section 4 provides concluding remarks.

1 See de Vries (1976) on the evolution of the SDR; de Vries (1985) on the Second
Amendment; and Coats (1990) on more recent developments in the uses and characteris-
tics of the SDR.
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2 The Use of the SDR System

The Fund’s Articles of Agreement establish three categories of SDR
holders: (1) member countries of the Fund that elect to be “partici-
pants” in the SDR scheme, (2) the Fund itself through its General
Resources Account (GRA), and (3) other official entities prescribed by
the Fund. Currently, all member countries of the Fund are partici-
pants, and the Fund has prescribed sixteen other official entities as
holders.

SDRs may be used to settle financial obligations among the various
eligible holders. They may also be exchanged for currencies (spot or
forward), lent, given away, or swapped. The ability of participants to
use the SDR at its full official value is assured by a “designation
mechanism” spelled out in the Fund’s Articles of Agreement. Through
this mechanism, members with a balance-of-payments need to use
reserves are able to sell their SDRs to other members designated by
the Fund as having gross-reserve and balance-of-payments positions
strong enough to provide freely usable currencies in exchange for
SDRs.

Table 1 indicates how the various uses of SDRs have expanded or
contracted over the years. Transfers of SDRs among participants and
prescribed holders, but not involving the Fund’s GRA, increased from
about a third of all transfers in the period from 1970 to 1980 to rough-
ly half of all transfers in recent years (Table 1, lines 1 and 16). This
development mainly reflected a rapid expansion of voluntary spot
exchanges of SDRs for other monetary assets in so-called “transactions
by agreement” (line 3). It should be noted that, although transactions
by agreement do not directly involve the GRA, many of them have
been motivated by members’ needs to obtain SDRs to meet their
obligations to the Fund.

Transfers of SDRs to and from the Fund’s GRA (lines 6 and 11)
have primarily reflected loan transactions and quota payments. All
Fund loans are denominated in SDRs, although disbursements and
repayments may be in a variety of currencies as well as in SDRs.
Members are required, however, to pay all “charges” to the GRA in
SDRs. These charges include interest payments on loans and various
service charges.

Other transfers of SDRs from the GRA include their use to repay
borrowings by the Fund (line 13) and to remunerate members on their
net-creditor positions with the Fund (line 14). The volumes of such
transactions reflect in part the preferences of the recipients, who have
the option of receiving either SDRs or other currencies.
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SDRs have also been used periodically to pay for quota subscriptions

TABLE 1
TRANSFERS OF SDRS

(in billions of SDRs)

Annual
Average
1970-80 1983 1987 1988 1989

1. Among participants and prescribed holders 1.19 6.33 8.01 9.14 8.20
2. Transactions with designation a 0.55 2.07 1.10 — —
3. Transactions by agreement b 0.58 2.66 5.58 7.79 6.23
4. Operations c — 1.23 1.03 1.03 1.51
5. Net interest on SDRs d 0.06 0.37 0.30 0.32 0.46

6. From participants to the GRA 1.40 8.82 4.53 4.35 4.31
7. Repurchases e 0.46 0.41 2.34 2.49 2.29
8. Charges f 0.38 1.88 2.08 1.80 1.93
9. Quota payments 0.53 6.03 — — —

10. Other g 0.03 0.50 0.11 0.06 0.09

11. From the GRA to participants and prescribed
holders 0.85 5.51 5.26 4.79 4.13

12. Purchases 0.58 2.98 1.66 0.80 0.73
13. Servicing of Fund borrowings h 0.03 1.02 2.03 2.79 1.91
14. Remuneration i 0.07 1.25 0.96 0.85 1.12
15. Other j 0.22 0.26 0.61 0.35 0.37

16. Total transfers 3.44 20.66 17.80 18.28 16.64

a Spot exchanges for other monetary assets using the designation mechanism.
b Spot exchanges for other monetary assets excluding transactions with designation.
c Transactions other than spot exchanges (e.g., swap arrangements, forward opera-

tions, loan payments), excluding transfers to or from the GRA.
d Net interest transfers from participants with SDR holdings less than cumulative

allocations to participants with SDR holdings greater than cumulative allocations.
e IMF loans to its members are technically purchases (see no. 12) by members of

SDRs or freely usable currencies. Repayments are therefore called repurchases.
f Interest on loans (i.e., purchases) from the Fund.
g Primarily interest receipts on the GRA’s holdings of SDRs.
h Interest plus principal repayments.
i Interest on participants’ reserve positions in the Fund.
j Acquisitions of SDRs to pay charges and, from 1970 to 1980, to make quota pay-

ments and meet the reconstitution requirement.

and quota increases (line 9). Under the Seventh General Review of
Quotas, participants were required to use SDRs to pay 25 percent of
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their quota increases. Under the Eighth General Review, they could
choose to pay this percentage in either SDRs or a currency specified
by the Fund. This option was extended under the Ninth General
Review to cover subscription payments for the quota increases expect-
ed to become effective by the end of 1991.

In assessing the welfare implications of the SDR system, two devel-
opments are particularly noteworthy. The first is that a number of
countries have now entered into two-way voluntary arrangements
whereby they stand ready to buy or sell SDRs up to certain limits in
transactions with other Fund members. The second is that no partici-
pant in the system has had to resort to the designation mechanism for
selling SDRs since August 1987 (line 2). These developments suggest
that the existing stock of SDRs is distributed more or less in the
amounts countries desire to hold.

