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This book is a study of changes in the law that have come about as a direct result of the disappearance of the system of fixed exchange rates for currencies established by the original Articles of Agreement of the International Monetary Fund, the present freedom of member countries under the Articles to choose their exchange arrangements, and the freedom of these countries to allow the exchange rates for their currencies to fluctuate. Legal consequences of fluctuation determine the scope of the study and not the international law that permits fluctuation. A detailed account of the law that has validated fluctuation appears in the author’s Exchange Rates in International Law and Organization, which was published in 1988 by the Section of International Law and Practice of the American Bar Association. Some treatment of that body of law, however, cannot be avoided for the purposes of the present study. A brief account of some aspects of the international legal environment in which exchange rates fluctuate will be found in Chapter 1 of this book. For the same reason, some features of the European Monetary System, as a regional effort to restrain fluctuation, are examined in Chapter 2. Basic texts and other expository material are appended to these two chapters.
The changes in the law discussed in this study had occurred by the fall of 1990, but no claim is made to comprehensiveness. The topics chosen for discussion seemed to deserve attention because of their importance. Developments in the law that had occurred before the breakdown of the par value system are not examined unless they are directly related to the topics discussed in this volume.
In the first half of the study, the major emphasis is on public international law, including the practice of a number of international organizations. Much attention is given to the use of the SDR and the ECU as units of account for various purposes in the hope that as composite units of account they will fluctuate less in exchange value than single currencies. No unit of account, however, can eliminate the manifold legal problems that arise in international and national law as consequences of the fluctuation of the exchange rates of currencies.
The second half of the study concentrates more on problems of national law. A leading problem in this field is the expression of judicial decisions or arbitral awards in a currency foreign to the forum or in a composite unit of account. This problem is discussed mainly in relation to English and American law, because sterling and the U.S. dollar have been hegemonic currencies in the twentieth century and this role has left a deep impress not only on English and American law but on the law of other countries as well. The fluctuation of exchange rates has brought about revolutionary departures from former law in England, and the process seems likely to be repeated in the United States.
Notwithstanding the emphasis on the law of these two countries for the reason that has been cited, comparisons are made with the law of various other countries to illustrate the existence of different solutions or additional problems.
The distinction between the content of the first and second parts of this study as outlined above is not a rigid one. On the contrary, whenever it seems profitable, a comparison is made between the solutions of international and national law.
A final chapter surveys most of the consequences of the legal problems discussed in the preceding chapters. In addition, an effort is made to deduce some of the general ideas that underlie the problems and the solutions that have been considered in this study.
Something should be said about two problems of terminology. It is common practice in judicial and academic language to speak of the “conversion” of currencies to mean sometimes the exchange of currencies and sometimes calculation of the value of one currency in relation to another when an exchange is not involved. I have confined “conversion” to the exchange of currencies and referred to “translation” when there is calculation but not exchange.1
A more troublesome problem of terminology is the usage of “currency” and “money.” The words can be distinguished so that “currency” refers to a national unit in which national means of payment, namely “money,” are denominated. The National Conference of Commissioners on Uniform State Laws of the United States of America has recommended for adoption by States of the Union a Uniform Foreign-Money Claims Act. The word “money” is used throughout the proposed text of the Act. In a long list of definitions, the recommended Uniform Act defines “money”2 but not “currency.” Although “money” is appropriate in most contexts on the basis of the distinction drawn above between “currency” and “money,” there is reason to believe that the Commissioners have not observed this distinction to the fullest extent.3
I too have not observed the distinction. I have preferred in most contexts to refer to “currency,” even when I discuss provisions of the proposed Uniform Foreign-Money Claims Act that mention “money.” One reason for my preference is that usually in this study “currency” would be more appropriate if the distinction were being observed. A pedantic adherence to the distinction, however, might create confusion and stimulate unnecessary doubt and dispute. Furthermore, the Articles of Agreement of the International Monetary Fund refer throughout to “currency” and nowhere mention “money,” even though the word “monetary”4 appears in the name of the organization and elsewhere in the treaty.5
I acknowledge with gratitude the invaluable help of Patricio Aranda-Coddou, Tobias M.C. Asser, John F. Chown, Lester J. Dally, John Dewhurst, Werner F. Ebke, Juan Javier Negri, Stephen A. Silard, Peter Stern, Amokrane Touami, and Reinhard Welter, who have provided material or answered questions related to this work, but they have no responsibility for any shortcomings in the use I have made of the material or answers. Tobias M.C. Asser, Lester J. Dally, and Philine R. Lachman have been kind enough to read a draft of this book and have commented in detail on it. I have profited from their comments, and the study is undoubtedly better than it would have been without their generous efforts, but again they are not accountable for the outcome.
Rose Bedrossian and Stella Ymar have typed and organized a succession of hand-written drafts, and have converted them into a text that Esha Ray, a paragon among editors, could scrutinize. I acknowledge all three as indispensable partners, to whom I express my thanks not only for their skills but also for their fortitude and cheerfulness.
Finally, as the former General Counsel and Director of the Legal Department, and at present Senior Consultant, of the International Monetary Fund, it is necessary to clarify that the opinions expressed in this book are those of the author and not those of any organizations or other persons in the absence of an express attribution of the opinions to them.
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Articles, the | The Articles of Agreement of the International Monetary Fund, negotiated at the Bretton Woods Conference July 1944, and effective December 27, 1945. |
Bank, the | International Bank for Reconstruction and Development (World Bank) |
BIS | Bank for International Settlements |
British Columbia Report | Report on Foreign Money Liabilities of Law Reform Commission of British Columbia (LRC 65, 1983) |
CAFs | Currency adjustment factors |
CFTC | Commodity Futures Trading Commission of the United States |
CME | Chicago Mercantile Exchange |
Delors Committee Report | Committee for the Study of Economic and Monetary Union, Report on economic and monetary union in the European Community (1989) |
EBRD | European Bank for Reconstruction and Development |
EC | European Community |
ECU | European currency unit |
ECU Newsletter | Published by the Istituto Bancario San Paolo di Torino |
EIB | European Investment Bank |
EMCF | European Monetary Cooperation Fund |
EMS | European Monetary System |
English Law Commission’s Report | English Law Commission’s Report on Foreign Money Liabilities and Private International Law (Cmnd. 9064, October 1983) |
ERM | Exchange rate mechanism or exchange rate and intervention arrangements of the EMS |
EUA | European unit of account |
First Amendment | Amendment of the IMF’s Articles that took effect on July 28, 1969 |
GATT | General Agreement on Tariffs and Trade |
ICC | International Chamber of Commerce |
IDA | International Development Association |
IMF | International Monetary Fund |
International Monetary Reform | Documents of the Committee on Reform of the International Monetary System and Related Issues (Committee of Twenty) (Washington: International Monetary Fund, 1974) |
Member (of the IMF) | A country that has accepted membership in the IMF and has undertaken thereby to perform the obligations imposed by the Articles and enjoy the benefits of having done so |
MIGA | Multilateral Investment Guarantee Agency |
Miliangos | Decision of the English House of Lords in Miliangos v. George Frank (Textiles) Ltd. [1976] A.C. 443 |
OCC | Options Clearing Corporation |
OECD | Organization for Economic Cooperation and Development |
Original Articles | The Articles of the IMF in the form that became effective on December 27, 1945 and preceded the two Amendments |
Outline of Reform | Document presented to the IMF’s Board of Governors by its Committee on Reform of the International Monetary System and Related Issues (Committee of Twenty) on June 14, 1974 |
Phlx | Philadelphia Stock Exchange |
Report on Second Amendment | Proposed Second Amendment to the Articles of Agreement: A Report by the Executive Directors to the Board of Governors (Washington: International Monetary Fund, March 1976) |
Restatement | See Third Restatement |
SDR | Special drawing right |
SEC | Securities and Exchange Commission of the United States |
Second Amendment | Amendment of the IMF’s Articles that took effect on April 1, 1978 |
Selected Decisions | International Monetary Fund, Selected Decisions of the International Monetary Fund and Selected Documents, Eighth Issue, May 10, 1976, and Fifteenth Issue, April 30, 1990 (Washington) |
Third Restatement | American Law Institute’s Third Restatement of the Foreign Relations Law of the United States (1987) |
UCC | Uniform Commercial Code of the United States |
Uniform Foreign-Money Claims Act | Uniform Foreign-Money Claims Act drafted by National Conference of Commissioners on Uniform State Laws and approved and recommended for enactment in all States of the United States at the Annual Conference July 28–August 4, 1989 |
UNCITRAL | United Nations Commission on International Trade Law |
UPU | Universal Postal Union |
World Bank | International Bank for Reconstruction and Development |
The Articles of Agreement (Articles) of the International Monetary Fund (IMF) and the practices of the IMF under that treaty are the principal sources of public international law on the exchange rates of the currencies of member states (members) of the IMF. By the end of September 1990, there were 154 members, among which a great variety of political and economic systems were represented. The most notable nonmembers were the Union of Soviet Socialist Republics and Switzerland, but the latter country and a number of other countries have applied for membership.
The Articles became effective, and the IMF came into existence, on December 27, 1945. The First Amendment took effect on July 28, 1969. Its main purpose was to provide for the creation of a new monetary reserve asset, the special drawing right (SDR), to supplement the monetary reserve assets of members if the IMF finds that a long-term global need for supplementation exists.1 The Second Amendment came into force on April 1, 1978. It was a thorough revision of the Articles to adapt them to a world in which the par value system of the original Articles had broken down and could not be restored, at least in the circumstances that were likely to prevail for the indefinite future, and also to bring the treaty up to date in the light of experience. A Third Amendment has been proposed that will increase the sanctions available to the IMF for breaches of obligation by members.
The par value system was the outstanding feature of the original Articles. It was unprecedented as a system for regulating the exchange rates of currencies under a multilateral treaty administered by an international organization. The treaty was designed to give legal form to two basic principles on which international agreement had been reached: exchange rates were properly matters of international concern, and exchange rates should be stable although not rigid. To give expression to these principles, one of the purposes of the IMF was formulated as follows:
To promote exchange stability, to maintain orderly exchange arrangements among members, and to avoid competitive exchange depreciation.2
A corresponding obligation was imposed on members in the following form:
Each member undertakes to collaborate with the Fund to promote exchange stability, to maintain orderly exchange arrangements with other members, and to avoid competitive exchange alterations.3
It will be seen that a new concept has been substituted for “exchange stability” by the Second Amendment, as a consequence of which the obligation of members quoted above no longer appears in that form in the Articles. It may seem odd though that the purpose of the IMF quoted earlier in the preceding paragraph has not been modified. The explanation is the desire of members to avoid the controversy that would be provoked by proposals to amend any of the purposes of the IMF. Some members might suspect that the role of the IMF would be changed too radically, or at least changed in ways that could not be foreseen, if the original purposes were amended. In the result, changes, except for a few of a purely presentational character, have not been made in the purposes. Members have regarded the language as tolerable notwithstanding the changes in the rest of the Articles. But this attitude should not create the impression that the changes in the Articles made by the First and Second Amendments have been less than fundamental. Indeed, it may be that normally members will consider that only fundamental changes justify the arduous task of negotiating amendments and getting them accepted by governments in accordance with whatever constitutional processes must be followed.
The par value system of the original Articles provided for only one form of exchange arrangement. Each member had to propose a par value for its currency in terms of gold or the United States dollar of the weight and fineness in effect on July 1, 1944. A relationship to the U.S. dollar of that date was permissible as an indirect way of defining the par value in terms of gold, because the par value of the U.S. dollar of July 1, 1944 was itself expressed in terms of gold. The indirect expression was authorized because under the laws of some countries the external value of the national currency was defined in relation to the U.S. dollar.
The initial par value of a currency under the original Articles had to be based on rates of exchange prevailing on the sixtieth day before the Articles entered into force, so as to avoid any manipulation of the exchange rates in order to establish an unfairly competitive par value. Either a member or the IMF could inform the other that a par value for the member’s currency based on the rates prevailing at the specified date was open to question, and then the two had to try to agree on a suitable par value within a limited period.4
Stability without rigidity required that par values should be adjustable, although not for insubstantial reasons. The Articles provided, therefore, that a member, but only a member and not the IMF, could propose at any time a change in the existing par value of the member’s currency. A member was not to propose a change unless the proposal was made to correct a fundamental disequilibrium. This basic criterion was not defined by the Articles and was not explicated by the IMF for almost a quarter of a century, and even then not with authoritative legal effect, which gave the IMF much flexibility in reacting to members’ proposals. The member was required to consult the IMF on a proposed change, and was not to put the proposed new value into operation without such consultation.
The IMF had to respond to a proposal either by concurring in or objecting to it, but the IMF was bound to concur if it was satisfied that the proposed change was necessary to correct a fundamental disequilibrium. This language was understood to mean that the proposed change must be neither insufficient nor more than enough to correct the fundamental disequilibrium. If the proposed change was insufficient, the consequence was likely to be a further change or changes, which would conduce to exchange instability. A change that was more than sufficient to correct a fundamental disequilibrium was objectionable because it would constitute a competitive alteration, against which the Articles were strongly opposed, as is apparent from the provisions of the original Articles that have been quoted earlier in this discussion. Finally, the Articles forbade a member from putting a proposed change in par value into effect without the concurrence of the IMF.5
An objective of the original Articles, therefore, was to preclude changes in par values that would undermine stability either because the changes were likely to be frequent or because they were unfair and therefore likely to provoke compensating changes by other members.
To prevent the instability of exchange rates, it was necessary to do more than regulate initial par values and changes in par values. Exchange rates might fluctuate unacceptably unless the regulation of them was related to parities. A parity between any two currencies was the ratio between them derived from the par value of each in terms of gold as the common denominator of the par value system. Each member was obliged to ensure that exchange rates in spot exchange transactions involving its currency and taking place within its territories were not more than 1 percent of the parity above or below the parity with the currency for which the member’s currency was exchanged. In other exchange transactions (such as forward exchange transactions or transactions in coins and notes), the permissible margins were to be no more in excess of the margins for spot exchange transactions than the IMF considered reasonable.6 The idea was that the par value should not be undermined by a member’s direction that what would otherwise be spot exchange transactions were to be carried out in some other way at rates unrelated to the spot rate.
To ensure that the margins were respected, each member had to adopt “appropriate measures.”7 They were not specified, but they had to be consistent with the Articles. The most obvious appropriate measure was intervention by a member’s monetary authorities in its exchange market by buying or selling the member’s currency in exchange for a foreign currency or foreign currencies at or within the limits of the margins. Most often, a member’s intervention currency was the U.S. dollar, but some members intervened with currencies, like sterling or the French franc, that were convertible into the U.S. dollar.
The original Articles did mention one practice that would be “deemed” to be an appropriate measure for performance of the obligation to employ appropriate measures. The practice was described as one according to which a member “whose monetary authorities, for the settlement of international transactions, in fact freely buy and sell gold.” An undertaking by a member to engage in the practice was voluntary on the member’s part. To comply with the practice, a member needed to buy and sell gold only with the monetary authorities of other members, when approached by them for this purpose. The currency for which gold was bought and sold was the currency of the member that undertook to follow the practice, and the price of the gold had to respect the narrow limits prescribed by the IMF above and below the official (namely, the par value) price of gold in the member’s currency.8
The theory of the provision was that a member engaging in the practice was maintaining the value of its currency in a proper relationship to gold as the common denominator of the par value system. Furthermore, the member was enabling other members that intervened with the member’s currency to perform their exchange rate obligations. If a member intervened in the exchange market because its currency was appreciating, the monetary authorities might obtain more of the intervention currency than they wished to hold in their monetary reserves. They could exchange the excess for gold in transactions with the member that had undertaken to follow the practice as its appropriate measure. If a member needed its intervention currency for the purpose of intervention because its currency was depreciating, the member could obtain it by selling gold to the member that had given the undertaking.
As noted above, the prices in both purchases and sales by the member following the practice of engaging in gold transactions were closely tied to the official price of gold for the member’s currency. Therefore, another member could intervene in the exchange market to purchase the currency as its intervention currency at exchange rates consistent with the margins for exchange transactions, safe in the knowledge that the member could sell the currency for gold at a price approximately equivalent to the exchange rate. Similarly, a member that sold gold to the member undertaking the practice on gold transactions knew that the currency obtained in this way could be used in intervention at exchange rates approximately equivalent to the price the member had received in selling its gold.
The theory of this arrangement was that the exchange rates between the intervention currency and other currencies would be in accord with the Articles. The members issuing these other currencies would observe the proper margins for exchange rates in their intervention activities. In this way, the exchange rates for the intervention currency, as well as the exchange rates for the currencies of intervening members, would be consistent with the Articles. Similarly, in exchange transactions between currencies supported by use of the same intervention currency the exchange rates would be compatible with the obligations of members under the Articles.9
The arrangement described above was deemed to be fair even though the member that issued the intervention currency was released from any need to intervene directly in the exchange market. Indeed, it was desirable that the member should not intervene in the market, because if it did its intervention policies might be inconsistent with the policies of members using the currency for intervention. The result might be instability. Nevertheless, the arrangement was defended as fair because both the member that issued the intervention currency and the members that intervened with the currency used their monetary reserves for the purpose of maintaining stable exchange rates in accordance with the Articles. The intervening members used the intervention currency they held in their reserves and if necessary sold gold to obtain it. The member that issued the intervention currency used the gold it held in its reserves if another member presented, for purchase with gold, balances of the currency obtained in intervention.
The member that had proposed this arrangement for inclusion in the original Articles was the United States. It wished to go on following the practice of not intervening in the exchange market but of standing ready on request by other monetary authorities to redeem their balances of U.S. dollars with gold. If exchange rates for its currency in its market crossed the limits of permissible margins, the United States could not be held accountable, because in principle it was undertaking to maintain the value of its currency in relation to gold by being ready to engage in gold transactions for its currency with other members. If exchange rates between the dollar and another member’s currency were not consistent with the permissible margins, responsibility had to be attributed not to the United States but to the other member. That member was not engaging in gold transactions with the United States, or not in sufficient volume, to enable the member to prevent transgression of the margins. If a member failed to ensure that the margins for exchange transactions involving its currency were observed—that is to say, did not maintain the proper fixed rates and allowed its currency to float—that member, and not the United States, had to be regarded as violating its obligations under the Articles.
As had been widely expected, the United States was the only member that undertook the practice of freely buying and selling gold for its currency with the monetary authorities of other members for the settlement of international transactions. This undertaking became the de facto primary norm of the par value system. Confidence in the stable gold value of the dollar and in the strength of the U.S. economy induced other members to seek a suitable relationship to the U.S. dollar as the guiding principle for their external monetary policies and as the way to maintain the stability of their domestic economies.
For many years, the stability of exchange rates, at least for most currencies, including the currencies of the major industrialized countries, was assured. Eventually, however, stability became rigidity. The strains on the par value system and the persistent disequilibrium in the balance of payments of the United States led that country to give notice on August 15, 1971 that its undertaking to engage in gold transactions with the monetary authorities of other members of the IMF was terminated. The United States did not adopt other “appropriate measures” to ensure that exchange rates between the dollar and other currencies would respect the permitted margins above and below parities.
A period of confusion and disorder followed. An attempt was made to institute fixed exchange rates once again, although not without de facto modifications of the original par value system to take account of the practices that were being followed, most of which were not in accordance with the provisions of the Articles. This effort failed, and negotiations were then conducted to amend the Articles. At first, the objective of the negotiations was agreement on a more flexible par value system, often described as a regime of stable but adjustable par values. When it became clear that economic conditions would prevent the immediate introduction of such a system, or the assured establishment of it after an interim period, agreement was reached on the radically different provisions of the Second Amendment. These provisions can be deemed to be the most important consequence in international law of the fluctuation of exchange rates that followed the U.S. action of August 15, 1971 and the abandonment in 1973 of the attempt to substitute a de facto regime of fixed rates.
The United States was the leading advocate of the exchange rate provisions of the Second Amendment, and the leading opponent of any language that might imply a commitment to the restoration of a par value system in some form at a future date. Such a system would require the United States and other members to contemplate arrangements for the official settlement of balances of their currencies held by the monetary authorities of other members. The United States, having shed this responsibility, was unwilling to accept once again any legal or moral commitment of this character.
Nevertheless, the Second Amendment does contain, in Schedule C, provisions on a par value system that would be more flexible than the system of the original Articles. Furthermore, the conditions that would have to be satisfied before the par value system of Schedule C could be called into operation include “arrangements for intervention and the treatment of imbalances.” The latter clause is a soft reference to settlement. The full conditions that must be satisfied appear in Article IV, Section 4 of the present Articles. This provision, as well as the full provisions of Article IV, which is entitled “Obligations Regarding Exchange Arrangements,” are reproduced in this chapter as Appendix A. It should be noted that the IMF can determine that the conditions are satisfied for calling the par value system of Schedule C into operation only if a decision to that effect is supported by 85 percent of the total voting power of the membership of the IMF. The United States is the only member with sufficient voting power of its own to prevent the IMF from taking the decision, which the United States can do either by casting a negative vote or by abstaining from a vote.
In contrast to the original Articles, which authorized members to install and maintain only one kind of exchange arrangement, a par value in terms of gold as the common denominator, the present Articles permit members to choose whatever exchange arrangement they prefer, subject to one exception, and to change the choice at any time. The arrangement that a member may not adopt is maintenance of an external value for its currency in relation to gold. The exception is one manifestation, of which there are many in the Articles, of the determination of members to reduce the role of gold in the international monetary system.
The Articles mention four specific categories of exchange arrangements that members may select.10 The first two are maintenance by a member of an external value for its currency in terms of the SDR or in terms of another denominator of the member’s choice. An arrangement that falls into the latter category is pegging a currency to another member’s currency. The third and fourth specified categories consist of cooperative arrangements by which members maintain the external value of their currencies in relation to the value of either the currency of another member or the currencies of other members. The arrangements between France and certain members of the French franc zone and the European Monetary System (EMS) are examples of arrangements that fall into the third and fourth categories, respectively.
The Articles then go on to refer to a portmanteau concept: “other exchange arrangements of a member’s choice.” If the word “other” had been deleted, it would have been redundant to mention any of the four specific categories. They have been mentioned primarily to put beyond doubt, which could scarcely have been raised, that European members could continue to adhere to the European narrow margins arrangement (the “snake”).11 It was replaced later by the EMS.
For the choice of an exchange arrangement, a member does not need the prior or subsequent concurrence of the IMF. Whatever the choice may be, a member must observe the obligations set forth in Article IV, Section 1. The fundamental obligation of a member under Article IV, Section 1 is to collaborate with the IMF and with other members to ensure the existence of orderly exchange arrangements and to promote a stable system of exchange rates. The IMF would be able to decide that a member was failing to fulfill any of its obligations under Article IV, Section 1 and then apply such measures against the member as are available for the violation of obligations imposed on members by the Articles.12
The text that sets forth this obligation is followed, as can be seen from Appendix A, by the words “In particular” before certain obligations that are then specified. These words create an ambiguity, because though the four particular obligations that are listed spell out the obligation of collaboration in some detail, it is not clear whether they exhaust that obligation or whether it remains a reservoir from which more can be drawn. The latter of these alternative interpretations is preferable.
The four specific obligations include two that have a direct effect on exchange rates and two that relate to the domestic policies of members that have an indirect effect. Therefore, the latter two obligations mentioned here are expressed in “soft” language, because of the delicacy of an international obligation that affects the freedom of members to choose their domestic policies. No such delicacy is observed with respect to the first two obligations, because exchange rates have a direct impact on international relations and they are, therefore, at the heart of the IMF’s regulatory authority as an international monetary organization. These two obligations are formulated in mandatory and not hortatory language.
Of the two firmer obligations, the one that is more specific, and was conceived to be the most fundamental of the new provisions on exchange rates, provides that each member shall
(iii) avoid manipulating exchange rates or the international monetary system in order to prevent effective balance of payments adjustment or to gain an unfair competitive advantage over other members.
The provision recognizes two forms of manipulation: of exchange rates and of the international monetary system. In addition, two separate objectives of manipulation are recognized: preventing adjustment of the balance of payments and gaining an unfair competitive advantage. Two forms of manipulation are recognized because it was thought to be unlikely that smaller countries would be powerful enough to manipulate the international monetary system, but they would not need to have such power to manipulate the exchange rates for their currencies in order to impose unfair disadvantage on other countries. But both forms of manipulation are prohibited for all members, whether powerful or not, and whether they are motivated by one or the other of the two objectives.
As this monograph deals with some legal consequences of fluctuating exchange rates, it is important to emphasize a critical difference between the present and the earlier Articles. Before the Second Amendment, the Articles referred to “exchange stability.”13 This expression was considered unsatisfactory when the Second Amendment was being negotiated because exchange rates had become too rigid in the later years of the par value system, and this resistance to change had impeded the adjustment of balances of payments and the achievement of sustainable equilibrium. The expression “a stable system of exchange rates”14 was substituted for the earlier expression, except in the statement of purposes in Article I for the reason already explained.
The aim of the present Articles is not the persistence of exchange rates at approximately the same level for a currency, which became a characteristic of the par value system in operation. Even in concept, the par value system, with its emphasis on fundamental disequilibrium as the criterion for changes in par values, assumed that changes would be desirable and justifiable only when other policies and measures consistent with the Articles would fail to eliminate maladjustment in the balance of payments and fail to promote the other purposes of the IMF. The drafters of the Second Amendment were fearful of the immobility of exchange rates. They chose instead to refer to the stability of a “system” of exchange rates as the desirable objective.
The rationale of the new approach is evident from other aspects of Article IV, Section 1.15 The thought expressed in the provision is that orderly underlying conditions are necessary for attaining and preserving financial and economic stability. Therefore, members should pursue the policies, which are mainly domestic, that will bring about the orderly underlying conditions necessary for financial and economic stability. It was assumed that in an environment of such stability, the exchange rates of all currencies will be what they should be, and they in their turn will contribute to the maintenance of orderly underlying conditions. Exchange rates will constitute “a stable system” of rates in this sense.
A stable system of exchange rates does not preclude the fluctuation of exchange rates. If orderly underlying conditions change, exchange rates should be allowed to reflect the change. If underlying conditions are disorderly, the consequences are likely to be erratic fluctuations of exchange rates in disorderly exchange markets. The observed tendency of exchange rates to change, even in the right direction, is to move too far.
Table 1 in Appendix B to this chapter sets forth the categories of exchange arrangements that were in force on June 30, 1990 as a result of the choices made by members. There was nothing extraordinary about the situation on that date. The categories were not ordained by the Articles, so that new categories can emerge at any time without legal impediment. Furthermore, a member is able, without legal restraint, to change its choice at any time, so that the member’s exchange arrangement then falls into another category. A member is similarly free to adapt its exchange arrangement within the same category.
Table 1. Exchange Arrangements as of June 30, 19901
1 Current information relating to Democratic Kampuchea is unavailable.
2 In all cases listed in this column, the U.S. dollar was the currency against which exchange rates showed limited flexibility.
3 This category consists of countries participating in the exchange rate mechanism of the European Monetary System. In each case, the exchange rate is maintained within a margin of 2.25 percent around the bilateral central rates against other participating currencies, with the exception of Spain in which case the exchange rate is maintained within a margin of 6 percent.
4 Member maintains exchange arrangements involving more than one exchange market. The arrangement shown is that maintained in the major market.
5 Exchange rates are determined on the basis of a fixed relationship to the SDR, within margins of up to ± 7.25 percent. However, because of the maintenance of a relatively stable relationship with the U.S. dollar, these margins are not always observed.
6 The exchange rate is maintained within margins of ± 7.5 percent.
7 The exchange rate is maintained within margins of ± 3 percent.
8 The exchange rate is maintained within margins of ± 2.25 percent.
9 The exchange rate is maintained within margins of ± 5 percent.
10 The exchange rate is maintained within margins of ± 5 percent on either side of a weighted composite of the currencies of the main trading partners.
11 Member maintains a fixed relationship of Din 7 = DM 1.
12 The exchange rate is maintained within margins of ± 1.5 percent.
Table 1 includes ten categories of exchange arrangements, with numerous variations within most categories, not all of which are mentioned in the footnotes. In three categories, members pegged their currencies to a single currency: U.S. dollar, French franc, Indian rupee, Australian dollar, or South African rand. By far the largest group of countries that pegged their currencies to a single currency chose the U.S. dollar for this purpose. In two categories, currencies were pegged to the SDR or to another composite of currencies. In two further categories, the peg was to a single currency or to a group of currencies, but the peg was accompanied by limited flexibility that allowed exchange rates to fluctuate to some extent in relation to the currency or currencies of the peg. The category of limited flexibility in relation to a group of currencies carries the subtitle “Cooperative arrangements.” The countries that chose this kind of arrangement were the partners in the EMS. Finally, three categories were gathered together under a single heading, because the currencies were subject to more flexible exchange arrangements. These categories carry the subtitles “Adjusted according to a set of indicators,” “Other managed floating,” and “Independently floating.”
Two features of the tabulation deserve special notice. First, the currencies of the leading industrialized members were either floating independently16 or linked to each other in the cooperative arrangement of the EMS and floating jointly against all other currencies. Second, most developing countries had pegged or managed exchange rates, and relatively few allowed their currencies to float freely. The exchange rates of numerous currencies were fixed in relation to another currency or to a composite of currencies. The results of pegging are that if currencies A and B are pegged to currency C, the exchange rates between currencies A and C, B and C, and A and B will fluctuate only within the narrow margins that are typical of fixed exchange rates in uncontrolled exchange markets. But the exchange rates between currency A or currency B and currencies not pegged to currency C will float jointly with currency C against all such other currencies.