Data on SDR holdings reveal a wide dispersion among several
groups of countries, both in relation to cumulative allocations
(Figure 1) and as a proportion of total non-gold reserves (Figure 2).2

At the end of 1989, the level of SDR holdings relative to cumulative
allocations was, on average, approximately 120 percent for the industri-
al countries, 215 percent for the net-creditor developing countries, and
25 percent for the net-debtor developing countries. Holdings of SDRs
also amounted, on average, to about 4.5 percent of non-gold reserves
for the industrial countries at the end of 1989 and to approximately
1.5 percent of non-gold reserves for both the net-creditor and net-
debtor developing countries.

The net-debtor developing countries as a group have been persistent
net users of SDRs since the beginning of 1970, when the first alloca-
tions were made. The ratio of their SDR holdings to cumulative alloca-
tions remained fairly constant throughout most of the seventies, rising
moderately in 1978–79, partly in response to the resumption of alloca-
tions in January 1979. In 1980, all country groups reduced their SDR
holdings relative to cumulative allocations in connection with the
payment of subscriptions resulting from the Seventh General Review of
Quotas. The SDR holdings of the net-debtor developing countries were
drawn down even further during 1982–83, reflecting a relatively heavy
use of reserves following the emergence of the debt crisis and the
rising need for these debtor countries to make payments to the Fund.

The subscription payments resulting from the Eighth General Re-

2 See International Monetary Fund (1989, pp. 67-70) for definitions of country
groups.
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view of Quotas brought about another drop in the SDR holdings of the
industrial and net-creditor developing countries at the end of 1983, but
a comparable decline was not observed for the net-debtor developing
countries, most of which made separate transactions to acquire the
necessary SDRs.3 From 1984 to 1987, the SDR holdings of the net-
debtor developing countries rose modestly as proportions of net cumu-
lative allocations and non-gold reserves, despite further substantial
increases in payments of SDRs to the Fund. This trend was reversed,
however, in 1988–89.

It may be noted that the use of SDRs to pay for quota increases has
not been a driving factor in the decline of SDR holdings as a share of
the non-gold reserves of the net-debtor developing countries. The sum
of SDR holdings plus reserve positions in the Fund has also declined
as a share of their non-gold reserves. Since 1983, moreover, the SDRs
received by the Fund in quota payments have deliberately been re-
turned to circulation through net outflows from the GRA (Figure 1);
the SDR holdings of the GRA, which amounted to 0.9 billion at the
end of 1989, have been kept within the range of SDR 0.75 to 1.25 bil-
lion since the middle of 1987.

The extent to which countries have made prolonged net use of SDRs
can be described in terms of their ratios of average net use to average
net cumulative allocations over five-year periods, the period of time
suggested by the reconstitution requirement in the Fund’s Articles of
Agreement. Prior to 1979, the average of a participant’s total daily
holdings of SDRs over any period of twenty successive calendar quar-
ters was not permitted to fall below 30 percent of the average of its
cumulative allocations of SDRs for the same period. Thus, average net
use of SDRs was not permitted to exceed 70 percent of average cumu-
lative allocations. In 1979, the minimum-holdings requirement was
reduced to 15 percent, and, in 1981, the reconstitution requirement
was abrogated.

Since the abrogation of the reconstitution requirement, there has
been a sharp increase in the percentage of participants whose average
daily net use of SDRs has exceeded the previous 70-percent threshold
(see Table 2). During the five years ending on December 31, 1989,

3 Under an arrangement set up by the Fund and a group of members with large SDR
holdings, countries with insufficient SDRs or foreign-exchange holdings were able to
borrow SDRs to pay the reserve-asset portions of their quota subscriptions, to simulta-
neously purchase the reserve-tranche positions created by their payments, and to use the
proceeds to repay their SDR borrowings.
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60 percent of all participants made average net use of more than
70 percent of their cumulative allocations. These included 15 percent
of the industrial countries, 81 percent of the net-debtor developing
countries with recent debt-servicing problems, and 56 percent of the
net-debtor developing countries without such problems. During the
same period, all of the net-creditor developing countries and half of
the industrial countries had average holdings in excess of their cumula-
tive allocations.

Table 2 shows the distribution of countries by the extent of their
average net use of SDRs over moving five-year periods; Table 3 shows
the distribution of countries by the extent of their SDR holdings during
selected years. As the figures in Table 3 indicate, more than 70 percent
of the net-debtor developing countries had SDR holdings that were
less than 20 percent of their net cumulative allocations during 1989. All
of the net-creditor developing countries and over half of the industrial
countries had SDR holdings in excess of their cumulative allocations
during 1989; indeed, two of the seven net-creditor developing countries
had holdings that exceeded three times their cumulative allocations.

3 The Issue of Resource Transfers

Concepts of Resource Transfers

The increase in the prolonged net use of SDRs since the abrogation of
the reconstitution requirement has raised concerns that the SDR
system gives rise to permanent transfers of resources. An analysis of
this issue must distinguish between permanent and temporary transfers
and must take into account both the real and financial resources that
may be transferred.

Transfers occur whenever real resources (goods and services) or
financial resources (financial assets of any kind) change hands. A net
transfer of real resources takes place when a transfer of goods and
services is not accompanied by a reverse flow of real resources of the
same value, as, for example, when goods are exchanged for financial
assets. The implications of these exchanges depend on whether the
financial resources received entitle the holder to obtain either immedi-
ately or in the future real resources having a present value equal to the
resources initially transferred. When they do, such transfers of real
resources can be considered to be temporary. Only when a transfer of
real resources is not accompanied by equivalent quid pro quos is it
considered to be permanent.