The countries that peg their currencies to a single currency—most often the U.S. dollar or the French franc—adjust the parity from time to time, although not often, by ad hoc decisions of the authorities. The ratios are not one-to-one and are changed from time to time because of differences in the rates of inflation. The exchange rates of other currencies pegged to a single currency are adapted from time to time in response to movements in selected indicators, but the adaptations are more or less automatic and not altogether the result of ad hoc decisions. Some currencies are pegged to a composite of currencies, often constructed according to some average of the currencies of major trading partners. A few countries have adopted a peg to the SDR, but some observe the peg only loosely so as to allow the exchange rate to move with the U.S. dollar to some extent. Some countries exercise maximum freedom to determine the exchange rate by avoiding a peg or a formal use of indicators. The authorities manage the exchange rate according to their judgment. Both forms of exchange arrangement can be called floating, the one managed floating and the other independent floating.
A conclusion to be drawn from this analysis is that as long as there are different exchange arrangements, a currency can be fixed in relation to some currencies and floating in relation to others. The tabulation of exchange arrangements must not obscure this fact by suggesting that allocation of a member’s exchange arrangement to one category reflects the relationship of the member’s currency to all other currencies. Take the obvious example of classifying the U.S. dollar as independently floating. The United States is entitled, if it wishes, to choose an exchange arrangement not involving a peg to another currency or currencies, but other members are equally free, if they wish, to peg their currencies to the U.S. dollar. If all other members were to do so, the result would be that, without the exercise of choice by the United States, the exchange rates between the dollar and all other currencies would be fixed. Therefore, to understand the exchange relationship between any two currencies, at least two categories in the tabulation must be considered.17 To put the matter in another way, it is necessary to take account of the exchange arrangements of both members whose currencies are involved in an exchange transaction, and sometimes the exchange arrangements of other members as well.
Frequently, the exchange arrangements of all members are said to constitute a floating system or some equivalent expression. Language such as this is misleading because of the substantial pegging of exchange rates. For this reason, and because it is undeniable that legally each member can choose its exchange arrangement, I have preferred to describe the present regime as the discretionary system of exchange arrangements. It will be referred to in that way or simply as the discretionary system.
The dangers of a discretionary system were apparent to the negotiators of the Second Amendment, particularly because a high degree of deregulation was to be substituted for the close control of exchange rates that the IMF was required to exercise under the legal provisions of the par value system. Various safeguards have been included in the amended Articles, therefore, to reduce the risk that chaos in exchange rates would develop in the permissive system now in existence.
Foremost among the safeguards is the requirement that the IMF must oversee the international monetary system to ensure that it will operate effectively. In addition, the IMF must oversee the conduct of members in order to determine whether they are complying with their obligations under Article IV, Section 1. To fulfill these functions, the IMF must perform two tasks under Article IV, Section 3. First, it must exercise “firm surveillance” over the exchange rate policies of members. Second, the IMF must adopt “specific principles” for the guidance of all members with respect to their exchange rate policies. To enable the IMF to perform these tasks, each member must provide the IMF with the information necessary for surveillance, and must consult with the IMF on the member’s exchange rate policies.
So far, the IMF has adopted only three specific principles for the guidance of members with respect to their exchange rate policies.18 The principles have been concentrated on intervention by members in the exchange markets, and one principle simply repeats the obligation included in the Articles that prohibits the manipulation of exchange rates or the international monetary system for either of the two improper motives mentioned in the Articles. The reason for concentration on intervention is the assumption when the Second Amendment was negotiated that the forbidden kinds of manipulation were the chief dangers of the discretionary system of exchange arrangements. The United States was particularly interested in the prohibition of manipulation of the international monetary system. An earlier version of the provision, advocated jointly by the United States and France, was confined to this form of manipulation. The United States had argued, in defense of its action of August 15, 1971, that the action was at least as much the result of persistent surpluses in the balances of payments engineered by other countries as the unsought deficit in its own balance of payments. Other countries had tenaciously preserved their surpluses by refusing to revalue their currencies or to take other measures to adjust their balances of payments. The emphasis in the original Articles was on competitive devaluation, but the problem had not been devaluation but reluctance to resort to revaluation.19
The safeguards in the Articles have not succeeded in preventing the volatility of changes in exchange rates or misalignment in the exchange rate relationships between currencies when judged by economic criteria. An explanation of the inefficacy of the legal provisions has been the misjudgment that manipulation would be the major impediment to achieving orderly exchange arrangements and a stable system of exchange rates. Members have not practiced manipulation or have not done so on a scale that has subverted the aims of the Articles. The unsatisfactory behavior of exchange rates can be attributed largely to the incompatibility of domestic policies among members, and in particular among the leading industrialized countries. Furthermore, specific principles that seek the orderliness of exchange rates by regulating intervention face enormous difficulties because of the size and the internationalization of exchange and financial markets. But to broaden or revise the specific principles in order to regulate domestic policies would be a task of daunting complexity.
Governments have tended to regard the choice of domestic policies as a privilege inherent in sovereignty and a privilege that is not to be lightly limited or yielded. It is true that two of the particular obligations of members included in Article IV, Section 1 relate to domestic policies, but the obligations are formulated as law of so soft a character as to defy objective judgment about the observance of them. Indeed, for some members, particularly the United States, the main virtue of Article IV, Section 1 was that it would leave as much freedom as possible for the national determination of domestic policies. It was assumed that members would pursue policies that would be internationally as well as nationally beneficial, so there would be no need for active exchange rate policies. Exchange markets would produce a stable system of exchange rates, but if it should happen that domestic policies were not appropriate, the exchange markets would bring about changes in exchange rates that would be internationally desirable because of the pressure the markets would exert on governments. The distance that the Congress of the United States has moved from this rationalization is demonstrated by Title III of the Omnibus Trade and Competitiveness Act 1988, which is reproduced in this chapter as Appendix C.
The unilateralist aims of the Second Amendment appear now to have been a prescription that would lead inevitably to the undesirable behavior of exchange rates. Paul Volcker, one of the most distinguished of former U.S. officials, has commented as follows on the effects of the discretionary system on international trade in particular:
At the time the regime of floating exchange rates was adopted in 1973, it was seen by most as, among other things, providing strong support for free trade. The point was that flexible changes in exchange rates in response to market forces would maintain a better equilibrium in national trade and current account positions, thereby removing one protectionist argument. A corollary was usually explicitly stated as well—real exchange rates, at least, ought to be pretty steady in practice, even if permitted to float in principle, since the underlying conditions affecting trade or the relative productivity of capital would change only gradually. If countries could manage to achieve a convergence of inflation rates at a low level, the argument ran, then nominal exchange rates would stabilize as well.
Now, 15 years later, that kind of optimism looks pretty naive. Instead of exchange markets moving along a learning curve toward greater stability as time has passed, various measures of exchange-rate volatility—daily, monthly and cyclically—have plainly increased.20
Much the same judgment has been reached in a report issued by a private study group in August 1987:
The weaknesses of the fluctuating rates system are now well recognized and documented and need not be explained at length here. Suffice it to say that they comprise first, marked volatility of exchange rates, second, large misalignments of real and nominal exchange rates and, finally, a virtual lack of the external discipline on policy-making associated with fixed exchange rates.21
It is not surprising that, as a result of the inadequacies of the discretionary system, governments have decided to recapture some of the authority over exchange rates they have conceded to the markets. Nor is it surprising that the countries following this course are the leading industrialized countries, which have chosen the exchange arrangement of an independently floating currency or of a currency floating against all except their partners in a cooperative arrangement. The EMS is a prominent symptom of this new movement. So too are the understandings recorded in communiqués of the summit meetings of the heads of state or government and of the Group of Five or the Group of Seven meeting at other official levels.
The communiqués deal in large part with coordination of the domestic policies of these countries and to some extent with concerted policies of intervention in the exchange markets.22 The resumption of more active governmental management of exchange rates, as promised in communiqués of the Group of Five or the Group of Seven,23 is taken by some observers to presage greater stability of exchange rates. Some commentators recommend that fluctuations should be kept within so-called target or reference zones, and these experts see support for their recommendations in the communiqués and in the practices followed pursuant to them.
The expressions of governmental intentions in the communiqués, though presented in the form of shared or reciprocal understandings, do not constitute legal obligations in any traditional sense. Perhaps the understandings constitute soft law, but whether or not they can be regarded in that way depends on one’s definition of that concept. It cannot be doubted that the participants in the meetings from which the communiqués emanate see the informality of the deliberations and of the understandings reached in them as advantages, and that the participants would reject any suggestion that the understandings be given undeniable binding force. Nevertheless, the understandings are designed to compensate to some extent for the soft law clearly incorporated in the provisions on exchange rates in the Second Amendment.
The understandings reached by the principal industrialized countries and the actions they have taken to make their understandings effective have not eliminated the often distressing fluctuation of exchange rates. It can be inferred, however, that these countries have accepted a moral responsibility to improve the exchange rate behavior of their currencies because of the impact these currencies have on the economies of other countries. It does not follow, however, that a country’s interest is served by resistance to the fluctuation of the exchange rate for its currency. The pegging of a developing country’s currency to a major currency can subject the developing country to vicissitudes because a desirable flexibility in exchange rate is precluded. The IMF, in conducting surveillance over exchange rate policies or in negotiating terms for the use of its resources, often encourages a developing country to choose an exchange arrangement that will permit greater flexibility in the exchange rate for the member’s currency than has been the member’s policy. The main objective has been to encourage the member to improve its international competitiveness.
There are two views of the present legal and institutional situation. The U.S. Treasury in a report to Congress dated October 15, 1988 defended the present situation with some warmth, noting that it involved “no ceding of sovereignty.”24 The report concluded a summary of the process for coordinating the policies of members with the following statement:
Finally, the process is credible. In today’s era of global economic integration and instant communications, credibility is critical. An attempt to make an abrupt or major change in the structure of the system by imposing a detailed set of formal constraints might well be viewed by the markets as overly ambitious and unsustainable. In addition, such an approach might not give adequate regard to political realities or to the force and speed with which financial flows now move.25
The U.S. Congress, in the 1988 statute reproduced in Appendix C, is skeptical about the virtues of the discretionary system, but does not propose the negotiation of formal constraints.
An Italian critic has described the outcome of efforts to create a reformed international monetary system with these hard words:
By the end of the 1970s the international community had replaced clear and binding commitments with vague and non-binding understandings, while the traditional institutional fora for monitoring the operation of the world monetary and financial system had been replaced by a multitude of non-institutional meetings where the only procedural constraint was the adoption of a final press communiqué.26
The same author recognizes the promise of the ad hoc and noninstitutional cooperation that has emerged in the 1980s.27 He argues, however, that this form of cooperation can deal only with situations of crisis, and not with the deep causes of disequilibria, for which reason the stability of exchange rates has not been attained.
Effective policy coordination cannot be achieved in a non-institutional context, since countries are not willing to relinquish, even in part, their economic sovereignty unless they know exactly which are the commitments undertaken by the other countries participating in the coordination exercise.28
He believes that only the IMF can provide an adequate institutional process.29
Obligations Regarding Exchange Arrangements
Recognizing that the essential purpose of the international monetary system is to provide a framework that facilitates the exchange of goods, services, and capital among countries, and that sustains sound economic growth, and that a principal objective is the continuing development of the orderly underlying conditions that are necessary for financial and economic stability, each member undertakes to collaborate with the Fund and other members to assure orderly exchange arrangements and to promote a stable system of exchange rates. In particular, each member shall:
(i) endeavor to direct its economic and financial policies toward the objective of fostering orderly economic growth with reasonable price stability, with due regard to its circumstances;
(ii) seek to promote stability by fostering orderly underlying economic and financial conditions and a monetary system that does not tend to produce erratic disruptions;
(iii) avoid manipulating exchange rates or the international monetary system in order to prevent effective balance of payments adjustment or to gain an unfair competitive advantage over other members; and
(iv) follow exchange policies compatible with the undertakings under this Section.
(a) Each member shall notify the Fund, within thirty days after the date of the second amendment of this Agreement, of the exchange arrangements it intends to apply in fulfillment of its obligations under Section 1 of this Article, and shall notify the Fund promptly of any changes in its exchange arrangements.
(b) Under an international monetary system of the kind prevailing on January 1, 1976, exchange arrangements may include (i) the maintenance by a member of a value for its currency in terms of the special drawing right or another denominator, other than gold, selected by the member, or (ii) cooperative arrangements by which members maintain the value of their currencies in relation to the value of the currency or currencies of other members, or (iii) other exchange arrangements of a member’s choice.
(c) To accord with the development of the international monetary system, the Fund, by an eighty-five percent majority of the total voting power, may make provision for general exchange arrangements without limiting the right of members to have exchange arrangements of their choice consistent with the purposes of the Fund and the obligations under Section 1 of this Article.
(a) The Fund shall oversee the international monetary system in order to ensure its effective operation, and shall oversee the compliance of each member with its obligations under Section 1 of this Article.
(b) In order to fulfill its functions under (a) above, the Fund shall exercise firm surveillance over the exchange rate policies of members, and shall adopt specific principles for the guidance of all members with respect to those policies. Each member shall provide the Fund with the information necessary for such surveillance, and, when requested by the Fund, shall consult with it on the member’s exchange rate policies. The principles adopted by the Fund shall be consistent with cooperative arrangements by which members maintain the value of their currencies in relation to the value of the currency or currencies of other members, as well as with other exchange arrangements of a member’s choice consistent with the purposes of the Fund and Section 1 of this Article. These principles shall respect the domestic social and political policies of members, and in applying these principles the Fund shall pay due regard to the circumstances of members.
The Fund may determine, by an eighty-five percent majority of the total voting power, that international economic conditions permit the introduction of a widespread system of exchange arrangements based on stable but adjustable par values. The Fund shall make the determination on the basis of the underlying stability of the world economy, and for this purpose shall take into account price movements and rates of expansion in the economies of members. The determination shall be made in light of the evolution of the international monetary system, with particular reference to sources of liquidity, and, in order to ensure the effective operation of a system of par values, to arrangements under which both members in surplus and members in deficit in their balances of payments take prompt, effective, and symmetrical action to achieve adjustment, as well as to arrangements for intervention and the treatment of imbalances. Upon making such determination, the Fund shall notify members that the provisions of Schedule C apply.
(a) Action by a member with respect to its currency under this Article shall be deemed to apply to the separate currencies of all territories in respect of which the member has accepted this Agreement under Article XXXI, Section 2(g) unless the member declares that its action relates either to the metropolitan currency alone, or only to one or more specified separate currencies, or to the metropolitan currency and one or more specified separate currencies.
(b) Action by the Fund under this Article shall be deemed to relate to all currencies of a member referred to in (a) above unless the Fund declares otherwise.
Table 2. Comparison of Exchange Arrangements as of June 30, 1985 and June 30, 19901
There has not been volatility in the choice of exchange arrangments, as is shown by a comparison between exchange arrangments in force on June 30, 1985 and on June 30, 1990:
1 Current information relating to Democratic Kampuchea is unavailable.
This subtitle may be cited as the “Exchange Rates and International Economic Policy Coordination Act of 1988.”
The Congress finds that—
(1) the macroeconomic policies, including the exchange rate policies, of the leading industrialized nations require improved coordination and are not consistent with long-term economic growth and financial stability;
(2) currency values have a major role in determining the patterns of production and trade in the world economy;
(3) the rise in the value of the dollar in the early 1980’s contributed substantially to our current trade deficit;
(4) exchange rates among major trading nations have become increasingly volatile and a pattern of exchange rates has at times developed which contribute to substantial and persistent imbalances in the flow of goods and services between nations, imposing serious strains on the world trading system and frustrating both business and government planning;
(5) capital flows between nations have become very large compared to trade flows, respond at times quickly and dramatically to policy and economic changes, and, for these reasons, contribute significantly to uncertainty in financial markets, the volatility of exchange rates, and the development of exchange rates which produce imbalances in the flow of goods and services between nations;
(6) policy initiatives by some major trading nations that manipulate the value of their currencies in relation to the United States dollar to gain competitive advantage continue to create serious competitive problems for United States industries;
(7) a more stable exchange rate for the dollar at a level consistent with a more appropriate and sustainable balance in the United States current account should be a major focus of national economic policy;
(8) procedures for improving the coordination of macroeconomic policy need to be strengthened considerably; and
(9) under appropriate circumstances, intervention by the United States in foreign exchange markets as part of a coordinated international strategic intervention effort could produce more orderly adjustment of foreign exchange markets and, in combination with necessary macroeconomic policy changes, assist adjustment toward a more appropriate and sustainable balance in current accounts.
It is the policy of the United States that—
(1) the United States and the other major industrialized countries should take steps to continue the process of coordinating monetary, fiscal, and structural policies initiated in the Plaza Agreement of September 1985;
(2) the goal of the United States in international economic negotiations should be to achieve macroeconomic policies and exchange rates consistent with more appropriate and sustainable balances in trade and capital flows and to foster price stability in conjunction with economic growth;
(3) the United States, in close coordination with the other major industrialized countries should, where appropriate, participate in international currency markets with the objective of producing more orderly adjustment of foreign exchange markets and, in combination with necessary macroeconomic policy changes, assisting adjustment toward a more appropriate and sustainable balance in current accounts; and
(4) the accountability of the President for the impact of economic policies and exchange rates on trade competitiveness should be increased.
(a) Multilateral Negotiations.—The President shall seek to confer and negotiate with other countries—
(1) to achieve—
(A) better coordination of macroeconomic policies of the major industrialized nations; and
(B) more appropriate and sustainable levels of trade and current account balances, and exchange rates of the dollar and other currencies consistent with such balances; and
(2) to develop a program for improving existing mechanisms for coordination and improving the functioning of the exchange rate system to provide for long-term exchange rate stability consistent with more appropriate and sustainable current account balances.
(b) Bilateral Negotiations.—The Secretary of the Treasury shall analyze on an annual basis the exchange rate policies of foreign countries, in consultation with the International Monetary Fund, and consider whether countries manipulate the rate of exchange between their currency and the United States dollar for purposes of preventing effective balance of payments adjustments or gaining unfair competitive advantage in international trade. If the Secretary considers that such manipulation is occurring with respect to countries that (1) have material global current account surpluses; and (2) have significant bilateral trade surpluses with the United States, the Secretary of the Treasury shall take action to initiate negotiations with such foreign countries on an expedited basis, in the International Monetary Fund or bilaterally, for the purpose of ensuring that such countries regularly and promptly adjust the rate of exchange between their currencies and the United States dollar to permit effective balance of payments adjustments and to eliminate the unfair advantage. The Secretary shall not be required to initiate negotiations in cases where such negotiations “would have a serious detrimental impact on vital national economic and security interests; in such cases, the Secretary shall inform the chairman and the ranking minority member of the Committee on Banking, Housing, and Urban Affairs of the Senate and of the Committee on Banking, Finance and Urban Affairs of the House of Representatives of his determination.
(a) Reports Required.—In furtherance of the purpose of this title, the Secretary, after consultation with the Chairman of the Board, shall submit to the Committee on Banking, Finance and Urban Affairs of the House of Representatives and the Committee on Banking, Housing, and Urban Affairs of the Senate, on or before October 15 of each year, a written report on international economic policy, including exchange rate policy. The Secretary shall provide a written update of developments six months after the initial report. In addition, the Secretary shall appear, if requested, before both committees to provide testimony on these reports.
(b) Contents of Report.—Each report submitted under subsection (a) shall contain—
(1) an analysis of currency market developments and the relationship between the United States dollar and the currencies of our major trade competitors;
(2) an evaluation of the factors in the United States and other economies that underlie conditions in the currency markets, including developments in bilateral trade and capital flows;
(3) a description of currency intervention or other actions undertaken to adjust the actual exchange rate of the dollar;
(4) an assessment of the impact of the exchange rate of the United States dollar on—
(A) the ability of the United States to maintain a more appropriate and sustainable balance in its current account and merchandise trade account;
(B) production, employment, and noninflationary growth in the United States;
(C) the international competitive performance of United States industries and the external indebtedness of the United States;
(5) recommendations for any changes necessary in United States economic policy to attain a more appropriate and sustainable balance in the current account;
(6) the results of negotiations conducted pursuant to section 3004;
(7) key issues in United States policies arising from the most recent consultation requested by the International Monetary Fund under article IV of the Fund’s Articles of Agreement; and
(8) a report on the size and composition of international capital flows, and the factors contributing to such flows, including, where possible, an assessment of the impact of such flows on exchange rates and trade flows.
(c) Report by Board of Governors.—Section 2A(1) of the Federal Reserve Act (12 U.S.C. 225a(1)) is amended by inserting after “the Nation” the following; “, including an analysis of the impact of the exchange rate of the dollar on those trends.”
As used in this subtitle:
(1) Secretary.—The term “Secretary” means the Secretary of the Treasury.
(2) Board.—The term “Board” means the Board of Governors of the Federal Reserve System.
For the purpose of this monograph, the fluctuation of exchange rates means all the movements in exchange rates that are possible under the exchange arrangements in force in the discretionary system. A characteristic of such a system is that it makes predictability of exchange rate behavior extremely difficult. This difficulty generates problems for parties engaged in international payments. They have to be aware that wide and erratic variations can take place in the exchange rates that affect their costs, revenues, and profit margins.
Fluctuating exchange rates have had an impact not only on parties that make international payments but also on both public international law and national law. The effects on national law have been felt in many of its specialized branches. Some of the legal effects considered in this monograph will be selected from international law and others from national law. Discussion will concentrate largely on legal developments that have occurred already. Numerous suggestions have been made for other changes in international law, usually to improve the international monetary system as a whole or the EMS, but these ideas are still largely in the political arena and are not the subject matter of this study. Some proposed changes in national law will be considered, but these are not obviously political.
Another prefatory comment that must be made is that many rules of law, particularly of national law, that apply to exchange rates antedate the decline and abrogation of the par value system but are still in force. The occasions for applying these rules, however, may be more frequent than in the past and, by demonstrating new facets of old problems, may produce refinements in the rules.
In the relations among states, the most important legal consequence of the de facto fluctuation of exchange rates after August 15, 1971 has been the decision to validate the discretionary system of exchange rates by the Second Amendment of the IMF’s Articles. The second most important consequence has been the creation of the EMS. It may seem paradoxical to attribute to fluctuating exchange rates credit for the creation of the EMS and all that it implies for legal, economic, and political innovation. But it is irrefutable that the EMS has been created because of, and as a reaction against, the instability of exchange rates after the collapse and disappearance by law of the par value system. It is also irrefutable that the Second Amendment has provided room for the establishment of the EMS.
The EMS represents a departure in a sense from the spirit of the discretionary system, which is to return greater autonomy over exchange rates to individual governments than they retained under the par value system. It is sometimes said that a fundamental characteristic of the par value system was the surrender of a substantial measure of sovereignty over the external value of currencies to an international organization. The Second Amendment withdraws from the organization much of the authority that states had granted to the IMF by the original Articles. The participants in the EMS have exercised their freedom under the discretionary system to establish the EMS as a cooperative system based on a pooling of much national authority over exchange rates. If the par value system can be said to have involved a surrender by states of part of their sovereignty over exchange rates, so too does the EMS. The surrender, however, is to the collectivity consisting of the participants in the EMS and not to the IMF.
Much has been written about the EMS. Only some of its features that are of particular interest in connection with the fluctuation of exchange rates will be discussed here.
The Treaty of Rome, 1957, which established the European Economic Community, contained few provisions on exchange rates. It is safe to assume that the negotiators relied, as did the negotiators of so many other treaties, on the provisions of the IMF’s Articles and the IMF’s administration of them to preserve the stability of exchange rates, although not rigidly if there was economic justification for changes in rates. The member states of the European Community (EC) began to have doubts about the soundness, and perhaps even the permanence, of the par value system in the late 1960s, but the breakdown of the par value system made it essential to introduce a more structured system of exchange rates if the objectives of the EC were not to be frustrated. Instability in the exchange rates of European currencies that did not reflect the underlying economic conditions in those countries was attributable, at least in part, to the powerful effect of fluctuations in the exchange rate for the U.S. dollar.
After a meeting of the European Council on July 6 and 7, 1978, a statement was issued in which it was said that the Council had discussed a scheme for the creation of closer monetary cooperation “leading to a zone of monetary stability in Europe.”1 The scheme was outlined in an annex to the statement, but the scheme was greatly elaborated in a resolution of the Council of December 5, 1978 “on the establishment of the European Monetary System (EMS) and related matters.”2 Section A.3, which sets forth “The exchange rate and intervention mechanisms,” and Section A.5, entitled “Third countries and international organizations,” are reproduced in this chapter as Appendix D.
The core of the exchange rate mechanism of the EMS is that each participant establishes a central rate in terms of the composite of currencies that constitutes the ECU (European currency unit). The central rates create a grid of bilateral exchange relationships between each pair of participants in the EMS. Each participant must see to it that exchange rates in transactions between its currency and the currency of another participant are not above or below limits of 2.25 percent of the bilateral relationship between the currencies, but provision is made for some participants to maintain limits of 6 percent, subject to the condition that they must gradually reduce the limits to 2.25 percent as soon as economic conditions permit. Spain and the United Kingdom avail themselves of this option, and Italy did so at one time but decided on January 5, 1990 to apply margins of 2.25 percent.
The Agreement of March 13, 1979 among the central banks of the then eight members of the EC, signed at Basle, spells out the operating procedures for the EMS.3 Section 1, which sets forth provisions on the exchange rate mechanism, will be found in Appendix E. The Basle Agreement was amended on June 10, 1985 and again on November 20, 1987, but changes were not made in Section 1.
There has been some discussion of the extent to which there was a legal foundation for the EMS in the Treaty of Rome. The problem can be considered to have been put to rest by Article 20 of the Single European Act signed in 1986, which has become effective. Article 20 provides that an Article 102A is to be included in the Treaty of Rome. The first paragraph of this new article provides that:
In order to ensure the convergence of economic and monetary policies which is necessary for the further development of the Community, Member States shall cooperate in accordance with the objectives of Article 104. In so doing, they shall take account of the experience acquired in cooperation within the framework of the European Monetary System (EMS) and in developing the ECU, and shall respect existing powers in this field.
In accordance with Article 104 of the Treaty of Rome,
Each Member State shall pursue the economic policy needed to ensure the equilibrium of its overall balance of payments and to maintain confidence in its currency, while taking care to ensure a high level of employment and a stable level of prices.
It is clear that some aspects of the EMS have been inspired by the original par value system, but there are basic differences. Some of them will be described in the following subsections.
The common denominator of the par value system was gold, but for the purpose of the EMS it is the ECU. If the par value system of Schedule C of the Articles were to be brought into operation, the preferred common denominator would be the SDR, but there is no compulsion to choose the SDR. It is difficult to foresee what the common denominator would be if it were not the SDR, because the common denominator must not be gold or a currency.4 It is highly unlikely that the ECU would be chosen, because it is composed exclusively of European currencies.
Suppose that the par value system of Schedule C were called into operation. Participants in the EMS could have double and different obligations on the margins for exchange rates in exchange transactions between the currencies of partners in the EMS. The participants could observe the narrower margins of Schedule C or the EMS, as the case might be, in the hope that this practice would constitute compliance with the other margins. Compliance would not be assured by this strategy, because the common denominators of the two systems would be different. The margins under Schedule C would be 4½ percent above and below parities or such other margin or margins as the IMF might adopt.5 It is an open question whether the IMF could exercise its power to establish “such other margin or margins” by adopting for exchange transactions between participants in the EMS the margin imposed by the EMS and another margin for other exchange transactions. In view of the experience of the IMF and the discussions of multicurrency intervention in the work preceding the Second Amendment, the IMF probably has this power. If it were exercised in the way mentioned above, the problem of conflicting margins for participants in the EMS would not arise.
An alternative for participants in the EMS would be to refrain from establishing par values for their currencies under Schedule C. A member is not compelled to have a par value under the schedule.6 If a member does not establish a par value for its currency, the member is free to choose its exchange arrangement, but the obligations of the Articles would have to be observed. The principal obligations would be those included in Article IV, Section 1, but, in addition, the member would be obliged to consult with the IMF under the surveillance procedures and would be affected by specific principles adopted by the IMF for the guidance of members with respect to their exchange rate policies. The problems for participants raised here are not pressing, because there is no likelihood that the par value system of Schedule C will be called into being unless there is a radical change in the attitudes of the major industrialized countries.
For a decision of the IMF to call the par value system into operation, a majority of 85 percent of the total voting power of the membership is necessary.7 If it is supposed that the participants in the EMS decided that they would not establish par values for their currencies, they might be disinclined to vote in favor of a decision to activate the par value system of Schedule C. Voting by a member in favor of that decision, however, would not prevent the member from exercising its privilege of not establishing a par value for its currency.
It is implicit in the foregoing discussion that a participant in the EMS in its role as a member of the IMF is not, and cannot be, released from its obligations under the Articles. The right of members to join in cooperative arrangements like the EMS is recognized by the Articles,8 but exercise of the right in no way releases a participant from any of the obligations imposed on it by the Articles. This legal position is recognized by Paragraph 5.3 of the European Council’s Resolution of December 5, 1978:
The EMS is and will remain fully compatible with the relevant articles of the IMF Agreement.9
Paragraph 5.3 has a double function. Its first function is to assert that the participants are in no way acting contrary to their obligations under the Articles by collaborating in the EMS. It may be supposed that this manifesto was intended to counteract any suggestion that the EMS might be contrary to provisions of the Articles on exchange rates or to specific principles for the guidance of members with respect to their exchange rate policies that the IMF had adopted or might adopt. Another purpose the manifesto might have been intended to serve was to repudiate any suggestion that the creation of the ECU would be incompatible with the objective of making the SDR the principal reserve asset in the international monetary system.10
The second function of Paragraph 5.3 of the European Council’s Resolution of December 5, 1978 seems clearly to be to give an assurance to non-EMS countries and to the IMF that the EMS would remain fully compatible with the Articles whatever changes might be made in the EMS. No pronouncement by the IMF has declared that there was a problem of incompatibility of the EMS with the Articles.