The term “temporary transfer of real resources” has often been used
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TABLE 2
DISTRIBUTIONS OF PARTICIPATING COUNTRIES BY AVERAGE NET USE OF

CUMULATIVE ALLOCATIONS

(percent of countries within group)

1974-78 1978-82 1980-84 1982-86 1984-88 1985-89

All participating countries
70 to 100% net use
40 to 70

0 to 40
Excess net holdings

2
54
27
17

37
19
23
20

48
16
18
18

62
9

10
18

61
12
8

19

60
12

8
20

Industrial countries
70 to 100% net use
40 to 70

0 to 40
Excess net holdings

0
32
16
53

20
5

35
40

20
10
30
40

20
10
35
35

15
15
25
45

15
15
20
50

Net-creditor developing
countries

70 to 100% net use
40 to 70

0 to 40
Excess net holdings

0
0

100
0

0
0

50
50

0
0

25
75

0
0
0

100

0
0
0

100

0
0
0

100

Net-debtor developing coun-
tries with debt-servicing
problems

70 to 100% net use
40 to 70

0 to 40
Excess net holdings

3
64
23
10

58
17
14
10

72
12
10
6

86
7
1
6

84
9
1
6

81
10

1
7

Net-debtor developing coun-
tries without debt-servicing
problems

70 to 100% net use
40 to 70

0 to 40
Excess net holdings

0
54
36
11

21
33
26
21

33
28
23
16

53
16
14
16

53
21
12
14

56
16
14
14

Memorandum item:
IMF holdings of SDRs (%
of cumulative allocations) a 12.9 17.2 23.2 9.1 6.1 4.6

NOTE: Participants with net cumulative allocations of zero during any period are exclud-
ed for that period. Entries between two ranges are included in the lower range. Column
sums are rounded, so may not equal 100.

a End-of-period data.
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to refer to the consequences of the temporary use of reserves to

TABLE 3
DISTRIBUTIONS OF PARTICIPATING COUNTRIES BY SDR HOLDINGS

(percent of countries within group)

Ratios of Holdings to Cumulative Allocations
Average Ratios
of Holdings to
Allocations a0.0 0.0-0.2 0.2-0.5 0.5-1.0 1.0-3.0

More
than 3.0

Industrial
countries

1984
1986
1988
1989

—
—
—
—

24
24
14
19

19
—
5
5

33
29
29
24

24
48
52
52

—
—
—
—

92
111
120
121

Net-creditor
developing
countries

1984
1986
1988
1989

—
—
—
—

—
—
—
—

—
—
—
—

—
—
—
—

100
86
71
71

—
14
29
29

207
186
174
214

Net-debtor
developing
countries

1984
1986
1988
1989

3
6

10
8

71
63
57
63

8
13
13
13

10
6
9
5

8
9
8
6

1
3
4
4

30
36
25
25

NOTE: Distributions are based on average of end-of-month ratios for each year.
Countries for which ratios fall between two ranges are recorded in the lower range.

a End-of-year ratios of SDR holdings to cumulative allocations for all countries in
each group.

finance a balance-of-payments deficit that is later reversed, but that is
not our meaning here. We refer to a transfer of goods and services
financed with reserves as “temporary” if the resources flowing in both
directions are of equal value, regardless of whether or not the flow of
reserves is ever reversed.

Most prominent among the resource transfers classed as permanent
are those recorded in the balance of payments under “official unilateral
(or unrequited) transfers.” These largely represent grants by one
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government to another. Other transactions, however, such as loans at
concessional interest rates, will also permanently transfer resources
from one country to another to the extent of the concessional element
included in the transactions.

Conveying resources by lending (money or other claims on goods)
gives rise to reverse transfers in the form of a stream of interest pay-
ments and repayment of principal. To determine whether the transfer
of resources effected by a loan will be completely reversed, the value
of the loan (i.e., of the resources obtained) must be compared with the
present discounted value of the future payments of interest and amorti-
zation to which the loan contract gives rise, that is, the present value of
the resources returned. When there is no risk that the borrower will
fail to comply fully with the terms of the loan contract, any difference
between the size of the loan and the present discounted value of the
future payments on it can be treated as a grant component of the loan
and, to that extent, a permanent transfer of resources from the lender
to the borrower.

In the presence of credit risk, a distinction arises between the
concept of a permanent resource transfer in an ex ante sense, which is
defined in terms of whether transactions involve quid pro quos that are
regarded as equivalent ex ante, and the resource transfers that may be
realized ex post. When there is a risk that a borrower may not comply
fully with the terms of a loan contract, the lender will require compen-
sation for the risk and so will enter only into a contract in which the
present value of the specified repayments stream, discounted at the
market interest rate on “riskless” or minimum-risk assets, exceeds the
amount of the loan.4 Thus, if the borrower complies fully with the
terms of the contract (which the lender does not regard as certain at
the time the contract is written), a permanent transfer of resources will
take place from the borrower to the lender after the fact. This prospect
is required, however, to compensate the lender for the possibility that
failure of the borrower to comply fully with the terms of the contract
can result in a permanent transfer of resources from the lender to the

4 In the absence of default risk, lending will take place on a scale that equilibrates the
marginal rates of time preference of lenders and borrowers, and the appropriate discount
rate for any time horizon will be unambiguous. In the presence of risk, lenders will
require specific risk premiums to hold claims against specific borrowers, and the market
will produce a range of interest rates for each maturity. To deal with this situation, we
follow the convention of discounting the future at a rate that reflects the marginal time
preferences of lenders, which can be associated with the interest rate on a “risk-free” (or
minimum-risk) asset.
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borrower. In a competitive environment, the issuance of a loan, or the
sale of a loan on a secondary market, involves a transfer of resources
for which an equivalent quid pro quo is received and thus does not
involve a permanent resource transfer from an ex ante perspective.
Even though it is likely that a permanent transfer of resources will
have taken place between the borrower and the holder of the claim ex
post, the size and direction of that transfer are uncertain ex ante.