In the par value system, the obligation of members to ensure observance of the margins for exchange rates was not accompanied by an explicit requirement that the obligation was to be performed by means of official intervention in the exchange market. A member’s obligation was to adopt “appropriate measures consistent with this Agreement”11 to see that transactions were conducted at exchange rates in accord with the margins. For example, instead of intervening, a member might perform this obligation by adopting and enforcing a law prescribing margins consistent with the Articles or by monopolizing exchange transactions and engaging in them at the proper exchange rates. As recalled in Chapter 1, if a member undertook to buy gold from and sell it to the monetary authorities of other members in return for its currency as the means of settling international transactions, the member did not have to intervene in the exchange market or take any other measure. In the operation of the par value system, the United States was the only member that gave the undertaking in respect of its currency, while most other members intervened, in most instances by buying and selling the national currency for U.S. dollars.
Schedule C of the Articles does not mention intervention, but times have changed and there is less support for such “appropriate measures” as the official monopolization of exchange transactions. As a consequence, the IMF is directed by Article IV, Section 4 to make its determination on whether to call the par value system of Schedule C into operation in the light of specified developments, which include “arrangements for intervention and the treatment of imbalances.” Nothing in Schedule C or Article IV resembles the special dispensation awarded by the original Articles to a member willing to buy and sell gold for its currency at prices consistent with the par value for the currency.
The EMS includes more specific obligations on intervention. Participants are required to intervene at the limits of the margins in whatever amounts prove to be necessary. If the exchange rate between the currencies of two participants reaches the limit of the margin either above or below the parity, both participants must intervene: the participant with the strong currency sells that currency in exchange for the weak currency, while the participant with the weak currency buys that currency in exchange for the strong currency. The obligation to intervene at the limit of a margin does not prevent intramarginal intervention. “In principle,” intervention is conducted with the currencies of participants, but “in principle” indicates that other currencies may be used. Intramarginal intervention is conducted in accordance with understandings reached among the participants and subject to a participant’s consent if its currency is to be used.
Intramarginal intervention has been attractive because it reduces fluctuations in the exchange rate of a currency and impedes a tendency of the currency to move to the limit of a margin. Speculation increases as an exchange rate moves toward a limit, and a member might have to intervene with larger amounts at the limit than would be necessary if it intervened within the margins. The greater proportion of intervention has been intramarginal and has been carried out with U.S. dollars. The EMS includes no provision resembling the one on gold transactions in the par value system that releases a participant in the EMS exchange rate system from the obligation to intervene because the participant is following a particular practice deemed to be equivalent to intervention.
Intramarginal intervention can take place before or after the divergence threshold, as discussed below, is crossed. Intramarginal interventions have decreased the importance of both compulsory intervention and the divergence indicator. Furthermore, the volume of intervention with U.S. dollars has reduced somewhat the role of the ECU in the operation of the EMS. For reasons such as these, some observers have questioned whether the ECU has succeeded in taking up its position at “the centre of the EMS” in accordance with the intention of the Council’s Resolution of December 5, 1978. It is equally, and perhaps even more, obvious that the SDR has not become “the principal reserve asset in the international monetary system” in accordance with Article VIII, Section 7 and Article XXII.
For the purpose of the present study, it is important to note that an understanding has been reached on a reduction in intramarginal intervention. One of the substitute measures to be observed is greater tolerance of the flexibility of exchange rates that is possible within the margins.
A feature of the EMS of considerable ingenuity and novelty is the “divergence indicator,” for which there was nothing comparable in the par value system and there is nothing comparable in Schedule C of the present Articles. The divergence indicator is the result of a conflict between participants that preferred an EMS based on bilateral parities and participants that argued in favor of a system based on central rates in relation to the ECU. Intervention points in the parity system would be at specified levels above and below a bilateral parity, while in the other system the intervention points would be at levels above and below the central rate for a currency in terms of the ECU.
The result of the dispute was a compromise in which, as has been seen, the compulsory intervention points are related to bilateral parities, while intramarginal intervention might be indicated on the basis of the deviation of the market exchange rate of a currency from its ECU-related value. The arguments for and against each solution were complex, but one of the objections to the parity solution was that if the limit of a margin was reached, it would not be clear which of the two participants whose currencies were involved in the parity relationship was responsible for this development. The solution of the ECU-related central rate, on which the divergence indicator is based, would succeed in showing which participant was allowing its currency to fall out of line with the currencies of other participants. If a currency reached the limit of a margin based on an ECU-related central rate, this development meant that the currency was diverging, whether by appreciation or depreciation, from an average of EC currencies, because the ECU is a weighted composite of EC currencies.
Each currency has an ECU-related central rate expressed as a given quantity of the currency per ECU. (For this reason, it is more correct to speak of a central rate per ECU in terms of each currency than a certain rate for each currency in terms of the ECU.) The central rates are the basis on which bilateral parities can be calculated between a unit of a currency and all other currencies of participants in the exchange rate mechanism of the EMS. The ECU-related central rate is a fixed value. The ECU also has a market rate in terms of each currency, which fluctuates. This rate for a currency is determined by the sum of the equivalents in that currency of the units (or fractions of units) of each of the currencies constituting the ECU. The rates used for making this calculation are the market rates between the currency in question and the other currencies. If, in the market of this currency, the other currencies in the ECU basket appreciate, the rate of the ECU in terms of the currency will appreciate. Similarly, if in the same market the other currencies depreciate, the rate of the ECU in terms of the currency in question will depreciate. Therefore, depending on the way exchange rates move, the market rate of the ECU in terms of a currency will stand at a premium or at a discount against the ECU-related central rate of the currency. There would be identity between the two rates only if the currency were to be at parity with all other currencies in the market.
As the degree of bilateral appreciation or depreciation between currencies in the market must not exceed 2.25 percent, it is possible to calculate the maximum spread of divergence or, in other words, the maximum percentage by which the market rate of the ECU in terms of a specific currency can be allowed to appreciate or depreciate against the ECU-related central rate of that currency. The maximum is reached when in its market the specific currency is at its margin of fluctuation of 2.25 percent in the same direction against all other currencies in the ECU.
The maximum divergence of the exchange rate of a currency from its ECU-related central rate, however, will not equal 2.25 percent even though the market rates for the other currencies have deviated by 2.25 percent in the same direction from their parities. The reason is that the component in the ECU of the currency in question is a fixed value, which by definition does not change. A currency cannot appreciate or depreciate against itself. The maximum divergence from ECU-related central rates, therefore, will not be the same for all currencies. The divergence will be closer to 2.25 percent the smaller the weight of a currency in the ECU basket. As a result, the lighter currency would reach its divergence threshold sooner than a heavier currency unless an adjustment was made that neutralized the weight of a currency in the ECU for the purpose of computing the threshold of the currency. Conversely, the heavier the weight of a currency in the ECU, the less will the value of the ECU in terms of the currency be influenced by fluctuations in the exchange rates of other currencies in the ECU.
Further adjustments must be made to prevent distortions that could result from the inclusion of the Greek drachma in the ECU even though Greece does not yet participate in the exchange rate and intervention arrangements of the EMS. Another adjustment is necessary if participants are availing themselves of wider margins of 6 percent above and below the parities for their currencies with other currencies in these arrangements. Only Spain and the United Kingdom do so now. The adjustments made are based on notional margins of 2.25 percent for the currencies of Greece, Spain, and the United Kingdom, and deductions are made from the appreciation or depreciation shown by the market rate of the ECU in terms of a currency that can be attributed to movements in the exchange rates for the three currencies outside their notional margins.12
The divergence threshold of a currency has been mentioned above. This concept is an essential element in the operation of the divergence indicator. It shows the extent to which a currency is nearing its maximum spread by relating the premium or the discount in the market rate of the ECU in terms of the currency to the maximum legal spread. When a currency reaches 75 percent of its maximum divergence from its ECU-related central rate according to the adjusted calculation described above, the currency is at its divergence threshold. Normally, a currency will reach its divergence threshold before reaching its bilateral limit against another currency under the parity system based on central rates, but there may be circumstances in which the development of exchange rates will depart from this sequence. Nevertheless, it was hoped that the warning signal given by a crossing of the divergence threshold would be sounded before bilateral margins were reached. It will be recalled that the theory of the divergence indicator is that it shows the extent to which the exchange rate of a currency is departing from the average of the exchange rates of currencies represented by the ECU.
No disciplinary consequences follow for a participant if its currency reaches its divergence threshold, but if the currency crosses the threshold, a presumption arises that the participant should take action to mitigate the tensions that can be, or are already being, provoked in the exchange rate system of the EMS. Before the threshold is reached, flexibility seems desirable, but beyond the threshold fluctuation to this extent is deemed to threaten the degree of stability that is the objective of the EMS as a zone of monetary stability. No more than a presumption to act arises in order to give a participant the opportunity to show that developments in the exchange rate for its currency are the consequence not of its policies but of an inflationary bias in the system resulting from the inflationary policies of other participants.
If a participant’s divergence threshold is crossed, the presumption is that the participant will choose among the ameliorative measures of diversified intervention, measures of domestic monetary policy, changes in central rates, and other measures of economic policy, or that the participant will give effect to some combination of these measures. If, in special circumstances, a participant does not take adequate measures, it must explain this inaction to the other participants in the various bodies in which their representatives meet.
Diversified intervention implies that a participant may intervene with a number of currencies, so as to distribute the effects among participants and not concentrate the effects on any one participant as the single involuntary creditor. There is no implication that the intervening participant should be constrained to choose those currencies for which the exchange rates are furthest away in the opposite direction from its own currency.
Intramarginal intervention is recognized as a measure that may be adopted if a participant’s currency crosses its divergence threshold, but the rule remains that the consent must be obtained of the participant that issues the currency to be used for such intervention. A participant approached for this purpose is not bound to consent, but the September 1987 amendment of the Basle Agreement suggests that usually consent will be forthcoming and that a refusal will be explained. The phrase “diversified intervention,” however, does not mean that intramarginal intervention in such circumstances can be conducted only with the currencies of participants. A non-EC currency, such as the U.S. dollar, could be used.13
The par value system of the original Articles (and of Schedule C) and the EMS are similar in that external values for currencies are fixed and margins are prescribed for exchange rates in exchange transactions. The EMS is an example, however, of a system referred to with approval by the Outline of Reform presented to the IMF’s Board of Governors by its Committee on Reform of the International Monetary System and Related Issues (the Committee of Twenty) on June 14, 1974. The Outline of Reform declared that a future exchange rate system would continue to be based on stable but adjustable par values, with provisions for floating exchange rates in particular situations, subject to authorization, surveillance, and review by the IMF.14 The Outline of Reform declared, however, that:
It is agreed that it would be desirable that the system of exchange margins and intervention should be more symmetrical than that which existed in practice under the Bretton Woods system.15
The Outline of Reform did not explain what was meant by greater symmetry, because the Committee had not reached agreement on this matter. The stage reached in discussions on topics that remained controversial was described in a number of Annexes to the Outline of Reform. Annex 316 set forth possible systems of exchange margins and intervention, one of which was called a system based on “multicurrency intervention.” This system was described as follows:
A number of countries (including those whose currencies were the most widely traded in world foreign exchange markets) would meet their obligations under paragraph 12 of the Outline by undertaking reciprocal responsibility to maintain the spot exchange rate for their currencies (the MCI currencies) within maximum margins of 4½ per cent above or below parity against each other by intervening in each other’s currencies at the margins. For this purpose they would publish mutually consistent limit prices at which they would be prepared freely either to buy, or to sell, or to both buy and sell, each other’s currencies.17
Such a system was considered more symmetrical than the par value system of the original Articles because all participants would undertake to intervene at the margin in accordance with the agreement on intervention, while under the original Articles the United States was able to refrain from intervention because of its policy on engaging in gold transactions with the monetary authorities of other members. Furthermore, there would be symmetry because the effective margins for all participants would be the same. Under the par value system, members intervened with U.S. dollars at rates consistent with the margins prescribed by the Articles, which meant that the margins for transactions between the currencies of two members that each intervened with dollars were the cumulation of the margins each member observed against the dollar. The result was that less flexibility for the fluctuation of exchange rates existed for the dollar than for other currencies.
The exchange rate and intervention arrangements of the EMS avoid both the asymmetrical aspects of the original par value system as described above and also a further problem of this character. The IMF recognized that under the par value system members were free to allow the exchange rates for their currencies in spot exchange transactions within their territories to fluctuate within the margins of 1 percent of parity above and below parity. This freedom seemed clear under the original Articles. Again, under what seemed to be the clear language of the Articles, members could exercise this freedom to the full extent in all exchange transactions.18 As noted above, if two members (Patria and Terra) intervened with the same intervention currency, the margins from parity for exchange rates in transactions between their two currencies would be the cumulation of each margin against the intervention currency. Suppose that Patria applied margins of 0.75 percent for exchange rates in transactions between Patria’s currency and Patria’s intervention currency. Did it follow that Terra had to observe margins of no more than 0.25 percent for exchange rates in transactions between Terra’s currency and its intervention currency? If Terra observed a margin wider than 0.25 percent, exchange rates in exchange transactions between Terra’s and Patria’s currencies would be outside the permitted margins. To have reached the conclusion that Terra was in violation of its obligation would have been inequitable, and yet the IMF never resolved this problem.
Instead, the IMF took a bolder approach to the problem. At all times in its history—which is to say under all versions of the Articles—the IMF has been able to approve multiple currency practices.19 In 1959, it seemed that a number of European and other members, which had been availing themselves of the dispensations of transitional arrangements,20 might be on the verge of making their currencies convertible for nonresidents and then fully convertible in accordance with the Articles.21 Members would be encouraged to take this step and allow greater freedom for their exchange markets if the members could permit greater fluctuation in the exchange rates for their currencies and therefore reduce the need for intervention in their markets, which meant that they could be somewhat more economical in the use of their monetary reserves.
A number of European countries agreed among themselves that each would impose a margin for exchange transactions between its own currency and its intervention currency that would make use of most of the permissible 1 percent. It would follow that from time to time exchange rates in transactions between two such currencies might move outside the margins of 1 percent from parity between the currencies. The IMF decided that it would approve as a multiple currency practice an arrangement in which a member permitted exchange rates for spot exchange transactions that exceeded 1 percent but were no more than 2 percent from parity. A condition of this approval was that the rates resulted from the maintenance of margins not in excess of 1 percent from parity for exchange transactions between the member’s currency and the convertible currency of another member, which by implication would usually be the first member’s intervention currency.22
The decision authorized greater fluctuation for exchange rates in order to make it easier for members to undertake the full convertibility of their currencies in accordance with the Articles. But there were some murmurs. Some of the European members that issued currencies of substantial international importance did not relish the analysis that their exchange arrangements constituted multiple currency practices.23 Such practices were more widespread among developing countries. There was also some suggestion that such a practice, by which all exchange rates were the result of market forces, was not a multiple currency practice in economic theory. In other words, the member’s exchange system was seen to be a unitary one by these critics even if the margins were not observed in all exchange transactions.
The decision did not resolve all potential problems: difficulties might have arisen under it because the IMF did not attempt to apportion the use of margins. For example, Terra and Patria both intervened with the same third currency, and observed margins of 0.75 percent, so that margins of 1½ percent could emerge in transactions between the currencies of Terra and Patria. If Regio intervened with the currency of Terra at margins of more than ½ of 1 percent, exchange rates in some transactions involving the currency of Regio could transgress the margins of 2 percent approved by the IMF in exercising its multiple currency jurisdiction. The episode suggests a less than full dedication to the observance of international economic obligations if they are seen to obstruct advance to a superior economic objective.
In this discussion of margins, it will be apparent that intramarginal intervention was not subject to regulation under the par value system. A member could choose freely its intervention currency and could decide whether, and at what exchange rate, to intervene, provided the member respected the legal margins. In contrast to this freedom, the EMS provides that intramarginal intervention by a participant with the currency of another participant can be conducted only with the consent of that other participant. It will be recalled that consent is necessary even though intramarginal intervention is foreseen as a measure that can be taken when a currency crosses its intervention threshold.
At least one deduction can be drawn from the foregoing discussion. The experience of the par value system, the IMF’s decision approving margins of 2 percent, Schedule C of the present Articles,24 and the example of the EMS show that in systems of fixed exchange rates reasonable margins for the fluctuation of exchange rates are desirable. The rigors of the original par value system inspired the negotiators of the Second Amendment to agree on margins as wide as 4.5 percent and even wider margins if 85 percent of the total voting power of members favored such a step. The participants in the EMS, however, have regarded margins of such width to be inconsistent with their concept of a zone of monetary stability.
Another deduction that can be drawn is that it may be desirable to provide for some discretion to establish margins considered desirable from time to time. The EMS contains no explicit provision on varying the margins of 2.25 percent, but it seems that they could be changed by the same legal process that permitted the establishment of the present margins or by whatever legal process might be in force.
Changes in par values could be made under the par value system, and changes in central rates can be made under the EMS. Differences between the two systems are evident in the criteria for changes and in the majorities required for endorsing proposed changes.
The criterion for changing the par value of a member’s currency was the existence of a fundamental disequilibrium.25 The Articles did not state that the fundamental disequilibrium had to be in the member’s balance of payments. A member might be pursuing policies that suppressed disequilibrium in the balance of payments. An obvious example of such a policy would be the imposition of sweeping restrictions on trade or payments. It is clear, however, that the criterion of fundamental disequilibrium was a severe one, and that this severity was intended to discourage the proposal of changes that were unnecessary if the member’s problem was temporary or cyclical or could be solved by different policies that were consistent with the letter and spirit of the Articles and were feasible. Exchange rates would not be stable if par values could be changed for insubstantial reasons.
The criterion of fundamental disequilibrium has been retained in Schedule C, but the severity of the original Articles has been mitigated in one respect. It has been made clear that there is no need to await the development of a fundamental disequilibrium to justify a change in par value. Under paragraph 6 of Schedule C a member may propose a change either to correct a present fundamental disequilibrium or to prevent the emergence of such a disequilibrium.
The provisions of the EMS say nothing about the criterion for changes in central rates. Nothing is said about the occasion for, or the size of, an adjustment. The original Articles did not say that a change had to be made if there was a fundamental disequilibrium. The criterion for the occasion of a change was stated negatively: a member was not to propose a new par value except to correct a fundamental disequilibrium, which meant unless a fundamental disequilibrium was in existence. The Articles dealt with the size of a proposed change as well as with the occasion for a change. A proposal to change a par value had to be sufficient to correct the fundamental disequilibrium, which was understood to mean that the change must be neither inadequate nor excessive. The amount, of course, could not be determined mechanically, and might well be subject to differences of opinion.
The negotiators of the EMS probably agreed that criteria were undesirable because they would have to be imprecise. Agreement on precise criteria was unlikely, and therefore little, if anything, was to be gained by vague formulations. If, nevertheless, precise criteria were technically feasible, they would be undesirable, because they were likely to become known, and then they would provoke speculation if the markets judged that a realignment of central rates in conformity with the criteria was in prospect. Similar reasoning was probably responsible for the absence of a definition of the concept of fundamental disequilibrium in the IMF’s Articles and for the IMF’s avoidance of a clarification during almost the whole life of the par value system.26
The hypothesis on which the exchange rate and intervention arrangements of the EMS are based is that if a desirable convergence in the policies of participants is attained, exchange rates are likely to be stable. The hypothesis resembles the assumption that underlies the provisions of the IMF’s present Articles on a stable system of exchange rates.
If, notwithstanding the hypothesis mentioned above, the convergence of policies is not achieved, or unexpected difficulties develop, the solution might have to be the adjustment of central rates to counteract the economic disturbance that has been caused. The idea of a zone of monetary stability might imply that economic disturbance should not be allowed to persist to the point at which more than modest changes would have to be made in central rates, so as to avoid agitation or bewilderment in the exchange markets because of large and convulsive changes.
With this approach, procedure becomes particularly important, because in providing protection procedure may be a substitute for meticulous economic criteria. For adjusting central rates, “mutual agreement by a common procedure” is prescribed. All participants in the exchange rate and intervention arrangements of the EMS and the Commission of the European Communities take part in the procedure. The quoted language is cumbersome and is probably intended to emphasize the requirement of unanimity. Still, the rule of unanimity is not made explicit. It would have been easy to express the rule, and to avoid the weightiness of referring to both mutual agreement and a common procedure. Perhaps the intention was that there must be a meeting, at which the participants can confront each other. Whatever the intention may have been, the procedure is extraordinary in the sense that exchange rates are determined by collective action. The Smithsonian Agreement reached in December 1971 after the par value system had broken down was considered a unique event because the agreement emerged from a meeting called to bring about a realignment of the exchange rates of a number of major currencies by collective consent. The establishment of the initial par values of currencies in December 1946 under the authority of the IMF has a certain similarity to the Smithsonian negotiation, but the approach to initial par values was to endorse existing exchange rates rather than to realign them.
If unanimity, on all occasions or in all but special situations, is the rule for changes in central rates of the EMS, the contrast with the par value system could hardly be stronger. For par values, a decision by the IMF to concur in or object to a proposed change required no more than the basic majority of voting power in the IMF’s practice. That a majority of the votes cast according to the IMF’s system of weighted voting power should suffice for a decision on a change is astonishing. The negotiators of the Articles were accepting international authority over a cherished aspect of sovereignty, and they were consenting that this authority could be exercised by a majority that was far short of a consensus or a widespread agreement among members. The modest majority meant that a substantial minority of voting power or even a majority of votes if not cast could not have the effect of vetoing a member’s proposal to change the par value of its currency, which gave the member an advantage in requesting the concurrence of the IMF. Viewed in this way, the basic majority can be considered a concession to sovereignty. The fact that no more than a majority of the votes cast was sufficient for a decision of the IMF to concur in a change of par value may help to explain why the original Articles placed so much emphasis on the avoidance of competitive devaluation.
A final difference between the par value system and the EMS for discussion here relates to the financing of intervention. Under the EMS, participants are required to intervene if the exchange rates for their currencies are at the limits of the prescribed margins, so as to ensure that the limits will not be transgressed. To enable participants to perform this obligation, participating central banks must open for each other “very short-term” credit facilities. Participants must make such resources automatically available in unlimited amounts for this form of intervention.
Participants with strong currencies were not eager to consent to intramarginal intervention with their currencies or to provide credit for this purpose because of the effect on the money supply of these participants and their fear of inflation. For the reasons already explained, participants with weak currencies were inclined to engage in intramarginal intervention. They considered the restraints of the Basle Agreement to be asymmetrical, because these participants would have to conduct intramarginal intervention with their monetary reserves and without the help of participants with strong currencies.
In September 1987 the Basle Agreement was amended. Participants had become increasingly disposed to make speculation more uncertain in circumstances in which capital was freer to move among participants because of reduced capital controls. In these conditions, exchange rates might become more unsettled. It would not be wholly advantageous for participants with strong currencies if all intervention took place at the limits of the margins, because these participants also would have to intervene and accept the economic consequences.
The right of a participant to refuse consent to intramarginal intervention with its currency has not been abrogated, but this form of intervention is now contemplated by the agreement of September 1987. Although consent is not mandatory, there is reason to think that participants have accepted a presumption that consent will be forthcoming. There is a similar presumption that if there is consent to the use of a currency in intramarginal intervention, the use will qualify for the very short-term financing facility for this purpose. Access to the facility, however, is subject to a prescribed maximum, and in some circumstances to certain conditions, such as the concurrent use by the intervening participant of its own reserves and reimbursement of the creditor in its own currency. A condition of concurrent use of a participant’s own reserves would resemble the provisions of the original Articles of the IMF under which in the year a member drew on the IMF’s resources the member was expected to make equal concurrent use of its own reserves, provided that those reserves were above a certain level. If the member did not observe this principle, an obligation to repurchase with reserves an appropriate amount of the IMF’s holdings of its currency would accrue that would put the member in the same situation as if it had observed the principle.
The IMF’s Articles did not refer to intervention and so did not mention the use of the IMF’s resources for this purpose. The Articles declared that a member’s use of the resources was justified if the member had a present need to draw on them.27 If resources were sought for intervention in support of a par value, the test of need was met. The original Articles did not provide that a member had an unchallengeable right to make use of the IMF’s resources, but the First Amendment, which became effective on July 28, 1969, authorized such use of the limited amount that was equivalent to a member’s “gold tranche.”28
The concept of the gold tranche was changed to the “reserve tranche” by the Second Amendment for the purpose of defining the limit of the unchallengeable right.29 The Second Amendment,30 like the First Amendment,31 forbids the IMF from recognizing further unchallengeable rights to use the IMF’s resources. This effect is achieved by the legal technique of providing that the IMF must have policies on the use of its general resources32 and that members’ uses of the resources must be consistent with the IMF’s policies, except that requests for reserve tranche transactions shall not be subject to challenge.33 The provisions of the EMS and the IMF’s Articles differ radically, therefore, on the extent to which unchallengeable use can be made of resources in support of exchange rates. The provisions differ also on such topics as the periods of use, the charges for use, and the means of settlement when use is terminated.
The amount of outstanding use that a member of the IMF and a participant in the EMS can make is yet another difference between the two monetary arrangements. It has been seen that the amount of its currency a participant must make available to another participant for mandatory intervention is unlimited, although a limit is imposed on the amount to be made available for intramarginal intervention. The Articles establish a limit on the outstanding use that a member can make of the IMF’s resources. The limit is equal to the member’s quota, but without prejudice to use of the reserve tranche and use under certain special policies.34 However, the IMF can, and frequently does, waive the limit.35
Another limitation on the use of the IMF’s resources must be noted. A member may not use the resources to meet a large or sustained outflow of capital,36 although a member may use its reserve tranche for this purpose.37 The limit has been largely ineffective, especially after the substantial reduction in capital controls occurred. Short-term capital flows in particular could have undesired effects on exchange rates. The necessary flexibility in permitting use of the IMF’s resources notwithstanding capital outflow has been found in the undefined adjectives “large” and “sustained” as the kind of outflows that cannot be financed with the help of the IMF’s resources. The apparent difference between the EMS and the Articles in this respect is not of great practical importance, and perhaps of no importance, except that the limitation is present in the Articles and could be invoked by the IMF. The EMS contains no provision that limits use of the very short-term credit facility by withholding resources because they are needed to deal with the consequences of capital outflow.
This discussion of the use of resources available under international auspices that can be employed in support of exchange rates must return to the subject of “need” to use the IMF’s resources, because it will be seen to have some relationship to the EMS. The Articles declare that a member seeking to use the IMF’s resources must have a need “because of its balance of payments or its reserve position or developments in its reserves.”38 These three phrases connote three separate justifications for use of the IMF’s resources, or, in other words, represent three different kinds of “need.” This interpretation is made clear by the Commentary included in the report of the IMF’s Executive Board to the Board of Governors on the proposed text of the Second Amendment.39 The Commentary states that:
Under the concept of need in Article V, Section 3(b) (ii), a member will be able to purchase the currencies of other members from the Fund if its balance of payments position or its reserve position is unfavorable, or if there is an unfavorable development in its reserves, e.g., because of an impending discharge of liabilities, even though it does not have a deficit in its balance of payments according to accepted definitions of the balance of payments.40
Participants in the European narrow margins arrangement (the “snake”), which preceded the EMS, used the IMF’s resources to settle obligations to other participants that arose as the result of intervention in accordance with the arrangement. The participants made these uses even though their reserves were high and the participants were not in deficit in the balance of payments.41 When the Second Amendment was drafted, the language in which the requirement of need is expressed was clarified, on the initiative of some European members, by referring expressly to “developments in…reserves.” This clause and the explanation in the Commentary were intended to place beyond doubt the propriety of using the IMF’s resources to settle obligations that accrued in accordance with the “snake.”
Obligations arising as the result of intervention under the EMS, now that the EMS has replaced the “snake,” would be equal justification for a participant’s use of the IMF’s resources, provided that the participant met the criteria of the IMF’s policy under which the use was requested. This fact is recognized in the Basle Agreement itself. The Agreement declares that insofar as settlement is only pardally effected by transferring holdings of the creditor central bank’s currency42 and ECUs from the debtor to the creditor central bank, the balance must be settled by transferring other reserve assets in accordance with the composition of the debtor’s reserves as they stood at the end of the month preceding the settlement. The reserves for this purpose are defined as assets denominated in SDRs or in currencies, and the debtor central bank may choose among the assets in each of the two categories to settle the amount to be settled with assets in the category.43 The reserve tranche of a member in the IMF is a reserve asset44 and it is denominated in SDRs.45
At this point, it is appropriate to evaluate briefly the success of the EMS so far. There is little doubt that the EMS has succeeded in establishing a zone of considerable monetary stability in Europe by means of cooperation in monetary matters and coordination in the management of exchange rates. Flexible administration of the EMS has been possible because of the discretions left to administrators by sparse and broadly drafted rules. The amendments of the Basle Agreement have contributed to, rather than restricted, the flexible management of exchange rates. The EMS can be regarded as an omen of the better regulation of exchange rates that is possible in the era of the discretionary system of exchange arrangements.
The next stage in the history of the EMS will arrive after the introduction of the single market in 1992 and the steps taken to bring about monetary union. A lesson that may be learned already is that greater freedom for capital flows need not be feared as disruptive because of the influence of exchange rate expectations. On the contrary, if the stability of exchange rates seems to be assured, as appears to be the condition achieved by the EMS, capital flows may be guided by less speculative motives. Capital flows will then be more beneficial to savers and to enterprises.46
.
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3. The exchange rate and intervention mechanisms
3.1 Each currency will have an ECU-related central rate. These central rates will be used to establish a grid of bilateral exchange rates.
Around these exchange rates fluctuation margins of ±2.25 percent will be established. EEC countries with presently floating currencies may opt for wider margins up to ±6 percent at the outset of the EMS; these margins should be gradually reduced as soon as economic conditions permit.
A Member State which does not participate in the exchange rate mechanism at the outset may participate at a later date.
3.2 Adjustments of central rates will be subject to mutual agreement by a common procedure which will comprise all countries participating in the exchange rate mechanism and the Commission. There will be reciprocal consultation in the Community framework about important decisions concerning exchange rate policy between countries participating and any country not participating in the system.
3.3 In principle, interventions will be made in participating currencies.
3.4 Intervention in participating currencies is compulsory when the intervention points defined by the fluctuation margins are reached.