Permanent Resource Transfers within the SDR System

To analyze the extent to which permanent resource transfers may arise
within the SDR system, it is useful to characterize the allocation of an
SDR as equivalent to the receipt of an asset through a permanent loan.
Each country participating in the SDR scheme pays the SDR rate of
charge on the entire amount of its cumulative allocation (the loan) and
receives the SDR interest rate from the Fund on its holdings of SDRs
(the asset). Although the SDR system distinguishes between the SDR
rate of charge and the SDR rate of interest, the Articles of Agreement
require that the two rates be set at the same level. Thus, the net
stream of payments associated with allocated SDRs is zero until the
SDRs are used.

Before focusing further on the SDR system, it may be instructive to
consider the different channels through which resource transfers may
take place when assets are loaned. Consider the loan of a marketable
asset, for example, a U.S. Treasury bond with a face value of $1 million
redeemable in 100 years and paying a competitive rate of interest.
Assume that the interest rate charged on the loan is also competitive
(the bond rate plus a competitive margin) and that the loan must be
repaid in one year. (The loan could be viewed as “permanent” if the
borrower were given an option to roll it over indefinitely, but this
possibility is not important to the example.) The interest rate on the
loan is applied to the $1 million face value of the bond, which the
borrower can sell on the secondary market for $1 million in currency
to deposit for one year or use in any other way desired. Because the
interest rates on the asset and the loan are competitive, there is no
grant element in the package.

Concessional terms can enter the package through the interest rate
on the loan. The borrower will obviously gain if the interest rate on the
loan (the allocation) is set below the competitive level. If the interest
rate on the bond remains at its competitive level, however, the borrower
will obtain no additional gain from the use of the asset (the secondary-
market transaction, in this example).
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Concessional terms can also enter the package through the yield on
the bond. The borrower will gain from the loan, even if its interest rate
is at a competitive level, if the contract contains provisions requiring a
third party to purchase the bond, at the option of the borrower, for
more than its price in the secondary market. More generally, the
borrower will gain if the package gives him an opportunity to earn
more than a competitive rate of return on the asset by selling (using) it
and subsequently repurchasing (reconstituting) an equivalent asset to
repay the loan.

These examples point to the possible sources of permanent resource
transfer within the SDR system. We shall argue below that the net use
of SDRs involves a permanent resource transfer only when the SDR
interest rate is not competitive with the yields on other reserve assets
after allowing for expected exchange-rate changes.5 The allocation of
SDRs, however, may provide assets on terms that involve permanent
resource transfers even when the SDR interest rate is competitive.

Prior to May 1981, the SDR carried an interest rate that was clearly
below the level of competitive market rates. Since the abrogation of
the reconstitution requirement, however, the SDR interest rate has
been set to match a “combined market interest rate.”6 At present,
then, there appears to be no reason to consider the SDR interest rate
to be significantly uncompetitive, and this would suggest in turn that
the net use of SDRs no longer involves permanent resource transfers
of substantial magnitudes. Indeed, as stated in Section 2, all transac-
tions involving SDRs have taken place on a voluntary basis since
August 1987, without resort to the designation mechanism.

5 The SDR interest rate will be competitive if the marginal holder is indifferent
between substituting one SDR for one SDR’s worth of any other reserve asset in its
reserve portfolio. As a practical matter, this would require an interest rate equal to the
market rate on other reserve assets plus whatever premium or discount holders require
to compensate for differences in the riskiness and other characteristics of the reserve
assets. As the competitive level of the SDR interest rate will thus depend on all of the
other characteristics of the SDR, improving those characteristics will reduce the
competitive interest rate. If the SDR is relatively less attractive because it has fewer uses
than other reserve assets, the competitive SDR interest rate will tend to be higher than
interest rates on other reserve assets.

6 Beginning in January 1991, the “combined market interest rate,” which is periodical-
ly redefined, is to be calculated as a weighted average of the yields on three-month
treasury bills in the United States, the United Kingdom, and France, three-month
interbank deposits in the Federal Republic of Germany, and three-month certificates of
deposit in Japan.
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If the net use of SDRs does not produce permanent resource trans-
fers, any permanent transfers within the SDR system must arise from
differences between the charge paid on cumulative SDR allocations
and the costs of obtaining reserves in other ways. These differences are
significant for many countries, so the allocation of SDRs can be said to
provide resource gains for countries that can otherwise add to their
reserves only at a cost higher than the SDR rate of charge. Such
resource gains are associated with the SDR allocation itself, whether or
not net use is made of the allocated SDRs. These resource gains,
however, do not necessarily involve permanent resource transfers from
other countries.

Table 4 illustrates this point with a numerical example in which the
SDR has a competitive interest rate and is riskless. The table distin-
guishes between three types of countries. Country A, a prime borrow-
er, is not required to pay a risk premium to borrow in private capital
markets. Country B must pay an “average” risk premium to borrow in
those markets, and Country C must pay an “above-average” premium.
In this example, the SDR interest rate is equal to the interest rate on
risk-free reserve assets at an assumed level of 8 percent (Table 4, lines
1 and 4), and the expected yield on the riskless SDR is also 8 percent
(line 5), so the expected gain from net use of SDRs is zero (line 8).
Nevertheless, countries that must pay risk premiums to borrow in
private capital markets can gain from an SDR allocation. In particular,
Countries B and C face market borrowing rates (line 2) that exceed the
expected yield on reserve assets by 2 and 4 percentage points, respec-
tively. Because of these risk premiums for borrowing, the costs of
carrying borrowed reserves (line 3) are higher than the zero cost of
carrying allocated SDRs (line 6) and thus represent the expected gain
from allocation (line 7).