3.5 An ECU basket formula will be used as an indicator to detect divergences between Community currencies. A ‘threshold of divergence’ will be fixed at 75 percent of the maximum spread of divergence for each currency. It will be calculated in such a way as to eliminate the influence of weight on the probability of reaching the threshold.
3.6 When a currency crosses its ‘threshold of divergence’, this results in a presumption that the authorities concerned will correct this situation by adequate measures, namely:
(a) diversified intervention;
(b) measures of domestic monetary policy;
(c) changes in central rates;
(d) other measures of economic policy.
In case such measures, on account of special circumstances, are not taken, the reasons for this shall be given to the other authorities, especially in the ‘concertation between central banks’.
Consultations will, if necessary, then take place in the appropriate Community bodies, including the Council of Ministers.
After six months these provisions shall be reviewed in the light of experience. At that date the questions regarding imbalances accumulated by divergent creditor or debtor countries will be studied as well.
3.7 A Very Short-Term Facility of an unlimited amount will be established. Settlements will be made 45 days after the end of the month of intervention with the possibility of prolongation for another three months for amounts limited to the size of debtor quotas in the Short-Term Monetary Support.
3.8 To serve as a means of settlement, an initial supply of ECUs will be provided by the EMCF against the deposit of 20 percent of gold and 20 percent of dollar reserves currently held by central banks.
This operation will take the form of specified, revolving swap arrangements. By periodical review and by an appropriate procedure it will be ensured that each central bank will maintain a deposit of at least 20 percent of these reserves with the EMCF. A Member State not participating in the exchange rate mechanism may participate in this initial operation on the basis described above.
.
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5. Third countries and international organizations
5.1 The durability of the EMS and its international implications require coordination of exchange rate policies vis-à-vis third countries and, as far as possible, a concertation with the monetary authorities of those countries.
5.2 European countries with particularly close economic and financial ties with the European Communities may participate in the exchange rate and intervention mechanisms.
Participation will be based upon agreements between central banks; these agreements will be communicated to the Council and the Commission of the European Communities.
5.3 The EMS is and will remain fully compatible with the relevant articles of the IMF Agreement.
The central banks of the Member States of the European Economic Community,
.
.
.
Have agreed as follows:
1. Exchange rate mechanism
Each participating central bank shall notify the Secretariat of the Committee of Governors of the Central Banks of the Member States of the European Economic Community of a central rate in terms of the ECU for its currency. The Secretariat shall pass on this information to the other central banks and the European Communities.
2.1 Each participating central bank shall notify the Secretariat of the Committee of Governors of the rates for compulsory intervention expressed in its currency, and the Secretariat shall pass on this information to the other central banks. These rates shall be fixed in relation to the bilateral central rates derived from the central rates in terms of the ECU referred to in Article 1 of the present Agreement. The market shall be notified of them.
2.2 Interventions shall in principle be effected in currencies of the participating central banks. These interventions shall be unlimited at the compulsory intervention rates. Other interventions in the foreign exchange market shall be conducted in accordance with the relevant guidelines that were adopted by the Committee of Governors in its Report of 9 December 1975 or that may be adopted in the future, or shall be subject to concertation among all the participating central banks.
3.1 On either side of the central rate for its currency in terms of the ECU each participating central bank shall establish rates for its currency in terms of the ECU that will constitute ‘thresholds of divergence’. These thresholds of divergence shall be calculated in such a way as to neutralize the influence of the differences in weights on the probability of their being reached; they shall be set at 75 percent of the maximum divergence spread, this being measured by the percentage difference between the daily rate and the central rate of a currency against the ECU when that currency is standing at the opposite pole from all the other currencies at the compulsory intervention rates referred to in Article 2.1 of the present Agreement. The necessary steps shall be taken to take account of the effects of the adoption of different maximum margins of fluctuation for the participating currencies and of the possible non-participation of a currency in the exchange rate mechanism.
3.2 If a currency crosses a divergence threshold, this shall entail the consequences set out in paragraph 3.6 of the Resolution of the European Council of 5 December 1978.
For the purposes of the operation of the indicator of divergence provided for under Article 3 of the present Agreement, the market value of the ECU in each currency shall be calculated by a uniform method as frequently as necessary and at least on the occasion of each daily concertation session among central banks.
Any central bank that is not participating in the exchange rate mechanism shall cooperate with the other central banks in the concertation and the other exchanges of information necessary for the proper functioning of the exchange rate mechanism.
.
.
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The particular interest of the SDR and the ECU for the present study is the use that can be made of them as units of account. The SDR and the ECU are each defined in terms of a basket of certain amounts of specified currencies. Both the SDR and the ECU were created as assets to be held by monetary authorities or by other official institutions that may be prescribed in accordance with the instruments under which the SDR and the ECU have their legal existence. The two assets, however, have a value that can be translated into currency if necessary and can be used by both official and private parties as units of account.
The term “unit of account” does not imply that the SDR or the ECU in private use cannot become, or has not already become, more than a mode of expressing value or a means of indexation. To what extent private SDRs or ECUs constitute monetary assets of the holders is not the subject of inquiry in this chapter. In other words, the discussion here does not proceed much beyond the function of the SDR and the ECU as units of account and does not attempt to say to what extent they have become or might become stores of value and means of payment. That topic is touched upon in Chapter 16.
Private SDRs and ECUs are distinct from official SDRs and ECUs. There should be no doubt that, whether sui generis or not in characteristics and uses, the official SDR and the official ECU are monetary assets of the holders. The only link between the official SDR and the private SDR, or between the official ECU and the private ECU, is that the private unit of account follows the official unit of account in the matter of valuation. Sometimes, however, private uses employ a method of valuation that antedates the one in current official use or that catches up with the current method only after an interval. In all respects other than the method of valuation—such as the way in which the official and private SDR and ECU are created, the issuing entities, yields, and uses—the private units are not bound by the rules that apply to the official units.
The origin and growth of the uses of the private SDR, and more particularly the ECU, have been largely “spontaneous” phenomena in the sense that they can be attributed to official action only in a limited sense. The private SDR and ECU are products of the market, although there has been some official encouragement, especially in the case of the ECU. The official SDR and the official ECU were created by governments to perform exclusively governmental or central banking functions. The private holding of the official SDR or ECU was unanimously and vigorously rejected by their creators. In the case of the ECU, however, the official world is now an enthusiastic supporter of the private ECU, without, however, forging legal links between the official and the private ECU so far. Furthermore, although private entities cannot hold official SDRs or ECUs, official entities are able to hold claims or undertake obligations denominated in the private SDR or ECU.
The virtue of the SDR and the ECU as units of account is that, because of their composition, they may be more desirable than any one currency as a unit of account.1 The exchange rates of currencies fluctuate, and there is no confidence in any one of them as a stable unit over time. If a currency is chosen as the unit of account, it may depreciate or appreciate against other currencies, and an obligor or obligee may consider this result disadvantageous for him and advantageous for the other party in the relationship. For example, an exporter, on the one hand, may want to shield himself against fluctuating exchange rates by insisting on payment in his own currency. The importer would then bear the risk of fluctuation and would have to protect himself. On the other hand, an importer may prefer to have his obligation to pay denominated in his own currency, but the exporter may object because he would bear the risk of fluctuation. If, however, an appropriate basket of currencies is chosen as the means for defining the value of the SDR or the ECU, the depreciation or appreciation of a currency may be matched to some extent by the compensating appreciation or depreciation of another currency or other currencies in the basket. The unit of account may seem to be a reasonable compromise between the parties, with the additional appeal that this compromise would exercise if the currencies of both parties were in the basket.
In the negotiations that led to the First Amendment of the IMF’s Articles on July 28, 1969, by which the IMF was empowered to create official liquidity in the form of allocations of SDRs to members for international use, the potential function of the SDR as a widespread unit of account for private use, or even for official use, was not an issue. At that time, it was assumed that the par value system would be maintained and that gold would continue to be the common denominator of the system. There was no need to consider whether a unit of account, such as the U.S. dollar, or some other currency that was fixed in value by reference to gold and was convertible into the dollar in the market, would be more desirable than gold.
The expression “unit of account” is a loose one, because it is used to denote a number of different concepts. The expression may apply, for example, to a mode of presenting monetary aggregates in a unified manner when the elements that compose the aggregates originate in different currencies. The word “denominator” would be a better expression if a convenient and unified presentation is the assigned function of the so-called unit of account. The purpose of the unit of account, however, may be broader: it may be the basis on which obligations are undertaken, imposed, or performed. The expression “unit of account” in this monograph is a general reference to all these uses.
The original impetus for the creation of the SDR was the realization that the par value system could be imperiled by either of two related developments. One of them was that the United States might fail to deal effectively with the deficit in its balance of payments. Members might lose confidence in the U.S. dollar and might then present their dollar holdings in excess of working balances to the United States for conversion with gold in accordance with the undertaking of the United States to engage in gold transactions with the monetary authorities of other members. These conversions would reduce the gold holdings of the United States, erode confidence further in the dollar because of the suspicion that at some time the United States might not be able to honor its undertaking, and finally might lead the United States to withdraw the undertaking. It would then be necessary to reform the international monetary system in some radical way.
The other possible development was that the United States would solve its problems and eliminate the deficit in its balance of payments, as a result of which the growth of official liquidity would be insufficient. Adequate growth had been ensured in the form of U.S. dollars by the persistent deficit in the U.S. balance of payments. New gold production would not be sufficient to fill the gap. In any event, much of the newly produced gold was going into private hoards and industrial uses and not into official holdings. The consequence would be inadequate growth in the world economy and the pursuit by members of policies that would be severely injurious to the international monetary system, because members would scramble to accumulate an unfair proportion of global reserves.
The United States was in the vanguard in proposing creation of the SDR. One of the chief motives of the United States was to preserve the official convertibility of the U.S. dollar as the de facto primary norm of the par value system. The norm derived its force from the undertaking of the United States to engage in gold transactions for dollars with the monetary authorities of other members for the settlement of international transactions, in accordance with an option recognized by the Articles. The United States saw the SDR as a supplement to its holdings of gold. As SDRs were to be allocated to members at the same rate in proportion to their quotas in the IMF, the United States would receive a substantial part of every allocation that would be made.2 The United States would have wished to have the right to provide SDRs instead of gold if approached by other members for the conversion of dollar balances, because the United States was concerned about the further reduction in its gold holdings as the result of official conversions and the possible impact of this decline on the par value system. In the discussions of the Group of Ten in which negotiations on the SDR were conducted, some prominent industrialized members refused to concur in such a right for the United States. They did not want to undermine the status of gold, and they wished to retain the privilege of receiving gold rather than the novel and untried SDR. The best compromise that the United States could negotiate was a provision under which any member—and not specifically the United States—would be able to use SDRs to redeem holdings of its currency by another member, but only by agreement between the member issuing the currency and the member holding and seeking redemption of its balances of that currency.3
As the negotiators were intent on preserving the par value system and, necessarily therefore, not undermining the role of gold, the negotiators became less motivated by the desire to reform the international monetary system and escape the dilemma posed by deficits in the balance of payments of the United States. The negotiators became more concerned with the challenging but relatively limited objective of ensuring an adequate supply of official liquidity.
Much of the debate on creation of the SDR was concentrated on the provisions for allocating and canceling SDRs, so that they would constitute a sufficient but not an excessive supplement to global reserves in other forms,4 and on the provisions defining the characteristics and uses of the SDR. The asset should be desirable, but not so desirable that it would be hoarded instead of being used, and, at least according to the aim of the United States, not so desirable that it would be more attractive than the U.S. dollar. For some negotiators, the objective was that the SDR should be “as good as gold” or “gold-like,” but others resisted this approach because they wished to preserve the status of gold as the fundamental reserve asset of an international monetary system in which the par value system was an essential element. The outcome was a compromise, in which the SDR was defined in relation to gold:
Unit of value
The unit of value of special drawing rights shall be equivalent to 0.888 671 gram of fine gold.5
This amount of gold was equivalent to the par value of the U.S. dollar. There was, therefore, no reason why anyone contemplating the use of gold or the U.S. dollar as the unit of account in any legal instrument, official or private, should prefer the SDR in this role.
The function of the SDR as a unit of account began to change once members ceased to observe their obligations on exchange rates under the Articles after August 15, 1971. The process was accelerated in 1973 when some European members with leading currencies ceased to enforce fixed rates of exchange between their currencies and the U.S. dollar under stopgap arrangements. Under the First Amendment, the value of the SDR was at par with the U.S. dollar, but as a result of the devaluation of the dollar in December 1971 and again in February 1973, one SDR became equal to 1.20635 current dollars under the Articles. In a transfer of SDRs for currency, the rule of equal value under the Articles had to be observed.6 The rule was applied on the basis of par values, so that the effect on transfers of SDRs for currencies other than the dollar was that the transferor of SDRs received an amount of currency based in effect on the parity between the dollar and the currency received.7
Currencies were being traded in the exchange markets, however, at fluctuating rates of exchange and not on the basis of parities. The discrepancy between parities under the Articles and market exchange rates was a substantial hindrance to the conduct of transactions and operations through the Special Drawing Account as well as through the General Account of the IMF. (Article XXX of the present Articles defines transactions as the exchange of one monetary asset for another, and operations as other uses or receipts of monetary assets.) For the IMF to have gone on insisting that the principle of equal value had to be based on parities with the dollar would have implied that the United States was maintaining the effectiveness of the par value for the dollar in accordance with the Articles, but the IMF had concluded that after August 15, 1971 the United States was not acting in conformity with the exchange rate provisions of the Articles.8 If, for example, it had been assumed that the United States was still maintaining the par value of the dollar, a weakening of the dollar against another currency in the market would have had the effect in transactions involving SDRs not of a depreciation of the dollar but of an appreciation of the other currency. The member issuing the other currency would regard its holdings of SDRs as having declined in terms of its currency. Furthermore, the wide fluctuations in exchange rates that were occurring would appear to be wide fluctuations in the value of the SDR in terms of currencies other than the dollar.
It became a matter of paramount importance for the IMF to find a better unit of account without awaiting amendment of the Articles. The difficulty was that the Articles defined the SDR by reference to gold and there was no currency that could be assumed to be stable in relation to gold so that the currency could be used as the standard by which the gold value of other currencies could be determined.
The task was to find a solution by which the value of the SDR could be related to currencies in general and not exclusively to a single currency, and which might yield results that would fluctuate less than if a single currency were the standard. It would be necessary to subscribe to the legal fiction that, in the prevailing circumstances, the chosen solution yielded a value for the SDR in terms of gold, because of the definition of the SDR in terms of gold under the Articles. In fact, the solution would yield a value for gold by reference to the SDR rather than the reverse. Logic then required that as the value of gold had been found for the purposes of transactions and operations in SDRs through the Special Drawing Account, the solution must apply to the transactions and operations conducted through the General Account also.9
It was inevitable that as the value of the SDR was not to be tied to a single currency, the value had to be tied to a specified composite (or “basket”) of currencies.10 Under a decision of June 13, 1974, which was amended and became effective on July 1, 1974,11 the value of the SDR was deemed to be equal to the total of fixed amounts of 16 specified currencies.12
Fixed amounts of the component currencies can be derived originally from determined percentages of the currencies in the basket. But these percentages are not maintained by reference to the fluctuating exchange rates of the currencies. If the latter technique were followed, the basket would be composed of fixed weights and not fixed amounts of currencies. Fixed weights would imply variable amounts of currencies: the numbers of units of the currencies in the basket would be constantly adjusted. A unit of account composed of fixed amounts of currencies is practicable for use in the markets, because exchange risks resulting from adoption of the unit of account can be hedged against in known amounts of currencies. Both the SDR and the ECU are composed of fixed amounts of currencies, although the negotiation of the amounts begins with determination of the original proportions of the currencies in the total basket.
The exchange rate for the SDR in terms of a specific currency in the basket is calculated as the sum of the equivalents in the specific currency of all the components of the basket. For currency X not in the basket, the calculation involves the SDR value of currency Y in the basket—which is likely to be the U.S. dollar—and the exchange rate between X and Y. The calculations are made on the basis of exchange rates in the market. As noted already, although the basket consists of fixed amounts of the component currencies, the value of the SDR in terms of currencies fluctuates from day to day in response to the fluctuation of exchange rates. A change in the exchange rate of a currency in the basket affects the value of the SDR according to the weight of the currency in the basket, but the justification for this effect is that the weight represents approximately the measure of the currency in international transactions and, more broadly, in the international monetary system itself.
From the outset, the IMF has published the daily exchange rates for the SDR in terms of a wide range of currencies. Some observers thought that publication of this information might induce numerous parties to use the SDR as the unit of account in their own activities. It is clear, however, that the IMF adopted the new method of valuation of the SDR simply in order to have a unit of account that would enable the IMF to conduct its transactions and operations effectively through the two Accounts of the IMF under the First Amendment. The new method of valuation was an extraordinary development that occurred under the pressure of exchange rates13 fluctuating in violation of the provisions of the Articles.14 The action can be seen as one of self-defense by the IMF, in its own interest and for the benefit of its membership as well. Some members and some courts have shown similar boldness in directing or deciding how gold units of account in treaties are to be applied after the par value system broke down and in the absence of amendment of the treaties. One solution has been to determine the SDR equivalent of the gold unit of account on the basis of the ratio between the definition of the gold unit of account and the definition of the SDR before the Second Amendment, and then to apply the value of the SDR in terms of the appropriate currency (“the SDR solution”).
Two years after the adoption of the original basket, the Executive Board considered the method of valuation again but decided to make no change. The Executive Board had already become aware of the fact that the SDR was beginning to be considered a desirable unit of account outside the IMF, and the Board concluded that a change after so brief an interval might hinder this process. At the same time, it was thought that future adaptation of the method of valuation might encourage a broader use of the SDR as a unit of account, and that in turn this development might enhance the status of the SDR in the international monetary system.
On July 1, 1978, the first revision of the basket took effect,15 in accordance with a decision of March 31, 1978. The composition of the first revised basket was determined by much the same criteria as had been applied in assembling the original basket. The decision of March 31, 1978 set forth in addition the criteria for future changes, so that these changes would be infrequent, reasonable, and as predictable as possible.
The principles for future revisions were amended by a decision of September 17, 1980.16 The second revision of the basket became effective on January 1, 1981 in accordance with the revised principles. If the timing of the second revision had been determined by the decision of March 31, 1978, the change would not have become effective until July 1, 1983. The most striking aspect of the accelerated change was that the basket was reduced to five currencies, as follows:
This impressive change in composition was the result of a staunch effort, the latest in a series of unsuccessful attempts,17 to establish a Substitution Account in which members could deposit U.S. dollars in exchange for SDR-denominated claims. It was desirable that a claim should be comparable in characteristics and uses to the SDR. If the claim was more attractive than the SDR, the effect would be to hinder the cause of making the SDR “the principal reserve asset in the international monetary system.”18 If the claim was less attractive, members would not be encouraged to hold it instead of other reserve assets. Members would not want to show that they were holding less attractive assets in their reserves as the result of substitution.
The assignability of the claim was an important consideration in the debate about a Substitution Account. Although it was intended that originally claims against the Account should be assignable only to official holders, the prospect was foreseen that at some future date the claims might be made assignable to nonofficial holders also. A member depositing dollars in the Substitution Account would be surrendering a fully assignable reserve asset that was readily available in support of the member’s currency. The wider the range of possible assignees, the greater would be the confidence of depositors and other holders, whether public or private, that the claim was competitive with other assets.
The motive for reducing the number of currencies that composed the basket was not related solely to the project of a Substitution Account. Making the SDR the principal reserve asset in the international monetary system was another motive. Progress toward this end probably must be the aim of any change in the method of valuation of the SDR, but much importance was given to changes in the method that would encourage public and private parties to use the SDR as a unit of account in expressing rights and obligations and as a denominator for other purposes. Once again, it was thought that the status of the SDR in the international monetary system would be enhanced if those practices were to spread. The IMF’s Interim Committee, in its communique of September 29, 1980, commented on the reduction of the SDR basket to five currencies in this way:
In the view of the Committee, this important action, which gives practical effect to the Committee’s recommendation at its meeting in Hamburg, will further enhance the attractiveness of the SDR and promote its use by private as well as public holders.19
The basket of 16 currencies included many currencies that members would not think of holding in their reserves. Holding SDRs or SDR-denominated claims valued according to such a basket might seem to be equivalent to holding the currencies themselves. The IMF concluded that the basket should be composed of only a few currencies for which forward as well as spot exchange rates in active exchange markets and domestic interest rates were available at all normal times. Baskets composed according to this criterion would make it easier for parties subject to obligations expressed in SDRs to hedge against the exchange risks to which parties were subject, and, in addition, would make hedging less expensive for them. These considerations were particularly important because meager facilities for hedging operations denominated in SDRs meant that the obligors would have to hedge in the currencies themselves, in proportions corresponding to the weights of the currencies in the SDR basket. Simplification of the basket might help banks and other entities to offer instruments denominated in SDRs that public and private obligors and investors would be willing to hold as a hedge, or as an investment, in lieu of the individual currencies composing the basket.
It has been noted above that the IMF’s decision of September 17, 1980 simplifying the SDR basket to five currencies also modified the principles for future revisions.20 The decision calls for revisions at intervals of five years unless the IMF decides otherwise as the result of a quinquennial examination. The basket is to contain the currencies of the five members whose exports of goods and services during the specified five-year period exceed in value the exports of other members. In the interest of stability in the method of valuation, however, a member’s currency will not replace another member’s currency already in the basket unless the value of the former member’s exports exceeds the value of the latter member’s exports by a certain minimum. The reduction of the number of currencies to 5 was inspired by the further objective of fewer changes in component currencies than might occur with a basket of 16 currencies.
The percentage weights of currencies in the basket must reflect broadly the value of exports of goods and services over the five-year period and the value of the balances of a currency held by other members at the end of each year of the period.21 These criteria, however, do not obviate a certain amount of political negotiation on the percentage weights, particularly among the members that issue the five currencies in the basket. To accelerate decisions, the Executive Board may consider it advisable to abide by any agreement negotiated among the five members, provided that it does not depart too far from the criteria.
A difference between the first and second decisions can be detected in the attitude to application of the criteria that govern the weights of currencies in future modifications of the composition of the SDR basket. The first decision required a fastidious observance of the criteria, subject to minor rounding. The amounts of the 16 currencies in the basket were to be determined on the last working day preceding the effective date of a revision in a manner designed to ensure that, at the average exchange rates for the three months ending on the last working day, the shares in the basket would correspond to percentage weights for each currency. These percentages were to be established “in the proportion” that the value of the exports of goods and services of each member having a currency in the basket, plus the value of other members’ holdings of the member’s currency, bore to the total sum of the exports and holdings of all 16 members, with rounding to the nearest ½ of 1 percent.
Under the second decision on future changes, the amounts of the 5 currencies are again to be determined in the manner prescribed by the first decision, but strict proportionality is not necessarily the outcome. The percentage weights are to “reflect” the factors of exports and holdings mentioned above “in a manner that would maintain broadly the relevant significance of the factors that underlie the percentage weights.” Rounding is to be made to the nearest 1 percent “or as may be convenient.”22
The less rigid features of the second decision suggest that, although the review preceding a possible revision will begin with the mathematical results of applying the two factors, the IMF may depart from those results, although not radically. The IMF may wish to take account of both economic developments not foreseeable by the decision on future changes and the quality of available statistical data. The IMF may wish to depart to a modest extent from the mathematical results in order to reduce the need for future changes and therefore in the interest of maintaining continuity.
The third revision of the basket took effect on January 1, 198623 in accordance with the decision of September 17, 1980. The composition is as shown in the following table:
On October 9, 1990, the IMF announced the fourth revision of the basket.24 With effect from January 1, 1991, the list of currencies remains the same, but the percentage weight of each on the basis of which the amounts are to be calculated will be as follows.
This revision has been made in accordance with the IMF’s decision of September 17, 1980. The amount of each currency in the basket will be calculated on December 31, 1990. The calculation will be made on the basis of the average exchange rates for the currencies over the three months ending on that date, once again in such manner as ensures that the value of the SDR in terms of the currencies will be the same on December 31, 1990 under both the third and the fourth revision.
The use of the SDR as a private unit of account increased somewhat as a result of the reduction of the basket to five currencies, but private use has now become negligible.25 The explanation of this mediocre performance is not altogether clear. Certainly, the IMF’s efforts to encourage use of the SDR as a private unit of account have been less than vigorous, possibly because most of the debate within recent years has been devoted, without success so far, to the desirability of, and the justification for, further allocations of SDRs as a technique for improving the international monetary system. The asset has become a progressively smaller proportion of global reserves, while disagreement persists on an appropriate function for it in the international monetary system. It may be, however, that this problem would not have to be resolved, to enable the SDR to function as a popular unit of account in private use.
An outstanding reason for the failure of the SDR to become a unit of account in widespread use may be the large percentage of the U.S. dollar in the basket that determines both the valuation of the SDR and the interest rate on holdings of SDRs (40 percent). In view of this weight, private parties may think that there is not enough inducement to abandon their traditional use of the U.S. dollar as their unit of account. The geographical breadth of the currencies that compose the SDR may be considered inappropriate by some parties because the composition is broader than the activities they engage in or because the currencies in the SDR basket fluctuate too much against each other to produce a desirable weighted average. If private parties do engage in worldwide activities, they may find that their needs are so large or so diverse that they cannot readily be accommodated by using the SDR as the unit of account. These parties may find it more convenient to establish their own model for hedging in currencies. The power of the IMF to change the method of valuation of the SDR may be a deterrent to use of it as a private unit of account. Contracting parties may provide that the method in force before a change shall continue to apply,26 but this technique would mean that the IMF’s judgment about the appropriate definition of the unit of account, which originally might have been a major inducement for the parties to adopt the SDR as their unit of account, would cease to be observed.
It has been suggested that if the IMF were to supplement its general resources by exercising its power to borrow from nonofficial lenders and by borrowing in this way on the basis of the SDR as the unit of account, a broader private use of the SDR as a unit of account would be encouraged.27 A report by the Treasury of the United States to Congress on March 15, 198528 pointed out that certain questions of compliance with state and federal laws in the United States by the IMF or lenders to the IMF would arise if the IMF entered domestic capital markets either by public placement or by contracting loans from commercial bankers. It is not clear to what extent, if at all, questions of compliance would be affected by use of the SDR as the unit of account in such operations in the United States. The report makes the following broad statement about other countries:
Legal restrictions on the SDR-denomination of obligations payable in national currency continue to be in effect in several countries that are IMF members and whose national currency the IMF might wish to borrow.29
The IMF has a more closely defined authority to hold SDR-denominated claims against private parties than to subject itself to SDR-denominated claims against it by private parties. For example, the Articles expressly prevent the IMF from creating claims against private parties with resources of the Special Disbursement Account or the Investment Account.30 No limits are placed on the lenders from which the IMF can borrow and to which it can undertake to repay claims against it on the basis of the SDR as the unit of account.31
There would be irony in an effort by the IMF to improve the status of the SDR by entering into SDR-denominated transactions or operations with private parties. The policy would be ironic because the creators of the SDR as an official asset resolved that private parties should not be allowed to hold it. The negotiators of the ECU have followed this precedent. There is no evidence so far of an official inclination to remove the barrier in the case of either asset, but some academic economists press for a breach in the obstacle.
If the use of the SDR as a unit of account in private activities has been negligible, in treaty law the SDR has been employed extensively, and the process continues. The SDR appears as the unit of account in a long list of new treaties and amendments of earlier treaties still in force.32 Some treaties have created new international or regional organizations. In some organizations in which the constitutive treaty has not been amended, the SDR serves as the unit of account as the result of interpretation or administrative decision by the managers of the organization.
The international tendency is to adopt the SDR as the unit of account in groups of treaties dealing with related or comparable activities. Conventions dealing with the limitation of liability incurred in international maritime activities, or in the course of, or related to, international transportation by air, road, or rail, or in multimodal movement, are two examples of groups of treaties. Another example consists of conventions dealing with international communications, such as postal services and telecommunications. The financial activities of international organizations constitute another field in which the SDR operates as the unit of account under a number of treaties or in the practice of international or regional organizations. These categories do not exhaust the uses of the SDR already made in international law.33 In addition, the example of treaty law can influence national statutes that are not dictated by the necessity to implement obligations under treaties.34
The United Nations Commission on International Trade Law (UNCITRAL) adopted a decision in July 198235 that dealt with two main topics: the choice of a unit of value for international transport and liability conventions, whether global or regional in character, and provisions to facilitate adjustment of the limit of liability to reflect changes in purchasing power. UNCITRAL recommended the SDR as the unit of account. On the maintenance of purchasing power, UNCITRAL made alternative recommendations. One approach was that the number of SDRs to which liability was limited by a convention should be linked to a price index considered appropriate for the activity regulated by the convention. The other approach was a provision under which a simplified procedure would be adopted both for convening the contracting states and for enabling them to increase or decrease the limits of liability.
Motivations vary for the choice of a unit of account in treaties as a reaction to fluctuations in exchange rates. For example, the motive may be to make sure that at any particular time it will not be more advantageous for a claimant to pursue his claim in the courts of one country rather than another or to obtain payment in one currency rather than another. That is to say, the object may be to eliminate “forum shopping.” This motive can be said to be concerned with uniform value at one moment of time. Another motive, however, may be related to the exchange value of the rights and obligations of the parties over time. The parties may want to be satisfied, first, that the exchange value transferred at one date will be kept intact (maintained) at all times, or, second, that the exchange value transferred at one date will be no more and no less than the exchange value transferred at another date. An example of the first class would be the case in which a subscription must be adapted in the light of changes in exchange rates. Examples of the second class would be advances under a loan agreement and repayments of equivalent value at later dates, or the payment of subscriptions by a number of parties at different dates but at equivalent value whenever paid. The common element in all such examples of the second class can be said to be concern with equivalent value in contrast to the concept of uniform value that has been cited, but the parties to a treaty can have both motives in mind. The Articles of the IMF are a treaty in which examples can be found of both kinds of provisions.