It is important to note in this example that the resource gains of
countries with relatively high borrowing costs are not at the expense of
other participants in the SDR system. All countries other than the
prime borrowers (country A) enjoy a resource gain as a result of the
lower cost of adding to reserves through SDR allocation, and an
allocation provides reserves to prime borrowers at the same cost as
borrowing. Thus, no country suffers losses as a result of the allocation
it receives. In addition, insofar as the SDR is competitive with other
reserve assets, any resource transfers associated with the use of SDRs
are accompanied by equivalent quid pro quos. Accordingly, to the
extent it is valid to assume the SDR interest rate is competitive and
that there is no risk in holding the SDR, it can be inferred that perma-
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nent transfers of resources do not take place within the SDR system

TABLE 4
THE SDR AS BOTH COMPETITIVE AND RISKLESS

(in percentages)

Countries

A B C

1. Risk-free interest rate 8 8 8
2. Market borrowing rate 8 10 12
3. Net cost of borrowed reserves (2 - 1) 0 2 4
4. SDR interest rate (charge) 8 8 8
5. Expected yield on SDR 8 8 8
6. Expected net cost of allocation (4 - 5) 0 0 0
7. Expected gain from allocation (3 - 6) 0 2 4
8. Expected gain from net use (1 - 5) 0 0 0
9. Total potential expected gain (7 + 8) 0 2 4

itself. This conclusion focuses attention on the issue of whether the
SDR is, in reality, both competitive and riskless. We shall discuss this
further in the subsection on the nature and implications of risk.

The possibility that SDR allocation can provide resource gains to
some countries, even if it does not lead to permanent resource trans-
fers within the SDR system, raises the question of the source of these
gains. This issue will be addressed in the subsection on permanent
resource transfers outside the SDR system.

Before turning to these issues, it is useful to modify the preceding
example to allow for the possibility that holding SDRs is risky.7 This
possibility is examined in two stages. Table 5 assumes that the SDR
entails some risk, but that its interest rate is competitive; Table 6
assumes that the SDR entails some risk, but that its interest rate is not
competitive. In both cases, the risk premium on the SDR, the differ-
ence between the SDR interest rate (Tables 5 and 6, lines 4) and the
expected yield on the SDR (lines 5), is taken to be 0.5 percent. In
Table 5, the competitiveness of the SDR is reflected in the fact that
the expected yield on the SDR equals the interest rate on risk-free
reserve assets, so that the expected gain from the net use of SDRs

7 The risks of holding SDRs, which are ultimately the liabilities of the IMF and
hence of all of its members rather than any particular member, are quite distinct from
the risks of allocating SDRs (or lending) to individual countries.
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(line 8) is zero. This is not the case in Table 6. In both cases, the
expected net cost of carrying allocated SDRs (Tables 5 and 6, lines 6)
is higher than in Table 4, which reduces the expected gain from SDR
allocation for countries B and C and results in an expected loss for
country A (Tables 5 and 6, lines 7). This reflects the assumptions that
the expected yield on SDRs is less than the SDR interest rate, that the
SDR rate of charge must equal the SDR interest rate, and that the
expected SDR rate of charge is equal to the actual SDR rate of charge.
For the case in which the SDR is competitive, the expected loss for
country A cannot be offset by making net use of SDRs, so it necessarily
results in a permanent resource transfer from prime borrowers to those
countries regarded as posing average or relatively high risks for private
creditors.

These permanent transfers reflect the fact that prime borrowers

TABLE 5
THE SDR AS COMPETITIVE BUT NOT RISKLESS

(in percentages)

Countries

A B C

1. Risk-free interest rate 8 8 8
2. Market borrowing rate 8 10 12
3. Net cost of borrowed reserves (2 - 1) 0 2 4
4. SDR interest rate (charge) 8.5 8.5 8.5
5. Expected yield on SDR 8 8 8
6. Expected net cost of allocation (4 - 5) 0.5 0.5 0.5
7. Expected gain from allocation (3 - 6) -0.5 1.5 3.5
8. Expected gain from net use (1 - 5) 0 0 0
9. Total potential expected gain (7 + 8) -0.5 1.5 3.5

must pay more to obtain reserves through SDR allocation than by
borrowing to obtain reserve assets with the same expected yield,
because the charge on cumulative allocations, if set uniformly for all
countries and at a rate that makes the SDR competitive, includes a
risk premium the most creditworthy countries can avoid. Although
the interest rate earned on SDR holdings is the same as the rate of
charge on cumulative allocations, the rate of charge will exceed the
expected (risk-free) return on SDR holdings for all countries if the
SDR interest rate contains a risk premium, and it will also exceed the
cost that relatively low-risk countries must pay to borrow in private
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credit markets.

TABLE 6
THE SDR AS NEITHER COMPETITIVE NOR RISKLESS

(in percentages)

Countries

A B C

1. Risk-free interest rate 8 8 8
2. Market borrowing rate 8 10 12
3. Net cost of borrowed reserves (2 - 1) 0 2 4
4. SDR interest rate (charge) 4 4 4
5. Expected yield on SDR 3.5 3.5 3.5
6. Expected net cost of allocation (4 - 5) 0.5 0.5 0.5
7. Expected gain from allocation (3 - 6) -0.5 1.5 3.5
8. Expected gain from net use (1 - 5) 4.5 4.5 4.5
9. Total potential expected gain (7 + 8) 4 6 8

Note also that, when the SDR interest rate is competitive, the
permanent resource transfers resulting from allocation are not affected
by the extent to which countries make net use of their SDRs (Table 5,
lines 7-9). When the SDR interest rate is below the competitive level,
however, those countries making net use of their SDRs can increase
their expected gains (or reduce their expected losses) from the SDR
system (Table 6, lines 7-9).

Temporary Resource Transfers within the SDR System

The previous analysis has established that, whether or not it is risky to
hold SDRs, a competitive interest rate can prevent the use of SDRs
from giving rise to permanent resource transfers within the SDR
system. This conclusion notwithstanding, there remains concern that
the prolonged net use of SDRs may be contrary to the purpose for
which they were created and are allocated—that is, to meet the “long-
term global need” for reserves. This concern deserves consideration,
for it has played a central role in official deliberations regarding the
resumption of SDR allocations.

The prolonged net use of SDRs does not necessarily imply that
SDRs have been used to acquire real resources even temporarily. A
country might, for example, use SDRs to obtain other reserve assets, a
use indicating that the SDR is relatively unattractive at the margin for
satisfying the perceived reserve needs or reserve-management strategy
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of that particular country.8 This use of SDRs will change the composi-
tion but not the level of the country’s reserves.

A country might also repay debt with SDRs. Indeed, as discussed in
Section 2, the predominant use of SDRs has been to pay interest and
repay principal to the Fund. When seen in combination with an alloca-
tion, the use of allocated SDRs to service or reduce debt leaves the
member’s reserves at the pre-allocation level and does not significantly
affect the current flow of goods and services between countries.9

The extent to which SDR allocations may be used to augment
reserves, to reduce debt, or to finance purchases of goods and services
will depend on the way in which an SDR allocation affects the amounts
of reserves countries choose to hold and the way in which the size of
the allocation relates to the size of the additional reserves countries
wish to accumulate.

The optimal level of reserves for a country to hold reflects a balance
between the marginal benefit it attaches to having additional reserves
and the marginal cost of obtaining them (See Black, 1985, and Lizondo
and Mathieson, 1987, on the demand for reserves). For any given level
of reserves, an increase in the scale of a country’s international transac-
tions tends to increase the marginal benefit of adding to reserves. This
is so because an increase in the scale of international transactions
increases the amount of reserves required to meet a given percentage
decline in export earnings relative to import costs. Countries consis-
tently tend over time to increase their reserve holdings in broad pro-
portion to the scale of their international transactions.10 In addition,
the long-run relation between the level of reserve holdings and the
scale of international transactions depends importantly on the marginal
net cost of obtaining reserves, that is, on the difference between the
yield on reserve assets and the cost of obtaining them.

Countries face various costs of acquiring reserves through borrowing,

8 Survey evidence suggests that the SDR’s safety and stability tend to make it more
attractive than other reserve assets, whereas its liquidity and usability tend to make it
less attractive.

9 To the extent that repaying debt reduces debt-service payments (i.e., that the charge
on allocations is less than borrowing costs), there will be a modest effect on the flow of
goods and services between countries.

10 It may be noted, however, that cyclical or transitory factors can nevertheless lead to
significant fluctuations over time in the level of a country’s reserves relative to the scale
of its international transactions, reflecting, in some cases, the effects of sharp adjust-
ments in commodity prices and, in others, the consequences of active intervention to
influence exchange rates.
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reflecting the differences in the credit risks that lenders associate with
them. The perceived risks are so high for some countries that lending
to them is discontinued. Every country, however, has the opportunity
to increase its reserve holdings over time by taking measures to reduce
consumption or investment, or to increase production, in order to
augment its net export earnings.

If countries with access to international capital markets have careful-
ly evaluated the opportunity costs of borrowing, they will be indifferent
at the margin between acquiring reserves through borrowing and
earning reserves through balance-of-payments adjustment. The cost of
borrowing for these countries will thus measure the marginal cost of
adding to reserves in either way. For countries without access to
international capital markets, the marginal cost of acquiring reserves
will be the value of the consumption or investment that must be
forgone to increase net exports.

The fact that countries with access to international credit markets
are essentially indifferent between obtaining reserves through borrow-
ing or obtaining them through net exports suggests that all countries
collectively can simultaneously attain their optimal reserve levels even
though they cannot all add to reserves through net exports. If all
countries attempt at once to expand their reserves, the equilibrium
outcome will be one in which countries without access to credit mar-
kets acquire reserves through net exports while other countries accom-
modate these net exports and obtain additional reserves for themselves
by borrowing.

For most countries other than those able to borrow at prime rates,
the marginal cost of acquiring reserves either by borrowing or by
forgoing current absorption will exceed the rate of charge on the SDR.
The marginal cost of acquiring reserves by borrowing or through net
exports should, of course, reflect the marginal benefit of holding
reserves. The rate of charge on the SDR, however, reflects the interest
yield on prime-quality reserve assets. The difference between the cost
of borrowing and the yields on prime-quality reserve assets reflects the
risk premium that the country must pay to borrow, which must also
equal the nonpecuniary benefit that the borrowing country associates
with holding the reserves. By providing reserves at a cost less than that
at which they can be acquired through borrowing or current-account
adjustment, SDR allocation can reduce the average cost of obtaining
reserves. As long as reserve holdings substantially exceed cumulative
allocations, however, allocation on a modest scale will not significantly
affect the cost of changing a country’s reserve holdings at the margin,
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for it will not significantly alter the marginal cost of borrowing or of
current-account adjustment. Accordingly, SDR allocation on a modest
scale should not have an important effect on the level of reserves that
a country demands at any given time, or on the level it is actually
observed to hold ex post.11

To the extent that SDR allocation does not exceed the total amount
of reserves countries want to accumulate, it is properly analyzed as an
alternative to other methods of reserve accumulation.12 In these
circumstances, SDR allocation will reduce the net exports of real
resources that would otherwise be necessary to accumulate the desired
amount of reserves. For countries with access to capital markets,
allocation will also tend to reduce borrowing. This, of course, is pre-
cisely what SDR allocation is intended to do, so long as it does not
exceed the amount by which countries choose to increase their reserve
holdings over time.