Diverse views of what constitutes equivalent value over time may help to explain why the negotiators of some treaties, particularly treaties that deal with financial activities, have sometimes adopted provisions that the negotiators hoped would be safeguards against changes in the IMF’s method of valuation of the SDR. The negotiators have authorized the administrators of the treaty to decide not to apply the IMF’s new method of valuing the SDR after the IMF has changed the method. The administrators may be authorized to abide by the IMF’s earlier method of valuation, or to modify the IMF’s method, or to abandon the SDR altogether in favor of a different unit of account. If the negotiators of a treaty are influenced by the concept of uniform value, they are likely to be less concerned about safeguards against changes by the IMF in its method of valuing the SDR.
The reasons for the spreading use of the SDR as the unit of account in treaties are manifold. The SDR has the cachet of being the unit of account of the central organization in the international monetary system. The IMF publishes the daily rates of the SDR in terms of currencies, the rates are readily available to all who need them, and it is unnecessary for others to establish procedures of their own to determine exchange rates. Procedures can be complex and costly. Another reason may be that the currencies now composing the SDR basket are the chief currencies in international trade and payments and are not confined to a single geographical area.
The IMF’s basket of 16 currencies might have seemed even more satisfactory for parties considering a unit of account for their treaty or organization. The 16 currencies were issued by members that accounted for more than 75 percent of the exports of goods and services by all members, while the proportion was reduced to less than 50 percent for the basket of 5 currencies, but to a slightly larger proportion if the exports of members that peg their currencies to the SDR were included in this calculation. The difference between the two baskets was much less when compared on the basis of the holdings by members of currencies in the basket. The 5-currency basket, though less representative of all currencies, is likely to have the advantage noted earlier of a more stable composition than the 16-currency basket.
It has been seen that under some treaties the SDR performs the function of unit of account when uniform value is the objective, and that the negotiators of these treaties may be less concerned with the stability of the IMF’s method of valuation. If equivalent value is the objective, it is usually because the contracting parties are called on to make payments, and there is greater concern that there should be no advantages or disadvantages for some payors compared with others because of the passage of time. Changes in the method of valuation of the SDR may seem to create this risk. It is a risk not arising from the fluctuation of exchange rates, which after all affects the way the SDR operates when the method of valuation remains unchanged. The concern is that revisions of the method by the fiat of the IMF change the way in which fluctuations in exchange rates affect the behavior of the SDR. Revisions may create risk that contracting parties considering a unit of account are unwilling to accept.
To reduce this concern, the Articles require high majorities of the total voting power of members for decisions to change the method of valuation of the SDR. The majorities may deter changes that are not thoroughly justifiable, and therefore may enhance the stability of the method already in effect. The majorities, in short, may be regarded by the negotiators of other treaties as an argument in favor of adopting the SDR as their unit of account.
The Articles provide that decisions on the method of valuation require a majority of 70 percent of the total voting power of the membership, provided that 85 percent is necessary for decisions to make a change in the principle of valuation or a fundamental change in the application of the principle in effect.36 The criteria for determining how proposed changes are to be classified are not spelled out. There seems to be a presumption that can be drawn from the structure of the provision governing the method of valuation that a proposal will not require the higher majority, although the presumption can be rebutted. The evidence for this presumption is strengthened by the decision taken when the basket was reduced from 16 currencies to 5. The IMF held that the lower majority sufficed. A majority of the votes cast is sufficient, however, for a decision on the classification of a proposed change that will determine the majority necessary for adoption of the change. The majority of the votes cast is the lowest of the various majorities required for decisions by the Articles. It has been chosen for the purpose of classifying a proposed change in the method of valuation of the SDR so as to make it highly unlikely that a position of stalemate would be reached before the merits of a proposal could be considered.
The ECU is at the center of the EMS and has a number of important functions within it. The many functions may help to explain why the ECU, a feature of a regional monetary system, is being used much more broadly as a private unit of account than the SDR, even though the SDR is a unit of account in a worldwide discretionary system of exchange arrangements. Another explanation of the comparative success of the ECU as a unit of account is that it is associated with a system of fixed exchange rates and has been relatively stable within the area in which the system operates. Nevertheless, the EMS permits exchange rates to fluctuate within not insubstantial margins around parities, and (in late 1990) within considerably wider margins for two of the currencies that compose the ECU basket. In addition, realignments of exchange rates can take place and have occurred within the parity grid, although the frequency of realignments has diminished. This development supports the observation that the EMS is approaching the ideal of a zone of monetary stability.
The ECU is a composite of fixed amounts of the currencies of all member states of the EC whether or not the member states are participating in the exchange rate and intervention arrangements (the exchange rate mechanism or ERM) of the EMS. In this respect, the ECU differs from the SDR, because only five of the currencies of the 154 members of the IMF at the end of September 1990 are included in the SDR basket. The idea was advanced briefly at one time that the SDR might be composed of specified amounts of the currencies of all members, but although the idea had a formal appeal, it gained no momentum because of its impracticality.
An argument has been made that the ECU was becoming overcrowded as a result of the entry of new member states into the Community and was becoming less attractive as a private unit of account. The greater number of currencies, however, has not prevented an increasing use of the ECU as a unit of account. The ECU has proved to be more stable in value than the SDR, even though the SDR is composed of a small number of currencies, and even though all of them are backed by substantial economies. The legal texts, however, do not clearly prescribe that the ECU must be composed of the currencies of all member states of the Community, or even of all participants in the ERM.
The composition of the ECU from January 1, 19791 to September 16, 1984 is shown in the following table:
It will be recalled that the initial percentages determined the amounts of the units of component currencies, but that at all subsequent dates the percentage weight of each currency in the basket varied with movements in exchange rates. The weight of appreciating (“strong”) currencies increases, and the weight of depreciating (“weak”) currencies decreases.
The composition of the ECU basket from September 17, 19842 to September 20, 1989 was as follows:
The revision brought the drachma into the basket and changed the weights of other currencies. The treaty admitting Greece to the Community provided that the drachma would be included by December 31, 1985, but before that date if in the meantime the basket were changed. The revision did occur after the period of five years prescribed for re-examination of the basket had expired. One school of thought feared that revision of the basket would shake market confidence in the ECU as a unit of account and would reduce the dimensions of the market in private ECUs. The change did not have this effect, perhaps because the deviations from the original weights were kept modest in order not to disrupt the exchange markets.3 Furthermore, the resolution of December 5, 1978 of the European Council provides that a revision of the basket must not in itself modify the external value of the ECU at the time of the change.
The value of the ECU in terms of currencies remains the same immediately before and immediately after a revision of the basket, so as not to disturb the exchange markets. The same principle is observed with respect to changes in the SDR basket. Over time, however, the value of the ECU and of the SDR may differ from what they would have been had the revision not been made4, but a new definition will have been intended to achieve stability in the value of the unit of account in the conditions that gave rise to the change.
Spain and Portugal became members of the Community on January 1, 1986. The Council of Ministers decided at its meeting of June 19, 1989 to revise the composition of the ECU and, at the request of these two members, to include the Spanish peseta and the Portuguese escudo in the ECU as of September 21, 1989. The decision specified the weights and provided that the new composition would be derived from these weights on the basis of the exchange rates recorded on the European markets at 2:15 p.m. on September 20, 1989. The interval between the announcement and the determination of the new basket was designed to provide the private ECU market with a period for adjustment and to avoid disruption of the market. No such interval occurred before the change in the composition that took effect on September 17, 1984.
The new percentage weights reflect not only the inclusion of the peseta and the escudo but also some reapportionment of the weights of the other ten currencies. The combined weight of the peseta and the escudo is 6.1 percent, but because of the reapportionment the new weights of the other currencies have not been proportionately reduced by this uniform amount.
The composition of the ECU that became effective on September 21, 1989 is as follows:
While the revision of the basket changed the amounts of currencies, the value of the ECU expressed in any one currency was unaffected at the time of transition to the new basket. Similarly, the revision did not bring about any change in ECU central rates of currencies, the grid of bilateral central rates, or bilateral intervention limits, although Spain’s participation in the EMS as of June 19, 1989 and the United Kingdom’s participation in the ERM with effect from October 8, 1990 did create a new set of central rates and intervention limits. A new set for the lira resulted also from the decision of Italy on January 5, 1990 to reduce the fluctuation margins of the lira in the ERM. Finally, these developments produced no change in the representative rate of the ECU in terms of the SDR as calculated by the IMF.
However, the inclusion of the escudo in the ECU but not in the ERM, the peseta in both but with wide margins in the ERM, and the United Kingdom in the ERM with similarly wide margins has had an impact on the divergence indicator. The precision of the indicator will be reduced even further than had been the result of the earlier inclusion in the ECU of the pound sterling, the Italian lira, and the Greek drachma, notwithstanding the corrections made for deviations of these currencies from their notional central rates by more than 2.25 percent. The divergence indicator has had much theoretical but little practical importance, so that the decline in its effectiveness is not likely to have dramatic consequences.
The resolution of the Council of December 18, 1978 that set forth the original composition of the ECU stated in Article 2 that:
The Council, acting unanimously on a proposal from the Commission after consulting the Monetary Committee and the Board of Governors of the [European Monetary Cooperation] Fund, shall determine the conditions under which the composition of the ECU may be changed.
A formula for determining the original composition of the ECU or for making changes in the composition has not been published. The Council’s resolution of December 5, 1978 on the establishment of the EMS says only that the criteria for revisions will be made in line with underlying conditions. The criteria for arriving at percentage weights (and therefore currency amounts) probably reflect such economic factors as shares in the Community’s gross national product, in intra-Community trade, and in the Community’s financial facility called the Short-Term Monetary Support Credit Facility. It is probable that criteria have not been published so as to avoid speculation based on forecasts about changes. The practice of not publishing criteria avoids rigid dictation by economic data, and leaves some elbow room for political negotiation, an activity that has been noted already in connection with the SDR notwithstanding publication of the criteria for changes in the method of valuation.
The IMF has concluded that publication of the criteria will promote predictability and be helpful for entities that use the SDR as their unit of account. The IMF has taken steps to reduce the likelihood of changes, for example by reducing the basket to five currencies and by providing that a currency will not replace a currency already in the basket unless the exports of the issuer of the former currency exceed the exports of the issuer of the latter currency by at least 1 percent. For both the SDR and the ECU, the prospect of frequent changes is reduced by the practice of normally considering revisions at quinquennial periods only.
The Council’s Resolution of December 5, 1978 provides that the weights of currencies in the ECU would be re-examined and if necessary revised six months after entry into force of the EMS and thereafter at quinquennial periods or, on request, if the weight of any currency rises or falls by 25 percent when compared with the original weight. Italy requested an adjustment in the weight of the lira in the first review, because the currency had lost more than 25 percent of its initial weight in the basket, but it was decided to maintain the weights of all currencies without change. From time to time, fluctuations in exchange rates have brought about substantial changes in the percentage weights of currencies in effect at the inception of the ECU basket, but requests for revision were not made. It is not said which entities may make the request: it may be the participant issuing the currency that has changed in weight, or any participant that has a currency in the basket, or, in accordance with the Council’s resolution of December 18, 1978, the Commission. Revisions occur also when the currency of a new member of the Community is to be included in the ECU. The absence of precise details in the provisions that govern many aspects of the EMS and the ECU is typical of the policy of joint and pragmatic management of the EMS by participants and Community bodies.
Revision of the weights is to be “mutually accepted,” and the Council, acting unanimously, determines the conditions in which the composition of the ECU may be changed. There must be unanimity, therefore, in favor of a revision among the participants that have currencies in the basket and probably the participants issuing currencies to be included for the first time. Unanimity for decisions to change the weights in the SDR basket would be too constraining, but the majorities of 70 percent and 85 percent of the total voting power of members of the IMF are high. According to the Council’s Declaration of September 15, 1984, the change in the ECU weights that was to take effect on September 17, 1984 was made by the Council on a proposal advanced by the Commission after consultation with the Monetary Committee and the Board of Governors of the European Monetary Cooperation Fund (EMCF). This procedure is in accord with the Council’s resolution of December 18, 1978.
The flexibility of joint management of the EMS that the legal instruments permit was probably deliberate, particularly because it was intended originally to move from the initial phase of the EMS to the more developed institutional phase after two years. The move has been postponed sine die. The Delors Committee Report issued in 1989 foresees three stages for the achievement of such union under whatever changes in treaty law might be required for this purpose.
The method of valuation of the ECU must be distinguished from changes in the parity grid resulting from changes in the relationship between the ECU and a currency, namely realignments within the EMS. The composition of the ECU has been changed only once so far. Realignments have occurred on 12 occasions. Only 5 have taken place since 1983.
A fundamental reason for the increasing success of the ECU as an official and private unit of account is that it is both a symbol of, and an instrument for, progressively closer relationships among the member states of the Community in an enormous range of activities. The member states recognize the contribution that the ECU has made to this process, and they take action to promote further advances. It has been said that
EC institutions and certain European governments have actively supported the use of the ECU in private markets through suasion, through market operations in the unit, and in some instances through preferential treatment.5
This zeal is unmatched by the members of the IMF in their attitude toward the SDR. There is no political motive among them that corresponds to the aim of member states of the EC to constitute a veritable community with a synergetic power in the world.
Power in monetary affairs means to a large extent freedom from the consequences of the power of the United States. The gyrations in the exchange rate of the U.S. dollar have had painful effects on European economic conditions. The ECU is seen as something that could become a currency with a status not less than that of the dollar and the Japanese yen.
Evaluation of the success of a unit of account as a safeguard against risk depends always on a comparison with other possible units, including the currencies that are especially relevant to a private party’s interests. As transactions are usually bilateral, stability is a concern shared by both parties, because one party’s benefit is matched by the other party’s detriment. A composite unit may be less satisfactory in hedging against risk than hedging with currencies that more exactly match the interests of parties, but this form of hedging is likely to be more burdensome and perhaps more costly. It is also possible that a perfect match is too difficult to achieve, and perhaps impossible, because of the illiquidity of some exchange markets.
In addition, a composite unit may satisfy the desire for greater stability than can be achieved by the use of a single currency, although this is not inevitable. The basis for the expectation of greater stability is that the movement in one direction of one or more currencies in the composite may be matched by the movement of the other currencies in the opposite direction. The ECU offers the possibility of stability not only because it involves the idea of averaging among the exchange rates of currencies, but also because the currencies are tied to each other within an exchange arrangement that is subject to legal regulation. In the latter respect, the SDR offers no comparable promise of stability.
Considerations of stability have special importance in an area such as Europe. The member states of the Community have close economic ties and conduct a substantial volume of their external trade with each other. More European commercial entities may be involved in intra-European trade than are involved in worldwide trade for which prima facie the SDR might be more appropriate if a composite unit of account is under consideration. Even for non-European firms that engage in business in Europe, the ECU as a unit of account may seem to be less cumbersome and less costly, as well as less risky, than dealing in a range of European currencies. For both European and non-European firms, these advantages may be a sufficient inducement to use the ECU as a unit of account even if it is not a perfect match for a firm’s business interests. Similar considerations may apply to the denomination of financial assets and obligations.6 The operating rules of the EMS and the composition of the ECU give a sense of security that the ECU will be reasonably stable in terms of most currencies in the ECU basket when compared with other possible units of account, and as time goes by experience may intensify this confidence.
In the earlier days of the ECU market, the use of the ECU was largely confined to financial transactions, but it was recognized that the main breakthrough would come with the use of the ECU as the unit of account for billing or invoicing in commercial transactions. The evolution of this practice, however, continues to be slow,7 although it has been suggested that development of the private ECU has benefited in the early stages by being a financial rather than a commercial phenomenon. Innovation is easier in the more homogeneous world of finance than in the more heterogeneous world of commerce.8 It would seem, however, that there will be an interaction among the banking, bond, and commercial markets, so that increased ECU activity in any one of them will produce expansion in ECU business in the other two.
The participants in the EMS have responded to the call of Community organs to promote the private ECU by freeing it progressively from the regulations that have circumscribed domestic banking and capital markets. Community organs have recommended that the ECU should be treated as a foreign currency. Transactions in foreign currencies have not been subject to some of the regulations that applied when the domestic currency was involved. The creation and growth of the Euromarket demonstrated the desire of private parties to escape from the constriction of controls. With the increasing fluctuation of exchange rates, the desire of private parties to enjoy both freedom and exchange rate stability became more pronounced. The ECU as a unit of account seems to promise progress toward this ideal.
The ECU market may be seen as a competitor to the Euromarket.9 A difference between ECU transactions in an EMS country and Euro-transactions is that the ECU includes an amount of the local currency where a transaction is entered into, while the Eurocurrency contains no element of local currency. In the case of the ECU transaction, the local currency portion may not be large, but it was sufficient to influence some members of the Community to refuse to treat the ECU as if it were a foreign currency. Regulations applicable to the national currency have applied to the national currency portion of the ECU.
The success of the ECU as a private unit of account promotes further success. A true market is a prerequisite of progress: there must be sufficient buyers and sellers so that there will be adequate liquidity. When the private ECU began its career, this condition was not satisfied. If a bank accepted a deposit in ECUs, it had to find a borrower or purchaser willing to do business in ECUs, and borrowers or purchasers might be too few. In these circumstances, the bank had to protect itself by “unbundling” the ECU: the bank had to protect itself by acquiring all the currencies in the ECU and in the same proportions as in that composite. This form of protection was awkward and costly for the bank, and it increased the cost charged by the bank for doing business in the ECU.
As the market grows, offsetting transactions in assets and liabilities become easier without unbundling. Costs are reduced, and the lessened variability of exchange rates enhances the attractiveness of the ECU as a unit of account. The whole process is sometimes described as one in which the ECU becomes transmuted from a basket of currencies into a basket currency.10
The Community organs and member states have taken steps to make the ECU a popular unit of account for private purposes, but private entities, particularly banks, have taken initiatives of their own. The success of the ECU as a unit of account is indeed largely the result of spontaneous action by private parties. It was realized at an early date that a clearing system would broaden the market and make it more efficient. The ECU would then become more clearly a monetary unit sui generis, and the need to unbundle it into its component currencies for the purpose of settlements or other transactions would be greatly reduced. A clearing system was perceived to be necessary both as the consequence of the growing use of the ECU and as an impetus to an even broader use.
The development of a clearing system took place in stages. At first, if one bank had to make a transfer to another bank in respect of an obligation denominated in the ECU, the procedure was cumbersome because transactions in all the component currencies were necessary. This disadvantage led to ECU clearing arrangements by which any two banks could establish ECU-denominated accounts with a third bank as the clearing bank, with the result that transfers could be made on this bank’s books without the transfer of funds. As several banks performed this clearing function, the next stage was clearing arrangements between any two clearing banks in order to deal with the balances on their books resulting from the first set of clearing transactions. Settlement of balances at this second stage was not required up to a certain ceiling. Balances above the ceiling were settled in the component currencies of the ECU. This arrangement was coupled with an agreement that the final settlement would be made through one of the clearing banks on behalf of the others, with each participating bank acting for one month on a rotating basis.
Clearing arrangements have been facilitated by the fact that the market has moved to an “open” definition of the ECU. When the ECU came into being under the Basle Agreement, the definition of the ECU coincided with the definition of the European unit of account (EUA) as adopted by the Monetary Committee of the EC on March 18, 1975. The EUA was a “closed” basket, which means that the fixed amounts of the nine currencies in the basket were not subject to change. The ECU basket, however, was “open” to change. Since 1981, financial and commercial parties have moved to the open basket, namely, the basket as defined from time to time under EMS arrangements and not as defined at some earlier time, such as the date of entry into a transaction.
Originally, the market consisted of short-term time deposits denominated in ECUs, and the “closed” basket gave more assurance of stability in relation to the maturity of the account. When the market expanded to include long-term Eurobonds, it seemed advantageous economically to follow the official line on valuation. This development has enhanced the status of the ECU by excluding the concurrent existence of a variety of ECUs, which would have impeded transactions among them because of the different values of these ECUs. In addition, it has become easier to deal in private ECUs without the necessity for discharging ECU-denominated obligations in the component currencies, “Closed” (sometimes called “fixed”) definitions of the SDR have not disappeared, and one such definition has been resorted to recently by at least one international organization.11
The clearing system outlined above was not optimal because the number of participating banks, and therefore the volume of transactions, was limited. A truly multilateral clearing system was desirable. In 1982 the Commission of the European Communities took the initiative to appoint a working group, consisting ultimately of a number of banks from all member states of the Community, the Commission, the European Investment Bank (EIB), and the European Banking Federation, to study and report on a worldwide clearing mechanism for the private ECU. This remarkable step by an official entity, involving the cooperation of both official agencies and private parties, has had no parallel in the case of the SDR.
The result of the official initiative has been the creation of an institutionalized ECU clearing system. The legal instruments for this purpose include By-Laws of the ECU Banking Association and an agreement between the Association and the Bank for International Settlements (BIS) signed on March 21, 1986 in Paris.12 The Association consists of a group of banks in member states of the Community that are actively engaged in the ECU market. The aim is to have as members of the Association at least one headquarters or branch bank in every member state of the Community.
The Association is a nonprofit-making entity organized under French law. The purpose of the Association is “to organize, facilitate and develop operations in ECU in all possible forms.”13 This purpose is followed by four specific purposes, of which the fourth is to
design, with the help of third parties, a clearing system to enable its members to offset their reciprocal claims and debts in Ecu and to balance their creditor or debtor positions in Ecu.14
The Association is authorized by its By-Laws to adopt rules governing the participation of clearing banks in the clearing and settlement system. The By-Laws declare that the Association intends to act in compliance with the regulations regarding the ECU of the Community, the central banks of member states of the Community, and the EMCF.
The BIS acts as the central clearing house. The clearing system is outlined in a press release distributed by the BIS and the Association. The final step in the clearing process is a debit or credit each day to the ECU account each clearing bank holds at the BIS. The banking functions under the agreement are performed by the BIS. The technical functions of “netting” are performed by SWIFT (Society for Worldwide Interbank Financial Telecommunications) under its agreement with the Association. The system is so designed as to protect the clearing banks and the BIS against defaults either for technical reasons or because of insolvency.
The system came into effect on October 1, 1986 for a trial period of 12 months. On the basis of the experience gained during that period, the agreement between the BIS and the Association was amended and supplemented, principally in order to facilitate the daily execution of the clearing operations. The revised agreement of April 30, 1987 replaced the agreement of March 21, 1986.15 By March 31, 1990, the number of banks participating in the system had reached 45.16
The ECU Banking Association has appointed a number of committees, including a Legal Committee. The purposes of this Committee are to examine the legislative, monetary, and currency regulations of each member of the Community with regard to the ECU, and in the light of these examinations to evaluate the prospects for greater use of the ECU in national and international transactions. The Committee is also to determine, at the levels of the Community and member states, the most effective way to guarantee the conditions for this greater use of the private ECU.
The Single European Act suggests that member states will take further action to expand the use of the private ECU. The new Article 102A inserted in the Treaty of Rome provides a new—and perhaps the first clear and comprehensive—legal basis for the EMS and the ECU. In cooperating to ensure convergence of the economic and monetary policies necessary for the further development of the Community, member states
shall take account of the experience acquired in cooperation within the framework of the European Monetary System (EMS) and in developing the ECU, and shall respect existing powers in this field.
Article 102A declares also that insofar as further development in the field of economic and monetary policy necessitates institutional changes, the provisions of Article 236 of the Treaty of Rome shall be applicable. This formulation means that unanimity among the member states and ratification by national legislatures would be required for the necessary amendments. Changes requiring amendments, therefore, might be more difficult to accomplish than adoption of the EMS itself proved to be. The pace of change and the necessity for legal measures are discussed in the Delors Committee Report.
The topic of the relationships, present or potential, between the two major composite units of accounts has not been the subject of much consideration. The topic is largely, although not wholly, one of the relationships between the SDR and the ECU as official reserve assets. The IMF is not able to receive ECUs from members in settlement of repurchase obligations arising from transactions carried out through the General Resources Account: the IMF can accept only SDRs or the currencies of members, other than the currency of the repurchasing member, specified by the IMF.17 It is not impossible however, to imagine situations in which the IMF could hold ECUs without transgressing its Articles. Under Article V, Section 2(b), the IMF can administer resources contributed by members for purposes consistent with the Articles, without involving recourse against the IMF’s other assets. Council Regulation No. 3066/85 of October 28, 1985 provides that the EMCF can grant to international monetary institutions the status of “other holders” of ECUs on terms and conditions with respect to the acquisition, holding, and use of ECUs.18 The EMCF could grant this status to the IMF so that it could undertake a service involving the administration of ECUs that was beneficial to members and could be performed by the IMF under Article V, Section 2(b).
Under the Basle Agreement, claims by a creditor central bank against a debtor central bank arising from financing operations under the Agreement are denominated in ECUs. Insofar as settlement is effected only partially by transferring to the creditor central bank its own currency or ECUs, settlement is to be completed by transferring other reserve assets in accordance with the composition of the debtor central bank’s reserves at the end of the month preceding the settlement. The debtor central bank’s assets can include SDRs or a reserve position in the IMF, which is denominated in SDRs according to the IMF’s Articles.
The technical problem arises of determining the rate between the ECU and the SDR for the transfer of SDRs or the SDR-denominated reserve position of a member in the IMF.19 The Basle Agreement provides that the debtor balances in ECUs settled by means of these transactions shall be made on the basis of the daily rates for the ECU established by the Commission’s staff. Under Article XIX, Section 7(a) of the IMF’s Articles, the exchange rates for transactions in SDRs between members shall ensure that the transferee of SDRs receives the same value whatever currencies are provided and whichever participants provide the currencies.20 The effect of Article V, Sections 10 and 11 is that the exchange rates that apply to transactions conducted through the Special Drawing Rights Department apply to transactions conducted through the General Resources Account as well.
To effectuate the transfers mentioned above, the IMF had to establish a rate between SDR-denominated reserve positions in the IMF or SDRs and the ECU. The IMF has adopted the following decision:
After consultation with the European Monetary Cooperation Fund, the representative rate for the ECU in terms of the SDR under Article XIX, Section 7(a) and Rule O-2 shall be obtained by using the reciprocal of the U.S. dollar equivalent of the ECU as calculated and published by the European Commission and the SDR equivalent of one U.S. dollar as calculated and published by the Fund for the same day. If both these rates for the U.S. dollar are not available for the same day, the rates for the next preceding day on which both rates are available will be used. The rate determined by this method shall be applied in connection with a transfer of SDRs as part of the settlement of a member’s debt with the European Monetary Cooperation Fund. The European Monetary Cooperation Fund and the Fund will consult concerning any change in the method of calculating the representative rate for the ECU in terms of the SDR.21
This decision was necessary for another purpose. Under Article XIX, Section 2(c) of the IMF’s Articles, the IMF can decide, by a 70 percent majority of the total voting power, to prescribe operations involving SDRs in which a member is authorized to engage in agreement with another member. The IMF can establish such terms and conditions for these operations as it deems appropriate. The IMF has prescribed that members may settle financial obligations between them with SDRs. One of the conditions is that the obligation is denominated in SDRs, the currency of a member, the currency of a nonmember of the IMF, or a unit of account that is composed of currencies and is applied under an intergovernmental agreement.22 The reference to the last of these forms of denomination was drafted with the ECU in mind. The same language appears in the IMF’s decisions prescribing other operations involving SDRs in which members have been authorized to engage.23
Could the IMF enter into liabilities denominated in ECUs? The IMF has a power to borrow from members or from other lenders, public or private.24 The Articles state only that the borrowing agreements shall be on terms and conditions agreed between the IMF and the lending member or (by implication) any other lender. As the SDR would have to apply to transactions with members in which the IMF uses the proceeds of a loan, and the transactions by which the members terminate their use of these resources, it could be disadvantageous for the IMF if its borrowing agreements were denominated in ECUs.25
The IMF has various express and implied powers to invest resources for special purposes. The express powers are limited to investment in marketable obligations of members or in marketable obligations of international financial organizations denominated in SDRs or in the currency used for investment.26 No such limitation would apply of necessity to investments under implied powers. An existing decision on the exercise of an implied power of investment requires that the obligations in which the IMF invests must be denominated in SDRs.27
If the use of the SDR as a unit of account in treaty law has been broader than the use of the ECU, a notable use has been made of the ECU as the unit of account in the proposed Agreement establishing the European Bank for Reconstruction and Development (EBRD). Article 4, paragraph 1 of the Agreement expresses the authorized capital stock of the EBRD as a prescribed amount of ECUs, and under Article 6 the ECU is one of the means of payment for subscriptions. This example in the career of the ECU in treaty law is noteworthy because the Agreement is a multilateral one and membership is not confined to member states of the EC, participants in the ERM, or European States. The non-European countries listed in Annex A to the proposed treaty as prospective original members are Australia, Canada, Egypt, Japan, the Republic of Korea, Mexico, Morocco, New Zealand, and the United States.
In furtherance of these understandings, if all signatories become members of the EBRD, the member states of the EC, the EC itself, and the EIB, all of which are among the signatories, will hold a majority of the capital stock. Furthermore, it is provided that the admission of new members,28 increases in the capital stock of the EBRD,29 or increases in the subscription of a member or allocations of shares to a member within the authorized capital that are not taken up by other members30 shall not have the effect of reducing the capital stock held by member states of the EC, the EC itself, and the EIB below the majority of the total subscribed capital stock.
It has been explained that the ECU was chosen for the purposes mentioned above because of the essentially European character of the EBRD. This fact is recognized by the contracting parties in the preamble of the Agreement. The ECU was recognized as being at the center of the EMS and formulated in relation to a basket of EC currencies, the weights of which are re-examined by EC finance ministers every five years, or, on request, if the weight of any currency has changed by 25 percent. These statements of EC practice were probably intended to give an assurance of the present and future realism of the ECU as a unit of account for the purposes of the treaty.