By contrast, if some countries are allocated SDRs in excess of the
amount of reserves they want to accumulate, the excess will tend to be
used to reduce borrowing and/or the net export of goods and services
they would otherwise seek in order to generate reserves.13 In short,
allocations that exceed the growth in reserve demand finance net
purchases of goods and services as well as lower the cost of satisfying
the long-run demand for reserves.14 The resulting transfers of real

11 It may be noted, however, that an allocation could result in some reduction in
foreign-debt-service obligations and could also strengthen the quality of reserve holdings
by replacing borrowed reserves with owned reserves. These factors could lead to an
improvement of a country’s credit standing and hence to a reduction in the marginal cost
of borrowing, which would tend to increase the country’s demand for reserves. In
addition, to the extent SDR allocation reduces foreign borrowing, it might tend to
reduce “world” interest rates and thus to increase the country’s demand for reserves.
The text abstracts from these secondary effects.

12 This is true even if some countries make net use of their SDRs on a sustained
basis, provided the total reserve holdings they choose to accumulate exceed the SDR
allocations they receive.

13 As noted above, not all countries can reduce net exports simultaneously. If all
countries were to find themselves with excess reserves at once and were to attempt to
spend them on goods and services, the result would be a rise in either world production
or prices, as well as a shift of financial assets from official reserve holders to the private
sector. If this entailed a reduction in net exports for some countries, it would necessarily
entail an offsetting increase in net exports for others.

14 The issue of whether, and in what circumstances, an allocation finances the
acquisition of real resources is intimately linked with the issue of its impact on a
member’s balance-of-payments adjustment efforts. In considering the design of domestic
policies for achieving balance-of-payments objectives, it is useful to distinguish: (a) policy
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resources will not be permanent, however, if they are accompanied by
equivalent quid pro quos.

Although it may be important to know whether an SDR allocation
augments reserves or finances flows of real goods and services in order
to judge whether the SDR is meeting the purpose for which it is
intended, it should be noted that the scale of cumulative SDR alloca-
tions has fallen far short of the total amounts of reserves that countries
have chosen to accumulate to date.

The Nature and Implications of Risk

Two questions concerning risk were identified in the subsection on
permanent resource transfers within the SDR system. Is it risky to hold
SDRs? And, if not, can it be inferred that the resource gains SDR
allocation provides result from permanent resource transfers outside
the SDR system, given that most countries must pay risk premiums to
borrow on private capital markets?

The risks of holding SDRs can be viewed as (1) the chance that
interest receipts on SDR holdings might be delayed or ultimately
reduced by the failure of some participants to meet their obligations to
the SDR system and (2) the possibility that the usability or value of
SDRs might be impaired, including the chance that a loss will be
sustained if the SDR system is ever liquidated.

Two considerations suggest that these risks are not significant: (1)
Members of the IMF have generally placed a high value on their
relations with the Fund and have endeavored to meet their obligations
to the SDR system even in the face of extreme difficulty in meeting
other payments. They have, in practice, subordinated their market debt
to their obligations to the SDR system. (2) The Fund is required to pay
interest to each holder of SDRs, whether or not sufficient amounts of
SDRs are received in payment of charges. This requirement implies
that any risk in holding SDRs is not related in a simple way to the risk
of lending to countries that have made or are likely to make net use of
their SDRs. The chance that interest receipts on SDR holdings might

settings consistent with a viable (sustainable) balance of payments and (b) temporary
deviations from those policy settings designed to achieve an adjustment of reserve
holdings to desired levels. The amounts of SDR allocations (or cancellations) should be
chosen to encourage policy settings consistent with long-run viability and to diminish the
extent to which deviations from those policy settings are dictated by the need to adjust
reserve holdings. The success with which SDR allocations achieve these objectives
depends in part on how closely the allocations match the growth over time of the reserve
demands of various countries.
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be delayed or not paid is eliminated or substantially reduced by the
provision that the Fund must make full payment of interest when due,
even if SDRs must be created for that purpose.15

The possibility that SDRs might at times not be usable (e.g., ex-
changeable for currency) at their full official value is more complicated
to analyze. To the extent that the designation mechanism must be
relied on to ensure the SDR’s usability, the risks are that the accep-
tance obligations of countries with strong balance-of-payments and
reserve positions might not be large enough to absorb all of the SDRs
holders wish to exchange or that these countries might become unwill-
ing to honor their obligations fully. The latter risk reflects more the
behavior of creditor countries than of debtor countries.

Although these considerations suggest that the nature of any risk
within the SDR system is complex, they do not deny the fact that its
ultimate source is the prospect that net users of SDRs may not fulfill
their obligations to the system. If that prospect is regarded as signifi-
cant, one can infer from our previous analysis that the SDR system,
which pays a market rate of interest on SDR holdings, does give rise to
permanent resource transfers. Such transfers can in theory be avoided,
at least in an ex ante sense, by modifying the system to apply various
rates of charge to recipients of SDR allocations in accordance with the
various degrees of risk they pose for the SDR system, thereby financ-
ing a uniform premium to the SDR rate of interest paid on all hold-
ings. In practice, however, it would be difficult to assess the degrees of
risk posed by various countries and to reassess these risks continuously
over time. In any event, the Fund’s Articles do not permit such a
modification of the system.