The SDR and the ECU are not the only units of account in treaty practice. A treaty may include a new unit of account that is unlikely to become the model for the purposes of an unrelated treaty. For example, the International Natural Rubber Agreement, 1987,1 a buffer stock agreement, adopted the “Malaysian/Singapore cent” as the unit of account for various purposes of the treaty. The unit is defined as “the average of the Malaysian sen and the Singapore cent at the prevailing rates of exchange.”2 The sen and the cent are, respectively, the fractional unit of the ringgit, the currency of Malaysia, and of the dollar, the currency of Singapore. The complexity of exchange rate relationships under the discretionary system of exchange arrangements is illustrated by the fact that the ringgit is related to a weighted basket of the currencies of Malaysia’s major trading partners and the currencies of settlement, while the external value of the Singapore dollar is permitted to float with monitoring by the monetary authorities of its value against a trade-weighted basket of currencies.
Units of account adopted before the abrogation of the par value system and the official price of gold remain in existence. For example, in the English case The Rosa S,3 decided in 1988, the court considered the effect of the unit of account in the International Convention for the Unification of Certain Rules Relating to Bills of Lading, Brussels, 25 August 1924 (the Hague Rules). Under Article IV of the Convention, a shipowner’s liability for damage to cargo is limited to 100 pounds sterling per package or unit, or the equivalent of that sum in other currency. Article IX provides that the monetary units mentioned in the Convention are to be taken to be gold value. The plaintiff argued successfully that the two provisions had to be read together, so that the limit on liability was £100 sterling gold value. Under English statutes in force in 1924, at the date of the bills of lading in this case, and at the time of the decision, it was possible to calculate the current sterling value of £100 sterling gold value (732.238 grams of fine gold), namely £6,630.50. The statutes continue to define the gold content of the pound sterling (the sovereign, which is still legal tender). The bills of lading provided that the gold content of sterling was the unit of account by which payment was to be valued and not that gold was the means of payment. This contractual provision was not illegal or contrary to public policy under English law.
The court did not refer to recent developments in the monetary role of gold, but did deal with the economics of 1924:
The defendants next sought to rely upon a historical argument. They attempted to suggest that in 1924, whilst the international community might have been concerned about the stability of other currencies, there was no concern about the stability of the pound sterling or any reason to suppose that they might be interested in referring to a gold value for the pound sterling. . . . In the 1920s a number of currencies were under very strong inflationary pressures. The question of the gold standard and of the gold backing of currencies was in the forefront of every economist’s mind. The degree to which the English paper currency was to be convertible into gold and the extent to which the United Kingdom should adhere to the gold standard or to a bullion standard were the subject of successive changes of policy until the United Kingdom finally abandoned the gold standard in 1931. The material placed before me…showed every reason why the draftsmen of the 1924 Convention should be concerned to include in it not merely a reference to the pound sterling but also a reference to the gold value of the currency.4
The court dealt with the defendant’s argument that the reference to gold value in Article IX of the Convention was applicable only when there was a need to translate the amount of liability into a currency other than sterling. The court held that the defendant failed on this argument even if the defendant was right, because the plaintiff was claiming Kenya pounds, which it was entitled to do under post-Miliangos legal developments.5 It was necessary, therefore, to translate the gold value of sterling into a nominal amount of Kenya pounds.
The court rejected the further argument that the purpose of Article IX was to guard against the devaluation of sterling between the date when the goods owner’s cause of action accrued, normally the date of delivery of the goods, and the date when he was able to obtain either a judgment or an arbitral award in his favor. This argument was that on the date of delivery of the cargo, the quantity of gold that could be bought with the nominal amount of £100 would be calculated. This amount of gold would then be the basis for assessing the carrier’s liability at the date of judgment or award:
Thus if the judgment or award was to be given in, say, Kenyan pounds one would ask what number of Kenyan pounds was necessary at that later date to purchase that quantity of gold. This argument cannot be supported. First it depends on the erroneous approach of treating the gold value provision as requiring consideration of how much gold a sterling pound would buy as opposed to what was the gold value of the pound sterling. Secondly it patently does not fit in with the scheme of the Convention. The purpose of the gold clause provision in Article IX of the Convention is clearly to provide a single and constant measure of value by reference to gold not a fluctuating value. What would result on the defendants’ submission is that that value would be constantly fluctuating up to the time of discharge. Further it is unrealistic to suppose that the parties to the Convention, or indeed the parties to this bill of lading, had in mind and were making provision for the essentially procedural problems which existed under English law prior to the decisions in Miliangos v. George Frank (Textiles) Ltd. [1976] A.C. 443 and The Despina R [1979] A.C. 685.6
The decision relied on the circumstance that sterling still had a gold value under English statutory law, with the consequence that this value had to be applied. In present circumstances, some countries no longer have an official gold value for their currencies. It is unlikely, therefore, that the purpose of Article IX of the Convention “to provide a single and constant measure of value by reference to gold” can be realized unless all parties establish by law a gold value for their currencies for the purpose of the Convention.
Not all the treaties in which the Poincaré franc or the Germinal franc is the unit of account have been amended so far. For some of these treaties, amendments have been negotiated but have not yet become effective. In all cases in which an amendment has not taken effect, the administrators of the treaty, or national authorities, or the courts have to decide how the gold unit of account must be applied in conditions in which there is no present official price for gold and currencies fluctuate in external value.
It is of particular interest to note recent developments in some cases in which the U.S. dollar defined in terms of gold remains the unit of account. The developments relate to the International Bank for Reconstruction and Development (the World Bank) and two of the organizations associated with it. Article II, Section 2(a) of the World Bank’s Articles of Agreement defines the capital stock of the Bank and the par value of a share of the Bank’s capital “in terms of United States dollars of the weight and fineness in effect on July 1, 1944.” Under Article II, Section 9(a), whenever the par value of a member’s currency is reduced or the currency depreciates to a significant extent, the member is obliged to pay to the Bank an additional amount of the member’s currency to maintain the value, as of the time of initial subscription, of the amount of that currency held by the Bank and derived from the member’s currency originally paid by the member to the Bank in respect of subscription.7
After the Second Amendment of the IMF’s Articles became effective, the World Bank’s financial statements began to carry a note stating that the Bank was examining the implications of the change for the valuation of its capital stock. Meanwhile, the Bank was showing its capital on the basis of both the SDR as computed by the IMF and the par value of the U.S. dollar after the two devaluations of that currency before the abrogation of the par value system. For the time being, payments on account of capital stock would continue to be accepted on the latter basis, according to which the 1944 U.S. dollar equaled $1.20635 in the devalued dollar, subject to the possible need for adjustment when the issue of the standard of value was settled. Settlements for the maintenance of value would be suspended subject to the same caveat.
The financial statements carried also a note in which it was said that the General Counsel of the World Bank had rendered the legal opinion that after the Second Amendment of the IMF’s Articles the 1944 U.S. dollar should be read to refer to one SDR as determined by the IMF from time to time. The note went on to say, however, that the General Counsel had also stated that the Bank could decide, under its power of authoritative interpretation in Article IX of the Bank’s Articles, that references to the 1944 dollar would be taken to mean $1.20635 current dollars. But, declared the note, a member had raised the question whether the substitution of “a new unit of value” (the SDR, of course), insofar as it gave rise to new obligations on the payment of subscriptions and maintenance of value, could be made without amendment of the Bank’s Articles.
The present General Counsel of the World Bank has written that the dissenting member was the United States, and that all Executive Directors, other than the one appointed by the United States, had agreed with the view that the SDR was the successor of the gold dollar. On October 14, 1986, the Bank decided, under its power of authoritative interpretation, that with effect from June 30, 1987 the gold dollar should be read to mean the SDR as valued in terms of U.S. dollars “immediately before the introduction of the basket method of valuing the SDR on July 1, 1974,” until such time as the relevant provisions of the Bank’s Articles were amended.8 The Bank’s capital would be valued in accordance with this decision and obligations to maintain value would be resumed on the same basis. The Bank, unlike the IMF, had been able to wait so long before solving the problem of the unit of account because, notwithstanding the inconveniences of delaying a solution, the Bank had found it possible to conduct its financial activities without facing an impasse. The IMF had been forced to find a solution, in the form of the basket method of valuing the SDR, in 1974, well before the Second Amendment, because the IMF had been confronted with overwhelming difficulties in continuing its financial transactions and operations in a world of fluctuating exchange rates and no agreement on a standard of value appropriate to the circumstances.
The reference to the SDR in the World Bank’s formulation of October 14, 1986 is redundant for substantive purposes. The solution simply applies the last par value of the U.S. dollar. The SDR may have been referred to in order to give the appearance of a compromise with those who preferred the true SDR solution, or in order to give some semblance of authenticity to the solution as adopted.
The World Bank decided also that the adequacy of the Bank’s capital would be reviewed every three years, or whenever warranted, for the purpose of deciding whether to recommend appropriate measures to the Bank’s Board of Governors that would restore the value of the capital if the interpretation produced unfavorable effects on the capital because of substantial appreciation of the SDR against the dollar. The solution makes the U.S. dollar as valued in current dollars the unit of value for the payment of subscriptions and the obligation to maintain value. The SDR did appreciate against the dollar at one time, so that the Bank’s holdings of dollars were less than they would have been under the SDR solution.
Although the expression “United States dollars of the weight and fineness in effect on July 1, 1944” appears only in Article II, Section 2(a) of the World Bank’s Articles, which defines the authorized capital stock of the Bank, the concept has a pervasive effect on the financial structure and operations of the organization under its Articles. Article III, Section 3 provides that the total of the various forms of financial assistance by the Bank (“total amount outstanding of guarantees, participations in loans and direct loans”) must not exceed 100 percent of the Bank’s “unimpaired subscribed capital, reserves and surplus.”9 If the Bank’s capital is expressed in the U.S. dollar as interpreted and loans are expressed in other currencies, the depreciation of the dollar and the appreciation of other currencies tend to limit the capacity of the Bank to make new loans. The problem of “headroom,” as the Bank calls the leeway it has to make loans, became serious in late 1987 and early 1988.
When the World Bank’s Executive Directors recommended the 1988 increase in the capital of the Bank, they reported to the Bank’s Board of Governors that neither that increase nor further increases would necessarily solve the “headroom” problem created by adopting the U.S. dollar (or any other currency) as the standard of value. The Bank has considered once again, after the expiration of three years from the date of adoption of the interpretation, possible changes in the valuation of the Bank’s capital, as well as any other steps, that could help to diminish the Bank’s vulnerability to fluctuations in exchange rates. The problem is not simply one of “headroom,” which might be mitigated, although not solved, by lending a larger amount of dollars than might otherwise be the case or by other modifications of financial management. The United States and any other member electing to pay in U.S. dollars the domestic currency portion of paid-in subscriptions are, in effect, exempted from the obligation to maintain the value of those payments because of future depreciations of the dollar. Other members, however, must make payments in their currency to maintain the dollar value of their payments, even though uniformity of the obligations of all members of the Bank is an accepted doctrine.
In the latest examination of the issue, the majority opinion favored the SDR as the standard of value, but the United States did not resile from its earlier position. The majority held that while no standard could wholly eliminate the vulnerability of the Bank to fluctuations in exchange rates, the SDR would be a more stable standard over time and would provide greater protection than the so-called 1974 SDR, which was really the 1974 dollar. The decision was to continue efforts to find a solution by consensus and to review the situation not later than April 27, 1991.10
The authoritative interpretation of October 1986 that makes the 1974 U.S. dollar the standard of value could be revised, but it is not easy to modify such an interpretation, particularly when there is no fundamental change in conditions. For an amendment of the Bank’s Articles, it is now necessary to obtain acceptance by at least 60 percent of the members and by members having 85 percent of the total voting power. The United States acting alone has sufficient voting power to veto a proposal to change the Bank’s method of valuation either by voting against a proposal or simply by abstaining from casting its votes. So far, no change has been made in the interpretation of October 1986.
The objection of the United States to adoption of the SDR as the standard of value for the World Bank has been that it would result in an “open-ended” budgetary commitment by interpretation instead of amendment. Such a commitment in each member’s currency exists, however, for all other members of the Bank at the present time. Furthermore, each member, including the United States, had an open-ended commitment to the Bank when the par value system was in force, but, for members maintaining an effective par value, the obligation accrued then only in the rare event of a change in par value. A change in the par value of the dollar could be made only on the initiative of the United States, but it does not have similar control over fluctuations in the exchange rate of the dollar that might give rise to the duty to make payments under the obligation to maintain the value of the Bank’s holdings of dollars. Finally, the United States is bound by an obligation to maintain the value of the IMF’s holdings of dollars in the General Resources Account on the basis of the SDR as the unit of account. This obligation, however, has resulted from amendment of the IMF’s Articles.
Another difference between the position of the United States in the two organizations is the conclusion of the United States that increases in subscription payments to the IMF result in an exchange of assets in the sense that the ability of the United States to use the general resources of the IMF is increased in terms of dollars. The same argument would apply to payments in dollars under the obligation of the United States to maintain the SDR value of the IMF’s holdings of dollars in the General Resources Account. The theory of the exchange of assets does not apply to payments on account of subscription or maintenance of value in the Bank.
It is instructive to note the solution of the same sort of budgetary problem that arose in connection with the supplementary financing facility established by the IMF in 1977 after the crisis caused by the increase in the import price of petroleum.11 The IMF entered into borrowing agreements to help finance transactions under this policy. The model form of agreement provided for loans to the IMF that did not exceed the equivalent of a stated number of SDRs.12 The United States as lender resisted this formulation, even though any loans would give rise to readily repayable claims against the IMF, to which also the theory of the exchange of assets could apply.
The United States was accommodated by being allowed to formulate its obligation under its loan agreement as a commitment to lend a total amount in U.S. dollars that would exceed neither a specified amount of dollars nor the equivalent in dollars of a specified amount of SDRs. The specified amount of dollars was the equivalent of the specified amount of SDRs at the date of the U.S. Administration’s request for the necessary appropriation. In effect, the commitment of the United States was to advance the lesser of the two amounts in dollars or dollar-equivalent provided that the total did not exceed the specified amount of dollars if an excess would be the consequence of applying the SDR as the unit of account.
Negating this consequence was the major problem, because the formulation of the commitment meant that the SDR was not the unit of account to the full extent. The SDR could be beneficial to the United States as lender if the dollar appreciated against the SDR, but detrimental to the IMF as borrower if the dollar depreciated in terms of the SDR. To make the formulation acceptable to the IMF, the Secretary of the U.S. Treasury assured the IMF and other lenders under the supplementary financing facility that if it became apparent that the specified amount of dollars would not be sufficient to satisfy the specified amount of SDRs, the Administration intended to seek Congressional approval of any supplemental appropriations that might be necessary. To complete this summary, it is necessary to note that the negotiation of the borrowing to help finance the policy was conducted with all potential lenders as a multilateral enterprise and that both the total amount to be lent and the amount of each lender’s share in the total were expressed in SDRs.
The solution of the U.S. budgetary problem of an open-ended commitment on the occasion of lending to the IMF in support of the supplementary financing facility has a certain resemblance to a proposal made to solve the problem in the World Bank. The proposal was that if the SDR were the standard of value and a member faced an insurmountable budgetary problem as a consequence, the member might be allowed to limit its liability to make payments to a budgeted amount expressed in the member’s currency by selling to the Bank an amount of shares sufficient to prevent the member’s liabilities on its remaining shares from exceeding the budgetary limit. The reduction in shareholding could be reversed if subsequently the dollar appreciated against the SDR. The proposal involved complexities and disadvantages. Among the disadvantages would be the reduction of the Bank’s capital and headroom and, for the United States, lower voting power. The proposal was not accepted.
The present General Counsel of the World Bank has provided a lively account of the negotiations on the unit of account of the newest member of the World Bank’s group of organizations, the Multilateral Investment Guarantee Agency (MIGA).13 Membership in MIGA is open to all members of the World Bank and the nonmember Switzerland. The objective of MIGA is to encourage the flow of investments for productive purposes among members, and in particular investments in developing countries. The objective is pursued by issuing guarantees against noncommercial risks in respect of investments in a member country that flow from other member countries. The risks relate to restrictions on the transfer of currency, expropriation and similar measures, breach of contract, and war and civil disturbance. The risk of the devaluation or depreciation of currency is excluded.14 The reason for the exclusion is undoubtedly the frequency, volatility, and size of the fluctuations in exchange rates under the discretionary system of exchange arrangements.
One proposal on the unit of account for MIGA had been simply that the capital should be expressed in U.S dollars, so as to avoid repetition of the prolonged dispute about the valuation of the World Bank’s capital stock. Once again, however, all negotiators except the Executive Director appointed by the United States favored the SDR. He made it clear that this solution might well preclude participation by the United States in MIGA. That consequence was considered unfortunate, because the United States accounts for approximately 50 percent of all foreign direct investment in developing countries. The possible units of account discussed during the negotiations were the SDR, the U.S dollar, some third unit, the SDR on a specified date expressed in any one of the currencies in the SDR basket, or the SDR expressed as an amount corresponding to the average of its dollar value over a stated period. Eventually, this last solution gathered sufficient support, but differences on the period for averaging had still to be resolved. Periods were proposed as long as 11 years or as short as six months.
Agreement was reached finally on the following text:
The authorized capital stock of the Agency shall be one billion Special Drawing Rights (SDR 1,000,000,000). The capital stock shall be divided into 100,000 shares having a par value of SDR 10,000 each, which shall be available for subscription by members. All payment obligations of members with respect to capital stock shall be settled on the basis of the average value of the SDR in terms of United States dollars for the period January 1, 1981 to June 30, 1985, such value being 1.082 United States dollars per SDR.15
January 1, 1981 was the date on which the IMF’s method of valuation of the SDR in force during the last stage of the negotiations came into force, and June 30, 1985 was a date close to the end of that stage.
It will be evident that the reference to the SDR was unnecessary for substantive reasons. The provision quoted above could have been formulated simply to refer to a unit of account equivalent to US$1,082. The solution adopted for the MIGA Convention preceded and suggested the basis for solving the problem of interpreting the unit of account in the World Bank’s Articles in current conditions.16 The legal problem of the unit of account, however, was not the same for both organizations. For MIGA, the choice was an open one, because the Convention was new and unhampered by an existing legal text. In the case of the World Bank, the problem was one of interpreting a text formulated on the assumption that the par value system was permanent.
The form of averaging adopted for MIGA has been something of a precedent for the Agreement Establishing the European Bank for Reconstruction and Development (EBRD). Article 4, paragraph 1 of Chapter II of the Agreement provides that:
The original authorized capital stock shall be ten (10) thousand million ECU. It shall be divided into one million (1,000,000) shares, having a par value of ten thousand (10,000) ECU each, which shall be available for subscription only by members in accordance with the provisions of Article 5 of this Agreement.
The original capital stock is divided into paid-in shares, amounting to ECU 3,000 million, and callable shares. The ECU was chosen as the unit of account notwithstanding the expectation that non-European countries would be among the subscribers to the original authorized capital stock. The reason for the choice was the essentially European character of the EBRD. Under Article 6, payment of the paid-in shares of the amount initially subscribed to by each signatory to the Agreement that becomes a member must be made at scheduled dates in five equal installments of 20 percent each. Fifty percent of each installment may be made by a member in promissory notes or other obligations issued by the member and denominated, at the option of the member, in ECU, U.S. dollars, or yen, to be drawn down as the EBRD needs funds for disbursement. Demands upon the notes or obligations shall be made in such manner that, over reasonable periods of time, the value of the demands in ECU at the time of demand from each member is proportional to the number of paid-in shares subscribed to and held by each member depositing notes or obligations.
In the negotiation of the treaty, the United States had objected to the ECU as the unit of account because it would have imposed an open-ended commitment on the United States in dollars. The objection was overcome by the following compromise:
All payment obligations of a member in respect of subscription to shares in the initial capital stock shall be settled either in ECU, in United States dollars or in Japanese yen on the basis of the average exchange rate of the relevant currency in terms of the ECU for the period from 30 September 1989 to 31 March 1990 inclusive.17
The average dollar value of the ECU for this period is $1.16701.
It seems that a subscriber makes an initial choice among the three modes of settlement, and that the choice must be observed in the payment of all installments of, and demands or calls on, the member’s subscription to the original capital stock. For the purposes of the payment of subscriptions, payment or denomination in ECU includes payment or denomination in any fully convertible currency in an amount equivalent on the date of payment or encashment to the value of the obligation in ECU.18 The effect will be that the weight of chosen units of account will not be uniform among subscribers. Those members that choose the ECU will have an obligation that will vary with the exchange value of the ECU, whether they discharge the obligation in ECUs or in any fully convertible currency. Members that choose the dollar or the yen will have an obligation that is fixed at the average exchange rate for the currency in terms of the ECU over the prescribed period.
Payment of the amount subscribed to the callable capital stock is to be made only as and when required by the EBRD to meet its liabilities. In the event of a call, payment is to be made in ECU, dollars, or yen. The calls are to be uniform in ECU value upon each callable share calculated at the time of the call.19
The Articles of Agreement of the International Development Association (IDA), another organization in the World Bank group, provide that the initial subscriptions of original members as set forth in Schedule A of IDA’s Articles were expressed “[i]n terms of United States dollars of the weight and fineness in effect on January 1, 1960.” This formulation meant that the unit of account was the par value of the dollar in terms of gold prevailing on that date under the IMF’s Articles. The date was related to the negotiation of the Articles of IDA, but the legal problem of determining how to apply a gold unit of account after abrogation of the par value system was the same as for the World Bank. The Articles of IDA provide also that at intervals of approximately five years IDA shall review the adequacy of its resources and shall, if it deems the action desirable, authorize a general increase in subscriptions.20 The terms and conditions for additional subscriptions (carrying voting rights) and contributions (not carrying voting rights)—usually called replenishments—are as determined by IDA.
The first three replenishments were expressed in the same unit of account as for the initial subscriptions of original members. On June 30, 1987, IDA decided that the unit of account in the Articles meant US$1.20635 per SDR, the value of the SDR immediately before the IMF introduced the basket method of valuing the SDR with effect on July 1, 1974. But the practice for replenishments began to change with the fourth replenishment and has been changed for all subsequent replenishments through the latest, the ninth in the series. For example, donor governments had the option under the eighth replenishment of denominating their obligations in any of the following units of account: the donor’s national currency, the current U.S. dollar, the SDR, or, subject to the agreement of IDA, in any “freely convertible currency.” A donor was required to advise IDA of its choice when formally undertaking its commitment. The equivalents of commitments were shown in U.S. dollars, national currency, and SDRs in the resolution on replenishment. The role of the SDR has been enhanced for the ninth replenishment. Donors are entitled to denominate the resources they will provide either in SDRs or in the national currency, except that if a donor’s economy experienced a rate of inflation in excess of 15 percent on average in the period 1986 to 1988 its subscription and contribution must be denominated in SDRs.
The result is that Bretton Woods organizations have adopted diverse units of account: the SDR proper (IMF), a unit worth US$1.20635 (World Bank and IDA), a unit worth US$1.082 (MIGA), and the SDR or currencies (IDA). The choice of a unit of account other than the SDR proper does nothing to promote the objective expressed in the IMF’s Articles of making the SDR the principal reserve asset in the international monetary system.21 Nevertheless, this objective may explain the references to the SDR even when the SDR proper has not become the unit of account. The choice or interpretation of a unit of account has been affected to an important extent by considerations related to obligations to maintain value notwithstanding fluctuations in exchange rates, a topic discussed in Chapter 7 of this study under the heading “Maintenance of Value and Investment.”
At no time was it suggested in any of the negotiations referred to above that because the SDR had been defined in terms of gold before the Second Amendment, the market price of gold should be the basis for translating the SDR or the U.S. gold dollar of 1944 into currencies. An interpretation of this character would have vastly increased the obligations of members under the constitutive treaties of any of the Bretton Woods organizations. Some courts have decided, however, that the market price was the appropriate basis for applying a gold unit of account in treaties limiting the liability of entrepreneurs, notably the Warsaw Convention for the Unification of Certain Rules Relating to the International Carriage by Air, October 12, 1929 (usually referred to simply as the Warsaw Convention).22
The United States could have argued in support of its view that an amendment of the World Bank’s Articles was necessary for applying the SDR solution that this view was consistent with the decision of the Supreme Court of the United States in Trans World Airlines, Inc. v. Franklin Mint Corporation et al.23 The court held that the SDR solution24 could not be applied in interpreting the effect of the Poincare franc as the unit of account in the Warsaw Convention after abrogation of the par value system. The court decided that the appropriate solution was the last official price of gold, namely the price based on the par value of the U.S. dollar before the Second Amendment. This solution is the same as the one adopted by the World Bank, although for the purpose of applying the Warsaw Convention the court relied on U.S. statutory law that did not apply to the Articles of the Bank. The court pointed out, however, that in the circumstances of the time the solution the court was adopting for the purpose of the Convention produced results not radically different from the results the SDR solution would produce, and the court left open the possibility that the appropriate U.S. regulatory agency might adopt a different solution if a serious discrepancy between the effects of the two units of account should emerge.25
After the collapse of the par value system, the SDR proper has been adopted as the unit of account for numerous new treaties or for the amendment of existing treaties in which a gold unit had been the unit of account. A problem has arisen, however, in relation to nonmembers of the IMF. Some of them have protested that they could not concur in the choice of the SDR as the unit of account because their laws did not permit the acceptance of obligations expressed in the SDR. It can be assumed that political difficulties may have reinforced this legal objection. The SDR is the unit of account of an international organization, the IMF, that nonmembers have decided not to enter. Therefore, nonmembers have no voice or voting power when the IMF takes decisions on the method of valuation of the SDR. To these difficulties one can probably add the preference of at least some nonmembers for an international monetary system based on gold.
If a nonmember’s currency is not traded internationally, the technical problem would arise of translating the currency into SDRs, and if a calculation was technically feasible, the results might embarrass the nonmember. Yet, if, when currencies are fluctuating, a unit of account is necessary for calculating the obligations of members of the IMF in their currencies under a treaty to which nonmembers also are contracting parties, nonmembers cannot be exempted from this necessity. The purpose of the treaty may be either uniform value or equivalent value among contracting parties, as those terms have been used earlier in this volume.
The tendencies in relation to nonmembers of the IMF in treaties in which the SDR is the unit of account have changed over the years since the abrogation of the par value system. The common practice at all times has been to provide that members of the IMF must translate the SDR as the unit of account into the national currency in accordance with the IMF’s method of valuation. A nonmember is authorized, however, to make the calculation in a manner determined by that nonmember if its law does not permit acceptance of the SDR as the unit of account. In effect, however, the SDR is the unit of account for these nonmembers as well as for members, but not directly as will be explained.
If a nonmember alleged that its law did not permit acceptance of the SDR as the unit of account, an early model of a provision for such a nonmember was that, at the time of ratification or accession or at any time later, the nonmember could declare that for it the limit of liability was expressed in “monetary units” and not SDRs. The definition of the monetary unit in the new or amended convention referred to an amount of gold that was equivalent to the Poincare or the Germinal franc. The number of these monetary units to which liability was limited reflected the ratio between the gold franc and the SDR as defined by the Articles of the IMF before the Second Amendment.26 The equivalent in the nonmember’s currency of amounts expressed in monetary units was to be determined in accordance with the nonmember’s law.
In response to the criticism that the first model, involving SDRs and so-called “monetary units,” recognized two units of account, the second model expressed limits in “units of account” and declared the unit of account to be the SDR as valued by the IMF. The SDR, therefore, was the only “unit of account,” even though there continued to be accommodation for nonmembers. The second model followed the first model in the treatment of what continued to be called “monetary units” for the nonmembers that could not accept the SDR as the unit of account. For all nonmembers, however, it was provided that the translation of SDRs or monetary units into the currency of the nonmember was to be made in such manner as would arrive as nearly as possible at the “same real value” as the amounts of currency calculated for members on the basis of the SDR as the unit of account.27 This provision was intended to meet the objection that the two units of account in the first model might not ensure uniform value among contracting parties.28
The third model closely resembles the second model but eliminates the reference to monetary units. Instead, it is stated that if a non-member of the IMF cannot accept the provision on the SDR as the unit of account under its law, the unit of account shall be deemed to be 15 “gold francs” as defined, which is the amount derived from the ratio between the Poincare franc and the former gold value of the SDR. According to this technique, however, the Poincare franc is neither a unit of account nor a monetary unit.29
A fourth model is the draft recommended by the United Nations Commission on International Trade Law (UNCITRAL). The unit of account would be the SDR, without provision for any alternative unit of account or monetary unit. The equivalence between the currency of a nonmember of the IMF and the SDR would be calculated in a manner determined by that state. The calculation would be made in such manner as would yield to the maximum possible extent the same real value for the amounts expressed in SDRs. In its report accompanying the recommended formulations, UNCITRAL explained that it did not preclude the possibility that the negotiators of a treaty might prefer the second model as described earlier in this discussion.
Several conclusions can be drawn from this account. First, a consequence of the fluctuation of exchange rates in a world in which gold has ceased to function as the pivot of a par value system—a development sometimes described as an aspect of the “demonetization” of gold by the Second Amendment—a new unit of account is necessary for multilateral treaties that formerly included a gold unit of account or for new treaties that would include such a unit but for the “demonetization” of gold. Second, as the unit of account must ensure, in most instances, uniform value among the currencies of contracting parties, the unit of account must reflect market exchange rates of the currencies that compose a basket method of valuation. Third, for various reasons the SDR is the best unit of account for these treaties. Fourth, the SDR should be the unit of account even for nonmembers of the IMF, but if they claim difficulties under their law, they can, and must, achieve results as close as possible to application of the SDR, although they need not purport to be applying the SDR directly.
As late as 1988, an international conference decided to confirm the action taken in 1982 to retain reference to a gold unit of account in the proposed revision of a governing legal instrument. The World Administrative Telegraph and Telephone Conference, meeting in Melbourne in late 1988, adopted the world’s first treaty on integrated telecommunication networks and services. The treaty, the International Telecommunication Regulations, went into force on July 1, 1990 and replaced two earlier treaties, the 1973 Telephone and Telegraph Regulations, which applied only to the traditional telecommunication services, such as telephone, telegraph, telex, and data transmission. The 1973 treaties were considered inadequate because of developments in technology and new telecommunication services. The new International Telecommunication Regulations adopted in Melbourne and the Radio Regulations (on the use of the radio frequency spectrum and satellite orbits) complemented the then International Telecommunication Convention, the basic legal instrument of the International Telecommunication Union (ITU).
The International Telecommunication Regulations include unusual provisions on the monetary unit to be used in connection with the accounting rates (tariffs) between telecommunication administrations or recognized private operating agencies for international telecommunication services.
Articles 6.3.1 and 6.3.2 of the Regulations read as follows:
In the absence of special arrangements concluded between administrations, the monetary unit to be used in the composition of accounting rates for international telecommunication services and in the establishment of international accounts shall be:
–either the monetary unit of the International Monetary Fund (IMF), currently the Special Drawing Right (SDR) as defined by that organization;
–or the gold franc, equivalent to 1/3.061 SDR.
In accordance with relevant provisions of the International Telecommunication Convention, this provision shall not affect the possibility open to administrations of establishing bilateral arrangements for mutually acceptable coefficients between the monetary unit of the IMF and the gold franc.
In all quotations from the Regulations and in the discussion of them below references to administrations should be understood to include recognized private operating agencies as well as governmental administrations. The structure of the provisions quoted above is that administrations are free to establish a bilateral monetary unit for the accounting rates between them. If they do not exercise this privilege, they must apply one of two units. It is assumed that the administrations must agree on the choice between the two units, which are the SDR and a gold franc as defined in relation to the SDR according to a specified coefficient. The stated coefficient means that the gold franc is the Germinal franc, because it is derived from the ratio between the SDR as defined before the Second Amendment and the definition of the Germinal franc in terms of gold. The effect of the coefficient is to make the second alternative also an application, though indirect, of the SDR. The explanation of retention of the gold franc as a monetary unit is the applecart principle: why upset that conveyance by depriving administrations of the privilege of continuing to apply a unit of account with which they were familiar and which had not created operating difficulties? In addition, there was a desire to accommodate some East European nonmembers of the IMF, which in practice applied the SDR but could not give it official support.
Under Article 6.3.2, which was introduced by the United States, administrations can agree bilaterally to change the coefficient between the SDR and the gold franc. The United States may have introduced the provision because at one time some U.S. operators had negotiated accounting rates based on coefficients that departed from Article 6.3.1, choosing instead the Poincare franc. Under Article 6.3.2, the appearance of a link to the SDR would not be broken, but the link would not reflect the ratio between the former gold value of the SDR and the gold franc. This provision is logical given the authority of administrations to make special bilateral arrangements on the monetary unit they will use. But in view of the authorization of special arrangements on a monetary unit, the reference to the outmoded gold franc is superfluous. Many IMF members, however, thought that there was no likelihood of inducing at least some nonmembers to delete the reference.
Articles 3.1.1 and 3.1.2 of Appendix 1 of the Regulations provide that balances between administrations shall be settled in the currency selected by the creditor after consultation with the debtor. If the creditor selects a currency with a value fixed unilaterally or a currency pegged to a currency with a value fixed unilaterally, the selected currency must be acceptable to the debtor. The concept of a currency with a “value fixed unilaterally” may give rise to some doubt. Would it apply, for example, to the currencies of participants in the EMS? The negotiators seem to be expressing a more favorable view of independently floating currencies. If a creditor does not specify the currency of settlement, the choice rests with the debtor.
The General Secretariat of the Union circulates Operational Bulletins in which two lists are included. One list sets forth the unit for payments in terms of the national currency on the basis of the SDR as notified by the issuer of the currency and a gold franc equivalent that may be used in exceptional cases. The second list sets forth the unit in terms of the national currency simply as the gold franc equivalent. The second list does not state the coefficient on the basis of which the issuer of the currency has made its notification.
The Appendix to the Regulations contains detailed provisions on exchange rates. For example, if the balance of an account is expressed in the SDR, the amount payable is determined by the relationship between the currency of settlement and the SDR on the day before payment or by the latest value published by the IMF. If the relationship has not been published by the IMF, the settlement is made on the basis of a cross rate between the selected currency and a currency for which the relationship has been published. The value of the latter currency is the one published before the day of payment or the latest one published by the IMF. The cross rate between the two currencies is the closing rate in effect on the day before payment or the most recent rate quoted on the official or generally accepted foreign exchange market of the main financial center of the debtor.
If the balance of the account is expressed in gold francs, the balance, in the absence of special arrangements, is translated into the SDR in accordance with the provisions of Article 6.3 of the Regulations. The amount of currency payable is determined in compliance with the provisions of Appendix 1 as summarized above. The Appendix deals also with cases in which the monetary unit is neither the SDR nor the gold franc.
Article 3.4.3 of Appendix 1 also is of interest for the present purpose:
If there should be a radical change in the international monetary system which invalidates or makes inappropriate one or more of the foregoing paragraphs, administrations are free to adopt, by mutual agreement, a different monetary basis and/or different procedures for settlement of balances of accounts, pending a revision of the above provisions.
It can reasonably be held that after the collapse of the par value system, international organizations exercised a similar power, by administrative decision, interpretation, or an implied power to fill a gap in the constitutive treaty, in order to establish how a gold unit of account would be applied pending amendment of the treaty. The Articles of the IMF have always contained an express power of this kind. Articles XXIII and XXVII of the present Articles declare that in the event of an emergency or the development of unforeseen circumstances threatening the activities of the IMF, the operation of any one or more of certain specified provisions can be suspended by the IMF for prescribed maximum periods. The maximum periods have been extended by the Second Amendment, so as to provide a more ample opportunity for considering and completing amendment of the Articles. One of the specified provisions establishes the margins for exchange transactions under Schedule C, paragraph 5 if the par value system governed by the schedule was in operation. Before the Second Amendment, the IMF had a similar power of suspension with respect to the margins prescribed by the par value system, but the IMF did not exercise this power even after the collapse of the par value system.
Article XXVII, Section 1(d) of the present Articles completes this account of the similarity between the Administrative Regulations and the IMF’s law:
The Fund may adopt rules with respect to the subject matter of a provision during the period in which its operation is suspended.
The IMF held that it had an implied power of this character before the Second Amendment. The power to suspend the operation of a provision was not intended to incapacitate the IMF or compel it to tolerate disorder. To prevent either development, temporary rules were necessary and could be put into effect by the IMF.
The International Telecommunication Union held a Plenipotentiary Conference in Nice, France, from May 23 to June 30, 1989, from which there emerged Final Acts. A major decision of the Conference was to adopt two legal instruments, a Constitution and a Convention, in place of the former Convention as a single instrument.30 A hierarchy of three linked and binding international instruments is now established. The basic instrument is the Constitution, which is supplemented by the Convention, the provisions of which must respect the Constitution. The Administrative Regulations, which consist of the new International Telecommunication Regulations and the Radio Regulations, complement both the Constitution and the Convention. The Regulations must be consistent with the provisions of these other two instruments. A country’s ratification of or accession to the Nice Constitution and the Convention will operate automatically as ratification or accession to the Regulations that are in force or are being applied as provisional measures.
Under Article 30 of the Convention, which deals largely with organizational and procedural matters, the settlement of accounts must be made in accordance with arrangements on the subject entered into by members of the Union, and in the absence of such arrangements, in accordance with the International Telecommunication Regulations as they stand from time to time. Article 31 of the Convention, which confirms in broad outline the approach of the Regulations as described above, provides that:
In the absence of special arrangements concluded between Members, the monetary unit to be used in the composition of accounting rates for international telecommunication services and in the establishment of international accounts shall be:
–either the monetary unit of the International Monetary Fund
–or the gold franc,
both as defined in the Administrative Regulations. The provisions for application are contained in Appendix 1 to the International Telecommunication Regulations.
At the Nice Conference, Kuwait proposed an amendment under which the SDR would be the sole unit of account. The justification advanced for the proposal was that the SDR is averaged in a manner that has been accepted by the international community, but there was no discussion of the proposal. An odd feature of the provisions that permit “special arrangements” between administrations is that although an integrated regulatory system of the Union has been an objective, the provisions, at least in principle, are not compatible with this aim. There is, however, no great diversity in practice. Furthermore, provisions included in the Convention and the Regulations are easier to amend than the Constitution.
Under a decision of the Union’s Plenipotentiary Conference at Nice in 1989 the unit of account of the annual budget for the period 1990 to 1994 is the Swiss franc with the value as at April 1, 1989. Each member of the Union subscribes the number of “contributory units” it chooses from the scale set forth in Article 27 of the Convention. The equivalent in Swiss francs is calculated by reference to a value for the contributory unit in that currency that will raise the amount of the budget. On the basis of a budget for 1990, the value of the contributory unit will be approximately SF 265,000.
The experience of the Universal Postal Union (UPU) also demonstrates the difficulties for some organizations of arriving at a satisfactory amendment of the provisions of their governing instruments under which a gold unit of account is prescribed. In the case of the UPU the solution has been reached by stages. Article 7 of the UPU’s Constitution, the paramount instrument in the UPU’s hierarchy of legal instruments, provided that the monetary unit in the Acts of the UPU was a gold franc defined as having a weight and fineness that made it equivalent to the Germinal franc. A majority of two thirds of the membership is necessary for amendment of Article 7.
A proposal to delete or amend Article 7 did not succeed at the meeting of the UPU Congress at Rio de Janeiro late in 1979. A reason for the failure of the proposal was that the IMF has authority to change the definition of the SDR. It seemed desirable, therefore, to define the monetary unit in the Convention, which could be adapted more easily to changes in the international monetary system.
The monetary unit has practical and technical application among postal authorities only under the Convention and other subordinate Acts. A special majority is not necessary for amendment of the Convention. It was possible, therefore, to provide in paragraph 1 of Article 8 of the Convention that
The monetary unit used in the Convention and the Agreements as well as in their Detailed Regulations shall be the gold franc laid down in article 7 of the Constitution convertible into the International Monetary Fund (IMF) accounting unit, which is at present the Special Drawing Right (SDR).
At the Hamburg Congress in the summer of 1984 a number of members proposed to amend Article 7 of the Constitution so as to have it read that the monetary unit used as the monetary standard shall be the accounting unit of the IMF. The reasons given for the proposed amendment included, among others, the so-called demonetization of gold, the fact that the IMF’s Articles prohibited maintenance of the external value of currencies in relation to gold, the use of the SDR by the majority of postal administrations after the Rio de Janeiro Congress, and the effect of the proposed amendment in eliminating any need to amend Article 7 in the future “because of the widespread and frequent fluctuations in currencies.”
On this occasion also the proposal failed, although by only a few votes. The proposal was opposed by some nonmembers of the IMF because they favored a gold standard and professed to be embarrassed by mention of the SDR. The U.S.S.R. also favored a gold standard but thought that the Constitution should recognize reality and therefore the SDR. Some members and nonmembers of the IMF refrained from supporting the proposal because their high rates of inflation would be disadvantageous to them if the SDR were the monetary unit.
Two developments in the progress toward the SDR occurred at Hamburg. One development was the amendment of Article 8, paragraph 1 of the Convention by deleting from the text noted above the words “used in the Convention and the Agreements as well as in their Detailed Regulations shall be the gold franc.” The effect was to mute subservience to the gold franc by omitting reference to it as such, although this omission did not affect the text of Article 7 of the Constitution. The other change was to omit the reference to subordinate legal instruments, which had a similar cosmetic effect.
The second development was the adoption of resolution C 52 at the instance of China, which recited changes in international currency arrangements, the demonetization of gold, the widespread use of the SDR by the majority of postal administrations, and the need to encourage the observance of standardized provisions concerning the use of the accounting unit of the IMF. According to the resolution, amounts expressed in gold francs in the Acts of the UPU would thenceforth “be supplemented by their exchange value in SDR” calculated on the basis of the linking coefficient SDR 1 = 3.061 gold francs. This coefficient reflected the relationship derived from the definition of the gold franc and the former definition of the SDR in terms of gold. The resolution confirmed the practice that had been followed by most postal administrations since Rio de Janeiro.
The final step was taken at the Congress that met in Washington, D.C. in 1989. With effect on January 1, 1990, Article 7 of the Constitution is amended to read:
The monetary unit used in the Acts of the Union shall be the accounting unit of the International Monetary Fund (IMF).
With this change, there was no reason to refrain from restoring some words to paragraph 1 of Article 8, which now reads:
The monetary unit laid down in article 7 of the Constitution and used in the Convention and the Agreements as well as in their Detailed Regulations shall be the Special Drawing Right (SDR).
Two pre-existing paragraphs of Article 8 of the Convention were retained. They read as follows:
Union member countries shall be entitled to choose, by mutual agreement, another monetary unit or one of their national currencies for preparing and settling accounts.
Union member countries whose currency exchange rates in relation to the SDR are not calculated by the IMF or which are not members of that specialized agency shall be requested to declare unilaterally an equivalence between their currencies and the SDR.
The legal instruments, problems, and solutions of the UPU resemble those of the International Telecommunication Union. The UPU’s solutions, however, are simpler and clearer, particularly in the omission of any reference to a gold franc.
An inference to be drawn from the discussion of the International Telecommunication Union and the UPU is that there may be more than one unit of account in the practice of an international organization even though the adoption of all of them may be inspired by the desire to deal with the problems created for the organization by the fluctuation of exchange rates. The explanation of the use of more than one unit of account may be differences in the preferences of members or in the range of functions of the organization.
Even in the IMF more than one unit of account can be in operation. The SDR is the unit of account in which operations and transactions of the IMF are conducted through the General Resources Account and for maintaining the value of the IMF’s holdings of currency in that Account.31 The IMF may sell gold, however, for the currency of any member at a price based on prices in the market32 or at the former official price of gold in the currency.33 The IMF is authorized, in accordance with the conditions specified by the Articles, to invest the currency of a member in obligations denominated in SDRs or in the currency used for the investment.34 The concurrence of the member whose currency is used to make these investments is necessary.35 It can be assumed that if the obligations are those of the member itself, the member will be able to insist that the obligations be denominated in its currency rather than in SDRs, so as to avoid the burden, on maturity or disinvestment, of having to pay a larger amount of its currency than was used for the investment if its currency depreciates against the SDR. A provision of this kind is a logical consequence of confining maintenance of value obligations to the IMF’s holdings of currencies in the General Resources Account.
Under Article V, Section 2(b) of the IMF’s Articles, the IMF is authorized to administer resources contributed by members for objectives consistent with the purposes of the IMF. A number of accounts of this character are administered by the IMF. Although they are outside the two Departments of the IMF (the General Department and the Special Drawing Rights Department) the unit of account according to which the accounts are administered is usually the SDR. For example, Paragraph 3 of Section I of the Instrument to establish the IMF’s Enhanced Structural Adjustment Facility Trust, which is administered under Article V, Section 2(b), provides that the SDR shall be the unit of account for commitments, loans, and all other operations and transactions of the Trust, provided that commitments of resources to the Subsidy Account may be made in currency.36 The Subsidy Account is intended to ensure that the facility is a highly concessional one, and for this purpose the IMF as Trustee can accept donations as well as loans. The terms and conditions governing many of the administered accounts call for repayments and therefore considerations of uniform value or equivalent value arise. As is apparent from the example cited in this paragraph, Article V, Section 2(b) does not require that the unit of account must be the SDR.
If repayments are not involved, it may be more convenient for a member contributing resources to an administered account not to commit itself to contribute an amount denominated in SDRs. For example, the Interim Committee of the IMF’s Board of Governors has endorsed a policy for assisting members to discharge arrears in their obligations to the IMF. The Committee
welcomed the intention of the Executive Board to pursue a multi-faceted approach to this problem involving preventive measures and intensified international collaboration where members with overdue obligations are cooperating with the Fund. Intensified collaboration will need to involve coordinated assistance, provision of bilateral financing to members that undertake strong programs of economic reform and seek to regularize their relations with the Fund, and prospective support from the international financial institutions.37
One member has decided to participate in the international effort referred to by the Interim Committee by contributing resources to an account administered by the IMF to be disbursed as grants. All transfers to and from the account, including all transactions and operations conducted through it, are denominated in U.S. dollars.
The same member has agreed to make contributions to an administered account to finance technical assistance to members of the IMF for the purpose, among others, of helping them to resolve or avoid difficulties related to international indebtedness. The instrument under which the account is administered provides that all transactions and operations of the account shall be denominated in U.S. dollars, and all transfers to and from the account shall be made in that currency.
The use of the U.S. dollar as the unit of account illustrates the continuing practice in international arrangements of using the current dollar as the unit of account. No census has been taken, but it might well demonstrate that in treaty practice, to take one example, the dollar is still the most common unit of account even in the era of fluctuating exchange rates.38 There are no data that show what proportion of these treaties is bilateral, plurilateral, or multilateral. It would be interesting to determine also to what extent these treaties do not involve considerations of uniform or equivalent value as discussed in Chapter 3 or maintenance of value as discussed in Chapter 7.
The problem of “headroom” discussed in connection with the World Bank’s lending capacity is not untypical of the difficulties that can arise because of certain legal limits when exchange rates are fluctuating. A legal limit expressed in domestic currency is imposed by national law for some purpose; the limit is observed originally, but later it is exceeded because of movements in exchange rates. Many examples can be imagined. For instance, a court has jurisdiction to entertain claims up to a certain amount expressed in the domestic currency, a plaintiff institutes proceedings to recover a debt in foreign currency the equivalent of which is less than the limit in the domestic currency, but by the time of the hearing the equivalent exceeds the limit because of movements in the exchange rate between the two currencies. Again, a limit is imposed on recoveries, a judgment expressed in a foreign currency does not transcend the limit, but by the time of enforcement of the judgment the limit is exceeded.
The English Law Commission has discussed a comparable case in its Report.39 Under an English statute, a shipowner is able to limit his liability for personal injury or for loss or damage to goods. The limit is expressed in sterling, but the plaintiff’s loss is suffered in a foreign currency, and under English law as it has developed since the decision of the House of Lords in the Miliangos case discussed in Chapter 12 of this monograph, the judgment should be expressed in the foreign currency. How should the judgment be framed so that the plaintiff’s claim to foreign currency is honored but the limit in sterling is not transcended? An English judge has tentatively suggested that in such a case judgment should be given in sterling only, apparently at the rate of exchange prevailing at the date of the judgment.40
The English Law Commission questioned the proposed solution, because of the principle that a claim to foreign currency should not be transformed by the court into a claim to sterling. The Commission was content to leave the solution to judicial evolution but favored the principle that
(i) where the damages in foreign currency, when converted into sterling as at the date of judgment, are lower than the statutory limit, judgment should (as is apparently the present law) be expressed in that currency in accordance with the general form approved in Miliangos;
(ii) where the damages in foreign currency, converted as at the date of judgment, would exceed the statutory limit (of, say, £100,000) judgment should be given in some form which, in effect, is for “£100,000 or such sum in [the foreign currency] as is at the date of payment the equivalent of £100,000.”41
Similar problems can arise when limits are expressed in foreign currencies or in a composite unit of account. English legislation on export guarantees42 provides examples of this kind, and, in addition, an example of exculpation if certain excesses occur. One of the limits is applied to the total of commitments (outstanding liabilities, payments, and advances) under the Act in foreign currencies. The limit is expressed in SDRs. Foreign currency is defined as any currency, other than sterling, and SDRs. If commitments are expressed in foreign currency other than the SDR, the SDR equivalent for the purpose of the limit is determined according to the appropriate rate of exchange prevailing on dates specified by the Act. A determination of the equivalent remains in force until the end of the quarter in which the commitment is made. Calculations are made at the end of each quarter and remain in force until the end of the next quarter.
The Act excuses an excess above the limit for the time being in force if the excess is attributable solely to a quarterly re-calculation that took effect as from the end of the previous quarter. An excess is permitted also when it results from a liability previously undertaken at a time when the limit would not have been exceeded if the undertaking had been performed at once. Finally, the Secretary of State is authorized, on not more than three occasions, provided he is acting with the consent of the Treasury, to increase or to increase further the limit by a specified maximum amount of SDRs. To increase a limit is always a possible option when the limit has been or may be transcended, as illustrated by this statute and by the increase in the World Bank’s capital, but it may not be easy to obtain the option or to exercise it when it exists.
An action taken by the Ministry of Finance of China is similarly accommodating when there is an involuntary excess of the kind under discussion here. Article 20 of the Accounting System for Joint Ventures Using Chinese and Foreign Investment provides that foreign currency contributed in cash by the parties to Chinese-foreign equity joint ventures in compliance with the contract shall be converted into renminbi at the exchange rate prevailing at the date payment is received. As the result of fluctuations in exchange rates, the renminbi amount resulting from this conversion may alter the parties’ capital contribution ratio provided for in the joint venture contract. The Ministry’s Notice of December 29, 1987 declares that in such a case, the applicable exchange rate may be either the exchange rate announced by the exchange control authorities for the day on which payment is received or the exchange rate provided for in the joint venture contract. If the former option is chosen, and there is a discrepancy between the amount of renminbi resulting from conversion and the capital contribution ratio, the difference shall usually be treated as a capital gain or loss. Nevertheless, if the contract contains other provisions with regard to this matter, those provisions are to be observed.43
A treatment of the problem of transcending a legal limit can be found in the IMF’s Articles. The IMF can decide to transfer part of the proceeds of the sale of gold in excess of the former official price or currency held in the General Resources Account to the Investment Account for immediate investment through that Account. The total amount of these transfers must not exceed the total amount of the IMF’s general and special reserves at the date a transfer is contemplated. These reserves are denominated in SDRs, and therefore the SDR value of the transfers already made must be calculated as at the date of a decision to make a transfer. If the SDR value of the amounts of currency already invested increases after the decisions beyond the SDR value of the reserves, the IMF has no obligation to reduce the investment, but no new transfers can be made while an excess over the SDR value of the reserves exists at the date that a new transfer is considered. A similar solution applies if during the existence of an investment the SDR value of the reserves decreases with the consequence that the investment exceeds the reserves.44
It is inevitable that adjustments may be required in practices pursuant to treaties or national regulations because of fluctuations in exchange rates. The problem has been touched upon already in earlier parts of this monograph. Some examples of the treatment of the problem are cited here.
The International Natural Rubber Agreement1 mentioned in Chapter 5 deals with two developments in exchange rates. One development is described as a divergency between the Malaysian ringgit and the Singapore dollar “to the extent that buffer stock operations are significantly affected.”2 If that development occurs, the International Natural Rubber Council, the plenary and highest organ of the buffer stock organization, must meet to review the situation and may consider substituting a single currency as the unit of account.
The other development is described as a change in the exchange rate between the Malaysian ringgit-Singapore dollar on the one hand and the currencies of the major natural rubber exporting and importing members on the other hand to an “extent that the operations of the Buffer Stock are significantly affected.”3 In certain circumstances, the Executive Director of the buffer stock organization must, or members may, call for a special session of the Council, which must then meet. The Council must confirm or cancel measures already taken by the Executive Director, and it may decide to take appropriate measures, including the possibility of revising the price range for the commodity. For the purpose of ensuring the timely convening of the Council, that organ must establish a procedure for determining what is “a significant change in the parities of these currencies.”4 “Parities” in this context cannot mean fixed exchange rates, and the text in which it occurs must be understood to refer simply to changes in exchange rates. The difficult problem is to determine what is a “significant” change. The provision is careful to make it clear that the procedure is “for the sole purpose of ensuring the timely convening of the Council.”5 The International Cocoa Agreement, 1980 calls for a special session of the Council established under that convention “if conditions on the foreign exchange markets are such as to have important implications for the price provisions of this Agreement.”6
The provisions of the conventions cited above do not imply that changes in practices will be made by the Council because it has been called into session, and obviously no provision is made for automatic changes in practices because of changes in exchange rates. A convention may include a criterion, however, to guide any changes that are made.
The Convention on a Code of Conduct for Liner Conferences, negotiated in 1974 under the auspices of the United Nations Conference on Trade and Development (UNCTAD), is an example of such a treaty.7 The procedures for fixing tariffs by liner conferences are regulated by the Code. Shipping lines that belong to a conference must observe the rates, rules, and terms in published tariffs.8 A liner conference must give a specified period of notice to shippers and others of an intention to institute a general increase in freight rates.
“Exchange rate changes, including formal devaluation or revaluation,” that produce changes in aggregate operational costs or revenues of the shipping lines belonging to a conference are deemed to be a valid reason for the introduction of a currency adjustment factor or for a change in freight rates. The adjustment or change must be such that the lines neither gain nor lose in the aggregate. The adjustments or changes are subject to notice and consultation as required by the Code, save in “those exceptional circumstances which warrant immediate imposition” of an adjustment or change. Consultations are to be held as soon as possible after an adjustment or a change made without prior consultation. If consultations do not lead to agreement, the procedure established by the convention for the settlement of disputes is to be followed.9
Two examples of discretionary adjustments because of fluctuating exchange rates are discussed elsewhere in this volume. In Chapter 4 there is a discussion of the possible adjustment of the weight of a currency in the ECU if, as the result of changes in exchange rates, the weight of a currency rises or falls by 25 percent in comparison with the weight assigned to it originally in the prevailing ECU basket.
The other example, discussed in Chapter 9, involves the guidelines adopted by the Contracting Parties to the GATT for decisions under Article II: 6(a) of the Agreement. Under that provision, specific duties may be adjusted to take account of depreciation of the currency in which such a duty is expressed.
Another model for responding to fluctuations in exchange rates is a formula for automatic adjustments in provisions affected by exchange rates. Currency adjustment factors (CAFs) have been mentioned already. They reflect changes in exchange rates for currencies subject to tariffs that must be observed by maritime carriers. Fluctuations in exchange rates can create sudden and substantial losses for carriers. Their revenues may be earned in fixed amounts in depreciating currencies, while outgoings may be incurred in appreciating currencies. CAFs may have certain advantages over changes in tariffs even though the effect of CAFs is to adjust existing tariffs. For example, the procedural requirements for adjusting CAFs may be simpler, and it may be possible to bring adjustments into effect with less delay.
In 1982, the Federal Maritime Commission of the United States proposed a system of CAFs for common carriers by water and conferences of such carriers engaged in the foreign commerce of the United States.10 The Commission abandoned the proposal because of the industry’s many criticisms. The effort illustrates the difficulties of arriving at a satisfactory formula for automatic adjustments.
The Commission proposed that carriers and conferences would file tariff schedules, including a base level for the tariff currency, normally the U.S. dollar, in relation to each trade currency chosen for the carriage of cargo to or from all ports in a foreign country. CAFs in the form of surcharges or discounts would take effect on the first market day of a month in accordance with the following formula:
No CAFs shall be imposed in any month unless currency values exceed a 2 percent minimum deviation from the base. The schedules are to be constructed on a 50 percent factor of the nominal change in the value of the selected trade currencies in relation to the tariff currency. Unless this 50 percent result equals or exceeds a 2 percent currency change at intervals of 2 percent at the beginning of a month, there shall be no currency adjustment or change in the adjustment. The schedules may be updated at any time based upon the exchange value of the trade currencies prevailing at the time of such filings. The first CAF adjustment under a new schedule cannot be imposed prior to the first market day of a month following the effective date of the revised currency clause.11
The proportion of 50 percent appeared in this proposed formula because of the assumption that carriers or conferences incur part of their outgoings in U.S. dollars, and these outgoings should not affect the calculations designed to take account of changes in the exchange rates between the dollar and other currencies. The U.S. dollar portion would be fixed at 50 percent for reasons of simplicity. The alternative would have to be a detailed accounting of dollar outgoings by each carrier or conference.
One objection to the formula was that a surcharge or discount would be mandatory on the basis of exchange rates on a single day. On that day the exchange rates might be unrepresentative of the behavior of exchange rates over a period, but CAFs would be in force for a whole month. One counterproposal on this point submitted to the Commission was that carriers and conferences should have an option to calculate CAFs on the basis of exchange rates averaged over a period. The topic of averaging exchange rates is discussed in Chapter 8 of this monograph.
Another criticism was that a number of separate CAFs in a single trade would be possible when vessels call at ports in a number of countries and incur expenses in the currencies of all these countries. A shipper or consignee might divert cargo from normal ports of call for reasons of profit or cost related to the CAFs, with disruptive consequences for the normal conduct of shipping business. A counterproposal was that if several trade currencies were involved, there should be a weighting of them in the calculation of CAFs. The weighting should be based on the actual use of currencies to discharge outgoings, so as to prevent the overcompensation of carriers and conferences. Such a system would be complicated to administer. Nevertheless, the practice of some conferences has been to employ a weighted basket of currencies in applying their individually arranged CAFs. The purpose of the Commission’s proposal was to substitute and enforce a uniform system of CAFs.
One of the complexities of the proposal was that a conference might be subject to two systems of CAFs, one enforced by the United States and the other by the country with which a trade is conducted. Differences between the two systems might create difficulties of compliance with both. Indeed, different systems of CAFs, with large disparities in amounts and differences in procedure, have emerged throughout the world. Conferences and shipping councils have attempted to arrive at a simpler system that would be widely acceptable.12
The effort to establish rules relating to uniform CAFs was abandoned, and the Federal Maritime Commission has not initiated a new rulemaking proceeding since that time. The Shipping Act of 1984 requires common carriers subject to regulation to file with the Commission tariffs showing all the rates and charges applicable to the transportation service offered. At the present time, the Commission’s rules governing the filing of tariffs provide that “currency restrictions must be specified and the basis for determining the rates for currency exchange must be set forth.”13
Maintenance of value as discussed in this chapter must be distinguished from the adjustments made to take account of changes in exchange rates that have been discussed in Chapter 6. Maintenance of value is obligatory, in contrast to adjustments that are discretionary. All the adjustments discussed in Chapter 6 result in modifications of the instruments under which the adjustments are made or of the practice the instruments prescribe. Maintenance of value, however, takes place under provisions or practices that are not modified as the result of actions taken because of changes in exchange rates.