If the risk in holding SDRs is not significant, and to the extent that
the SDR rate of interest is broadly competitive with interest rates on
other reserve assets, our analysis suggests that the allocation and use of
SDRs does not generate significant permanent resource transfers
within the SDR system. Our analysis also emphasizes, however, that
the allocation of SDRs can provide significant resource gains for those
countries that must pay high risk premiums to borrow in private capital
markets. This fact raises another issue.

Even if resource gains from allocations do not represent transfers

15 As of December 31, 1989, unpaid charges on cumulative SDR allocations amounted
to SDR 44 million (compared with cumulative allocations amounting to SDR 21.4
billion). The payment of this amount of interest to SDR holders was accomplished,
therefore, by creating 44 million SDRs.
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from other countries within the SDR system, it is important to under-
stand the extent to which they (1) represent a savings to the global
economy as a whole, (2) may be offset by higher costs of borrowing
outside the SDR system, or (3) may give rise to permanent resource
transfers outside the SDR system.16

Permanent Resource Transfers outside the SDR System

The starting point for developing such an understanding is to recognize
that resource gains arise from SDR allocation because borrowing costs
in private credit markets include interest premiums or other charges to
compensate lenders for credit risk, whereas no explicit risk premium is
built into the charge on cumulative SDR allocations under the current
method of setting the SDR interest rate. Our analysis depends, there-
fore, on the extent to which the total risk in private international credit
markets is simply redistributed, and the extent to which it is dimin-
ished, when SDR allocation reduces the amounts that countries borrow
to accumulate reserves.

As noted earlier, SDR allocation tends to redistribute the risks in
international credit markets insofar as countries subordinate their
market debt to their obligations to the SDR system. Consequently, if
an allocation of SDRs leads to a reduction in market borrowing without
increasing the willingness or ability of countries to service their total
debt, risk premiums on the reduced volume of market debt will tend to
rise commensurately.17 If private credit markets price risk appropri-
ately, there will be no permanent resource transfers (in an ex ante
sense) outside the SDR system. Any resource gains associated with the
SDR allocations received by a specific country will be partly or com-
pletely offset by increases in the risk premiums that country must pay
to borrow in international capital markets, or by reductions in its access
to those markets. The offset will be less than complete, and the coun-
try will receive a net benefit from SDR allocation only to the extent
that the SDR allocation reduces the total risk in the system.

It is beyond the scope of this essay to analyze how much and

16 “Permanent resource transfers” refer to gains by some at the expense of others.
Resource gains need not represent transfers in a positive sum game.

17 If, on the other hand, SDR allocation results in higher levels of reserves, so that
market borrowing is not reduced, risk premiums on the unchanged value of the market
debt will not need to rise. As argued earlier, however, allocation will not generally
increase reserve holdings over the level at which they would have been without alloca-
tion.
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through what channels SDR allocation may reduce the total risk in the
global economic system or may otherwise provide real resource savings
for countries collectively. That analysis will need to focus on the extent
to which the SDR system can provide gains from reserve pooling that
private capital markets cannot achieve and the extent to which reserve
assets obtained through allocation are more secure than those financed
by borrowing that must be periodically rolled over. In addition, such an
analysis should consider the potential for real resource savings that
might result from improvements in the functioning of the international
monetary system. An increased proportion of owned reserves to bor-
rowed reserves and the avoidance of excessive balance-of-payments
adjustment for purposes of accumulating reserves could help to stabi-
lize the flow of international payments and trade and could potentially
save substantial real resources through higher average levels of employ-
ment and economic activity, as well as through improved resource
allocation.

4 Concluding Remarks

Many countries have maintained holdings of SDRs at levels consider-
ably lower than their cumulative allocations. Such prolonged net use of
SDRs raises the question of whether the SDR system has generated
permanent resource transfers. This essay has presented an analytic
framework for evaluating the resource transfers that take place within
the SDR system and has distinguished between permanent resource
transfers that may result from the prolonged net use of SDRs and
those that may arise from the allocation of SDRs.

The implications of an exchange of one type of resource for another
depend on whether the present discounted values of the two types are
equal. Permanent resource transfers are defined as occurring when
exchanges do not involve equivalent quid pro quos. Typically, the
occurrence of permanent resource transfers is associated with grants or
loans at concessional interest rates.

We have argued that the net use of SDRs does not involve perma-
nent resource transfers unless the SDR interest rate is uncompetitive
with yields on other reserve assets, that is, unless the SDR interest rate
differs from yields on other reserve assets by amounts that do not
compensate for differences in the characteristics of the assets. More-
over, insofar as the SDR interest rate is competitive, the allocation of
SDRs gives rise to permanent resource transfers only if holding SDRs
is perceived as risky. In that case, the SDR interest rate and rate of

24



charge will include a risk premium and will therefore exceed the cost
at which prime borrowers can obtain reserves on private credit mar-
kets.

These conclusions must be reconciled with the fact that, for many
countries, SDR allocation provides resources at terms more favorable
than the costs of borrowing or earning reserves. But, insofar as the
SDR interest rate is competitive and holding SDRs is not risky, the
resource gain or savings for a country from its own individual allocation
of SDRs does not impose losses on other countries. Instead, it repre-
sents either a welfare gain for the international economy as a whole or
a resource savings offset by losses arising from changes in the terms
under which the country can obtain funds outside the SDR system.
The extent to which the SDR system can provide welfare gains for the
international economy as a whole requires further analysis.
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