Neither customary nor conventional public international law includes any general principle that Patria must compensate other states for declines in the external value of their holdings of Patria’s currency measured by some established standard of value. Similarly, there is no principle that Patria has any claim to reduction in the nominal amount of its currency liabilities, represented by the holdings of Patria’s currency by other states, because of increases in the external value of the currency. The legal situation is the same with respect to the obligations of Patria expressed in Patria’s currency but not related to holdings of Patria’s currency. No liability exists whether the changes are the result of depreciation or appreciation in the market or devaluation or revaluation by fiat of the issuer of the currency (Patria in the examples cited here). Nothing in the IMF’s Articles in any of its three versions has imposed this form of liability.
The absence of liability is probably related to the principle of nominalism and the principle that “[c]ontrol of the national currency and of foreign exchange is a necessary attribute of sovereignty.”1 There is nothing in the Articles to suggest that liability would arise even if the IMF were to decide that a member was violating its obligations with respect to exchange rates under the present Articles, such as the obligation to “avoid manipulating exchange rates or the international monetary system in order to prevent effective balance of payments adjustment or to gain an unfair competitive advantage over other members.”2
As the absence of liability is probably related to nominalism and sovereignty, it follows that a state can agree to accept responsibility. For example, a state can undertake liability to another state that is expressed in a unit of account other than the obligor’s currency but is to be discharged in that currency. Similarly, Patria can agree to compensate Terra for declines in the exchange value of Terra’s holdings of Patria’s currency. The purpose of such an agreement might be to induce Terra to refrain from converting these holdings either through the exchange market or by a direct approach to the authorities of Patria under some obligation of conversion assumed by Patria. Examples can be cited of exchange guarantees as part of a collaborative effort. To cite one example, an agreement took effect on January 1, 1973 among 18 countries that belonged to the Organization for Economic Cooperation and Development (OECD), under which each country guaranteed for a period of three years the exchange value of working balances in its currency held by the central banks of the other parties. The agreement was considered necessary in the new circumstances of fluctuating exchange rates. States have been reluctant, however, to undertake obligations to other states to maintain value. If the issuer of a reserve currency were to undertake such an obligation, the benefit it hoped to enjoy as the result of devaluation or depreciation could be negated to a substantial extent.
Nevertheless, there have been examples of such obligations. For example, under some swap arrangements negotiated by the United States with other countries, or more often between their central banks, a drawing of one currency is accompanied by the deposit of an equivalent amount of the partner’s currency, and it is agreed by the parties that when the swap is reversed the transaction will be carried out at the same spot rate that applied when the drawing was initiated. The effect of the arrangement is that the holder of the deposited currency is protected against any decline in its external value, thus benefiting from a guarantee of value, while the drawing partner is protected against any increase in external value of the currency drawn and to be returned.3
If there was no agreement with a holder of U.S. dollars on maintaining the value of the holdings, the holder was not entitled to claim adjustment of the value of the holdings simply because in the days of the par value system the United States had given the IMF an undertaking that it would buy and sell gold freely with other members in exchange for dollars for the settlement of international transactions.’4 This undertaking did not guarantee the holder of dollars against devaluation of the dollar. If the dollar was devalued, whether consistently or inconsistently with the Articles, other states were compelled to accept the reduction in the external value of their holdings of the currency without any remedy against the United States.
Notwithstanding the reluctance of states to guarantee the value of holdings of their currencies by other states, there has been a greater readiness to give such guarantees to international financial organizations in respect of the balances they hold. There has been a change, however, in the willingness to undertake such obligations, because of the fluctuation of exchange rates.
Maintenance of value obligations are not to be found in the more recent charters of MIGA and the EBRD. However, to the extent that a treaty does not provide for immediate payments to the organization that is established, a measure of protection against fluctuations in exchange rates can be accorded to the organization by adopting a composite unit of account, such as the SDR or the ECU. The payments when made would be based on current exchange rates. This form of protection is illusory, however, if, as in the cases of MIGA and the EBRD, the valuation of the composite unit of account is frozen by defining it as the average of exchange rates for the unit over a prescribed period. Even the proximity of the period offers little protection if the period becomes increasingly remote and payments are made over a long or open-ended period.
The fundamental justification for obligations to maintain the external value of an international organization’s holdings of a currency is complex. The organization is protected against any impairment of its capital and therefore of its ability to perform its functions. The converse is true: the organization is not entitled to retain an enhanced value for its capital as the result of revaluation or appreciation, because that development is seen to go beyond a member’s commitment to the organization. The obligation to maintain value rests, therefore, on each member state in respect of its currency and on the organization. Maintenance of value makes it possible for the organization to go on conducting its financial activities smoothly without the tensions and impediments that would arise if there were to be an incompatibility between exchange rates in the markets and those at which the organization conducts its transactions and operations.
The IMF is a primary example of an international financial organization in which each member and the organization have the reciprocal obligations mentioned above. The obligation relates to a member’s own currency because the member manages the external value of its currency in accordance with the provisions of the Articles. While the par value system was in force, a member had to pay more units of its currency to the IMF on a devaluation of the currency in order to bring the IMF’s holdings up to the gold value they had immediately before the devaluation. If a member’s currency was revalued, the IMF returned units of the currency to the member so that the gold value of the IMF’s holdings immediately before the change in par value was restored. The obligation to maintain value did not attach to any holdings of the currency drawn from the IMF and still in the hands of the purchasing member. The obligation did not run between members.
The obligation to maintain value applied to depreciation by market forces as well as devaluation by governmental action. A member might be failing to make the par value of its currency effective by allowing the exchange rate for the currency to float in violation of the member’s obligations. It was possible also that the IMF had not called on a member to establish an initial par value for its currency and that the currency was floating, because the IMF did not think that the member was able to make a par value effective. Such a member was not in violation of its obligations under the Articles. Maintenance of value was not a sanction. Whether or not a member was violating its exchange rate obligations, it was not difficult to arrive at the value of the currency in relation to gold. The gold value of a floating currency could be determined indirectly, through the medium of the U.S. dollar. All that was necessary was to apply the exchange rate between the floating currency and the U.S. dollar, because the undertaking of the United States to buy and sell gold freely with other members enabled the IMF to assume that the external value of the dollar was being maintained in relation to gold.
It is odd that the original Articles said nothing about the adjustment of holdings on the appreciation of a member’s currency in violation of the Articles because a par value was not being made effective.5 The IMF resisted the temptation to hold that this omission in the Articles was intended to increase the IMF’s resources in relation to gold as the common denominator of the par value system. Instead, the IMF interpreted the Articles to require it to return units of the appreciated currency to the member so that the IMF’s holdings were maintained at the gold value they had immediately before the appreciation.
The upshot of the system of maintenance of value was that the IMF could conduct its operations and transactions in currencies at exchange rates that corresponded to the exchange value at which the IMF was holding those currencies, without suffering any loss or gaining any profit. Furthermore, in principle the IMF would be able to use all currencies in its activities without complications, because the exchange rates at which the IMF dealt in them were in a sense neutral. For members dealing with the IMF, there was no exchange profit or loss to be enjoyed or suffered in members’ relations with the IMF because one currency rather than another was sold or purchased by the IMF in these dealings.
Another way of looking at maintenance of value is that the IMF’s resources are protected as revolving funds that are available for use by members needing resources for purposes consistent with the Articles and the policies of the IMF. In particular, the value of the IMF’s resources could not decline in terms of gold and now in terms of the SDR as the IMF’s unit of account because of changes in exchange rates. A decline in value could be brought about only if the decision were taken to reduce the quotas of members. The decline would occur because subscriptions to the IMF have always been equal to quotas.
After the par value system was abrogated, it became necessary to decide whether obligations to maintain value should be retained in the IMF’s amended Articles, and if retained what the unit of account should be. To understand what changes have been made by the Second Amendment, it is necessary to sketch the present financial structure of the IMF. Under the original Articles, the structure was simple: all transactions and operations were conducted through the same window. The First Amendment created a General Account, through which were conducted the transactions and operations originally authorized by the Articles, and a Special Drawing Account, through which transactions and operations in the newly created SDR were carried out. The two Accounts were really separate departments, and that term would have been used had it not been applied already to the organizational compartments of the staff.
The financial structure of the IMF became more complicated as a result of the Second Amendment. The General Account became the General Department and the Special Drawing Account became the Special Drawing Rights Department. (The former objection to the use of “Departments” for the financial structure of the organization was swept aside because it became necessary to distinguish between Departments and component Accounts.) The General Department is now composed of three separate Accounts: the General Resources Account, the Special Disbursement Account, and the Investment Account. In addition, it was made explicit that the IMF could perform financial (and technical) services, including the administration of resources contributed by members, for purposes that were beneficial to members and consistent with the purposes of the IMF.6 Accounts administered under this power are outside the two Departments. Transactions and operations conducted through administered accounts cannot give rise to recourse against assets held by the IMF in its two Departments.
The transactions and operations carried out through the General Resources Account are in essence the same as those that were authorized by the original Articles, although there have been substantial modifications in these activities as a result of the two Amendments. If the IMF were to sell gold held by it in the General Resources Account on the effective date of the Second Amendment (April 1, 1978), an amount of the proceeds equivalent at the time of sale to 1 SDR per 0.888671 gram of fine gold would be held in that Account, and any excess would be held separately in the Special Disbursement Account.7 The IMF may make transfers from this excess to the General Resources Account for immediate use in accordance with other provisions of the Articles as transactions and operations of that Account.8 Under an unusual power of the IMF, the assets held in the Special Disbursement Account may be used at any time
for operations and transactions that are not authorized by other provisions of this Agreement but are consistent with the purposes of the Fund. Under this subsection (f)(ii) balance of payments assistance may be made available on special terms to developing members in difficult circumstances, and for this purpose the Fund shall take into account the level of per capita income.9
The assets in the Investment Account also are held separately from all other assets of the IMF. The assets in this Account are the result of decisions by the IMF to make transfers to the Account from the excess proceeds of the sale of any of the IMF’s gold.10 In addition, however, the IMF may decide to transfer to the Account, for immediate investment, holdings of currencies from the General Resources Account.11 The combined amount of transfers to the Investment Account must not exceed the total amount of the IMF’s reserves at the time of the decision to make a transfer.12 The Investment Account may hold the obligations in which the IMF invests, the income of investment, and the proceeds of matured or liquidated investments.
Obligations to maintain the value of the IMF’s holdings of members’ currencies in the General Resources Account have been retained. The unit of account for this purpose is the SDR. The IMF may hold currencies in the Special Disbursement Account, the Investment Account, and administered accounts, but obligations to maintain value do not attach to these holdings.
Why does the traditional obligation to maintain value not apply to holdings in these other Accounts? One reason is that the financial activities conducted through them need not take the form of the main transactions conducted through the General Resources Account. These transactions are in the form of the IMF’s sale of currencies (or SDRs) to members and the IMF’s purchase of an equivalent amount of the purchasing member’s currency. In due course, the purchasing member repurchases its own currency from the IMF with SDRs or the currencies of other members, or the IMF sells that purchasing member’s currency to another member in need. The sales have the same effect pro tanto as a member’s repurchase of its currency. Purchases and repurchases are carried out in a way that results in no exchange profits or losses for the IMF or members. To achieve this result, the transactions are carried out at current exchange rates for the SDR as the unit of account, and the IMF’s holdings in the General Resources Account of the currencies involved are adjusted to reflect these exchange rates. The assets in the General Resources Account continue to be revolving resources that are preserved in value at all times for the benefit of members. Value now means value in terms of the SDR and not gold.
Transactions of this character, resembling exchanges of currencies, are not the normal business of the Investment Account. The form of transactions carried out through the Special Disbursement Account and administered accounts are not specified by the Articles. Assets held in these accounts are not part of the IMF’s permanent revolving resources held in the General Resources Account. Transactions performed through the Special Disbursement Account or the administered accounts can be in the same form as those conducted through the General Resources Account, but they need not be. Instead, they can take the legal form, for example, of a loan, that is, an advance to the borrower not accompanied by a quid pro quo in the form of the immediate transfer to the IMF of the equivalent in the borrower’s currency, or they can take the form of a grant.13
A second reason why the obligation to maintain value does not apply to the IMF’s holdings of currencies in the Special Disbursement Account and administered accounts is that the IMF would be unlikely to sell these holdings even if the transactions in which the resources were made available to members were to be in the form of those conducted through the General Resources Account. The currencies the IMF would purchase in exchange for currencies sold would probably be those of poorer developing countries. The IMF does not sell the currencies of members if they are not in a strong balance of payments and reserve position, because if the IMF did not observe this direction14 it would intensify the problems of such countries.
It follows, therefore, that for the IMF to purchase such currencies in transactions through the Special Disbursement Account and administered accounts would be unnecessary and also inconvenient for both the IMF and members in a world in which exchange rates fluctuate. A glance at the IMF’s practice on maintenance of value in relation to currencies held in the General Resources Account will demonstrate the cumbersomeness of obligations to maintain value and suggest the desirability of avoiding them if there are no compensating benefits. The IMF adjusts its holdings of a member’s currency in the General Resources Account:
(a) whenever the member’s currency is involved in a transaction or an operation between the IMF and another member;
(b) at the end of the IMF’s financial year;
(c) whenever a member requests the IMF to adjust its holdings of the member’s currency;
(d) with respect to holdings of the U.S. dollar, on the last business day of each month, because most of the IMF’s administrative expenditures are in that currency; and
(e) on such other occasions as the IMF may choose.
Whenever the IMF adjusts its holdings of a member’s currency in the General Resources Account, the IMF establishes either an account receivable or an account payable. Adjustments are calculated by reference to the balance of the member’s currency in the General Resources Account plus the balance in the account receivable or minus the balance in the account payable in the currency.
Settlements of accounts receivable or payable are likely to be less frequent than adjustments, at least for some currencies. Settlements must be made at the end of each financial year of the IMF and at any other times requested by the IMF.
Finally, a note that used to appear in the Financial Statements of the World Bank helps to explain the resistance of the United States to an extension of maintenance of value obligations. Under Article II, Section 9 of the World Bank’s Articles, a member’s obligation applies to the paid-in portion (originally 18 percent) of subscription held by the Bank in the member’s currency. As discussed in Chapter 5, the problem as seen by the United States is that an obligation to maintain value on the basis of the SDR proper as the unit of account would be a new and open-ended obligation to make payments of dollars to the Bank. New in this context means an obligation to make payments to the World Bank beyond those that would be due on the basis of the former par value of the dollar as the unit of account. Furthermore, an obligation to maintain the value of dollars in terms of the SDR might mean that the United States would have to make payments as the result of fluctuations in the exchange rates of the currencies of other members for which their policies were responsible. The position of the United States, it has been seen, is that an obligation of increased weight resulting from the use of the SDR as the unit of account can be imposed only by amendment of the World Bank’s Articles. It is no secret that the United States has been intent on avoiding budgetary difficulties or other financial problems with Congress.
A by-product of the practice by which transactions through the Special Disbursement Account do not involve counterpart funds or maintenance of value obligations is that the legal technique for conducting these transactions differs from the technique for conducting transactions through the General Resources Account. The latter transactions are most often carried out under the legal instrument of the IMF called the stand-by arrangement or the variant of it called the extended arrangement. The IMF and its members do not regard these arrangements as treaties or contracts.15 The IMF’s approval of an arrangement for the benefit of a member is a decision by the IMF in the exercise of its regulatory and financial powers under the Articles. The member’s letter of intent in support of which the IMF approves an arrangement is a member’s statement of the policies, including policies on exchange rates, it intends to follow during the period of the arrangement, but without undertaking a legal commitment to abide by the stated policies. The IMF’s decision, however, may make observance of certain specified policies a condition for a member’s access to further resources under the arrangement. The preference of the IMF and its members for this legal practice avoids the embarrassment of holding that a member is guilty of international wrongdoing in not pursuing the economic policies included in its letter of intent. To hold that a member behaving in this way violates international obligations would deter members from formulating adjustment programs and seeking to use the IMF’s general resources.
Furthermore, if the stand-by arrangement were considered a treaty or contract, the IMF would have to designate the defenses it would recognize against charges of breach and would have to examine a member’s circumstances to determine whether it could substantiate a defense. The IMF’s analysis that departures from economic programs are not international wrongs is in the legal tradition of the Articles in treating transactions conducted through the General Resources Account or its predecessor as exchanges of currencies and not the extension of credits.16
The instruments under which a member can use resources held in the Special Disbursement Account or in administered accounts have been loan agreements. Perhaps because these transactions are outside the normal scope of the IMF’s financial activities the niceties formerly observed have been abandoned. In addition, the IMF may regard the use of the SDR as the unit of account for repayment of a loan an assurance of adequate repayment that justifies forgoing counterpart funds and maintenance of value. If there were counterpart funds, the SDR would be the unit of account for the repurchase of them.
Article IV, Section 2 of the Articles of Agreement of the International Development Association (IDA) provides for maintenance of value in terms of the 1960 U.S. gold dollar. The obligation applies to that amount of the 90 percent portion of the initial subscription of each member of a particular class as is paid in by the member in its own currency, and as long as and to the extent that such currency has not been initially disbursed or exchanged for the currency of another member. IDA establishes the terms and conditions for replenishment of its resources. Under the first three replenishments, it was decided as a matter of policy to apply the maintenance of value provisions of IDA’s Articles to the subscriptions (carrying voting rights) and contributions (not carrying voting rights) made under each of these replenishments. On the occasion of the fourth replenishment, on which the decision was taken in 1974, the class of members referred to above expressed the view that as a matter of general principle maintenance of value provisions should continue to be made applicable to replenishments. They decided, however, that in view of the unsettled international monetary conditions at the time, their proposed subscriptions and contributions would not be subject to any obligation to maintain value. Each such member would agree to make its payments in a stated amount of its own currency, if “freely convertible” as defined by the Articles of IDA, without any obligation to maintain the value of these amounts if there should be a subsequent change in the exchange value of the currency. A member would not have the right to make these payments in a currency other than its own, except with the approval of IDA.
The fifth replenishment, on which the decision was taken in 1977, followed the same pattern as its immediate predecessor. Nothing was said, however, about the general principle of maintenance of value, and no reference was made to unsettled monetary conditions.
It had been recognized in connection with the fourth replenishment that difficulties might arise for IDA as a result of not applying the obligation to maintain value. IDA made loan commitments of resources in current U.S. dollars, but its resources, held or payable to it, might decline in exchange value against the dollar. The result might be a discrepancy between resources and total credit commitments, particularly in view of the fact that commitments would be made over a period of three years but would be disbursed over a much longer period. This discrepancy did occur and commitments already made by IDA had to be adjusted downward. For the fifth replenishment, it was decided to adjust commitments from time to time in the light of exchange losses or gains during the commitment period. If fourth replenishment resources proved to be inadequate to meet fourth replenishment commitments, it was agreed that the shortfall could be met with fifth replenishment resources. The practice is another example of discretionary adjustments as discussed in Chapter 6 of this monograph.
IDA’s report on the sixth replenishment (under a decision of 1980) stated that the original system of IDA’s Articles and the first three replenishments had provided IDA with a high degree of financial security in the conduct of its operations: subscriptions and contributions were expressed in 1960 U.S. dollars, subscribers and contributors maintained the value of these resources until they were disbursed under credit commitments or exchanged for other currencies; credits for borrowers were expressed in current dollars; and repayment obligations by borrowers were expressed in 1960 dollars. Ongoing reform of the international monetary system had made it necessary to depart from these arrangements. The frequency of changes in exchange rates and unsettled conditions from time to time on foreign exchange markets justified review of the question whether members making subscriptions and contributions could undertake obligations to maintain the value of these resources in terms of the U.S. dollar or the SDR.
The report went on to say that the question had been discussed whether some form of maintenance of value obligation, in terms for example of the SDR, should be reintroduced for the sixth replenishment. It had become clear that such a proposal would create budgetary complications for many members. It had been agreed, therefore, that once again obligations could be expressed in stated amounts of a member’s national currency, as in the fourth and fifth replenishments. At the same time, it had been agreed, in line with the growing use of the SDR as a unit of account in the international monetary system, that individual members should have the option to define their obligations in terms of the SDR as valued by the IMF from time to time. Germany had decided to exercise this option. Some other members wished to use the U.S. dollar for expressing their obligations, and they had been permitted to do so.
The report stated that a further review of IDA’s practice on commitments had taken place because of the effect of changes in exchange rates. An analysis had shown that IDA’s financial position would be largely stabilized if IDA shifted to the SDR instead of the U.S. dollar as the unit of account for its credit commitments. In addition, it was agreed as a measure of protection for IDA that commitments would be made on an ascending scale over the three years of a commitment period, while the basic rule for replenishments remained that they were to be made in equal annual installments.
The 1980 Annual Report of the World Bank announced that in June of that year IDA had authorized the expression in SDRs of both commitments and repayment obligations, beginning with the sixth replenishment. The report states17 that the action was taken so as to reduce the impact of fluctuations in exchange rates on IDA’s commitment authority, to allow for more accurate planning of the timing of proposed credits, and to reduce the possibility of a shortfall in the resources needed to meet disbursements under commitments.
The report noted that under previous replenishments some members had made resources available to IDA in currencies that could be invested pending disbursement instead of notes under which calls for encashment could be made. IDA welcomed these cash payments because they added flexibility to the management of resources and enabled IDA to derive some income from investment. To encourage such cash payments, members making them had been authorized, beginning with the third replenishment, to pay in amounts and on dates that would not otherwise be mandatory, provided that, in the judgment of IDA, the terms of the payments would be no less favorable to IDA than if notes were deposited instead of cash.
IDA’s practice has been changed in another way that deserves notice. IDA drew down subscriptions or contributions to a replenishment in equal proportions from all members to meet disbursements under the replenishment. The practice followed the model of a provision of IDA’s Articles, which had been made applicable by resolution to replenishments. The calls had been made on a quarterly basis. IDA’s cash requirements had been subject to fairly frequent changes, however, for such reasons as revisions of the forecasts of disbursements and fluctuations in exchange rates. Consequently, the calls had been subject to frequent and substantial revisions, and had caused difficulty for some members in accommodating the revised calls for cash within the members’ budgetary procedures. Agreement was reached, therefore, that, within specified limits, IDA should administer the arrangements for pro rata encashment with more flexibility at the request of a member.
The report on the seventh replenishment, agreed in 1984, declared that in view of the serious difficulties that contingent budgetary obligations would pose for many members, it was not considered practical to adopt an obligation requiring them to maintain value. It was recognized that introduction of the use of the SDR as a unit of account for the commitment of credits by IDA during the sixth replenishment period had helped to stabilize IDA’s financial position, and it was agreed, therefore, that this practice should be continued for the seventh replenishment. The eighth replenishment (1987) followed, with minor modifications, the model developed in the more recent of the predecessor replenishments on the matters discussed above.
As demonstrated by the practice of the IMF in connection with transactions through the Special Disbursement Account and administered accounts, protection against exchange risk in these transactions can be obtained if disbursements and repayments are made on the basis of the SDR. An organization engaging in such transactions, however, is not free from exchange risk with respect to the stock of resources that finance its transactions unless subscribers or contributors of the resources undertake obligations to maintain the value of their subscriptions and contributions. For IDA’s ninth replenishment (1990),18 no change was made to reintroduce maintenance of value.
It was noted, therefore, that as most donors denominated in their national currencies the resources they made available, while IDA committed and disbursed these resources in terms of the SDR, IDA’s stock of resources was exposed to an exchange risk because exchange rates for currencies at the time they are pledged may differ from their SDR value at the time of disbursement. Donors insisted, however, on retaining the option of denominating their pledges in either the SDR or the national currency. The risk had been less in the case of major currencies, but substantial in the case of some other currencies. The depreciation of some currencies might result in a realized SDR value of all resources less than the total SDR value sought by the negotiation on replenishment. It was decided, therefore, as has been seen, that donors suffering from high inflation, and therefore the rapid depreciation of their currencies in recent years, would not have the option and would denominate their subscriptions and contributions in SDRs.
Limitation of the maintenance of value obligations in the IMF to the resources held in the General Resources Account does not mean that the membership has been reconciled to the prospect of reduction in the value of other assets of the IMF as the result of fluctuating exchange rates. Investment can compensate, at least to some extent, for the limited role of maintenance of value obligations under the Second Amendment. Explicit powers of investment are a departure from tradition. Before the Second Amendment, the IMF’s Articles contained no express power of investment. In 1956, after nine years of intermittent discussion, the IMF interpreted its Articles to permit investment to counteract the impairment of the IMF’s resources caused by a prolonged excess of administrative expenditure over income. The interpretation declared that the member that issued the securities denominated in the currency in which the IMF invested was required to maintain the value of the securities if the currency was devalued. The purpose of the investment was to raise income to eliminate the deficit and not to safeguard assets against changes in exchange rates, but the issue of maintenance of value had to be resolved because of the possibility, even though regarded at that time as theoretical, that there might be a change in the par value of the U.S. dollar. The investment was to be made in U.S. Government securities denominated in the dollar, because the IMF’s administrative expenditures were overwhelmingly in dollars.
The interpretation had to be steered through a maze of legal and policy complexities. One of the difficulties was the suspicion on the part of some members that such an investment might be a precedent for financial activities designed to benefit members by means of transactions not authorized expressly by the Articles and incompatible with the spirit of the treaty.19 Another problem was that a member was not required to pay interest to the IMF on its holdings of the member’s currency, for which reason a member was, and still is, entitled to substitute non-interest-bearing demand notes for its currency held in, or payable to the credit of, the General Resources Account.20 The IMF would receive income from a member, however, by investing its currency in securities issued by the member.
The amended Articles sweep away the earlier problems.21 The attitude to investment, however, continues to be cautious. For example, it has been seen that total transfers of currency from the General Resources Account and the Special Disbursement Account for investment must not exceed the amount of the IMF’s reserves at the time of a transfer. The income of investment through the Investment Account may be used for meeting the expenses of conducting the business of the IMF, but the assets of the Account cannot be used in any other transactions or operations of the IMF.22 An investment with the currency of a member held in the Investment Account may be made only with the concurrence of the member, because a proposed investment might be incompatible with the member’s monetary policy or objectionable to the member for some other reason.
Investment may be made only in marketable obligations of the member whose currency is used for investment or in marketable obligations of international financial organizations, but the obligations must be denominated in SDRs or in the currency used for investment. The latter option may be surprising, because in contrast to denomination in SDRs, denomination in a member’s currency would subject the IMF to exchange risk. It will be recalled that the member has no obligation to maintain the exchange value of its currency or the securities denominated in the currency the IMF holds in the Investment Account. The explanation of the currency option is that a member might be unwilling to accept a commitment to provide more of its currency on the basis of the SDR as the unit of account and might refuse, therefore, to concur in a proposed investment. The United States might be such a member.
If a member’s currency is invested in securities denominated in that currency, on disinvestment the status quo will be restored to some extent. This result was considered an acceptable compromise if a member refused to agree to denomination in the SDR of the securities of investment. It is not completely true that the status quo would be restored, however, because the invested currency may have been transferred from the General Resources Account,23 in which the value of the balance or balances would have been protected by the obligation to maintain value if the currency had remained in that Account. It is possible, of course, to transfer back to the General Resources Account the proceeds of a reduction in the amount of investment,24 after which the retransferred currency will enjoy maintenance of value in terms of the SDR, but there will be no compensation for any loss of value already suffered.
It may be asked why the United States was willing to concur in a provision of the Second Amendment that authorized the IMF to invest in securities denominated in the SDR when the United States was unwilling to accept a maintenance of value obligation in terms of the SDR for assets held in Accounts other than the General Resources Account. One reason is obvious: the United States could refuse to issue SDR-denominated securities for investment by the IMF. The United States could prevent any investment with U.S. dollars. The Articles provide that no investment can be made through the Investment Account without the concurrence of the member whose currency is used to make the investment.25 But suppose that the United States were to issue to the IMF securities denominated in the SDR. The United States would not face the problem of having to go to Congress for the appropriation of dollars under a so-called open-ended commitment because of fluctuations in the exchange value of the dollar against the SDR. The investment would be encompassed within the general borrowing authority already approved by Congress.
The Special Disbursement Account, its functions, and assets have been mentioned already. Pending use of the assets in this Account, the IMF can invest them in income-producing marketable obligations of members or of international financial organizations.26 Once again, no investment can be made without the concurrence of the member whose currency is to be used for this purpose. Investments must be denominated in the SDR or the currency used for investment, but nothing is said about the denomination of loans made by the IMF to members through the Special Disbursement Account. All loans made so far through that Account or through administered accounts have been denominated in SDRs.
Two separate problems of choice have arisen, or have become intensified, in an environment of fluctuating exchange rates, and have led, therefore, to new legal rules or to modifications in legal rules formerly applicable. One kind of problem is not the choice of a currency, because in the circumstances choice of the appropriate currency is settled, but determination of the appropriate exchange rate for the currency if translation of it into another currency is necessary. Problems of this kind, and the solutions of them, are discussed in this chapter.
The other kind of problem is the choice of the appropriate currency for some purpose when two or more currencies are involved in the circumstances of the case. Of course, once the choice is made among the currencies involved, the problem of selecting the appropriate exchange rate arises if it is necessary to translate that currency into another currency. Examples of the second category of problems are discussed in Chapter 12 and in other chapters.
Some of the problems discussed in this monograph did not arise, or were less troublesome if they did arise, in the period when the par value system was in force. As there were fixed relationships among currencies—although subject to changes in the relationships and to the margins prescribed by the Articles for exchange transactions—much less turned on the choice of the appropriate currency or of the appropriate exchange rate. In the discretionary system of exchange arrangements, it often becomes necessary to specify that parties may choose the exchange rate that is to apply to their dealings or that they are not free to do so. If the parties are not free, the applicable exchange rate must be prescribed. Issues of freedom or the absence of freedom to choose the applicable exchange rate can be settled by national law or by treaty.
An example of freedom for parties recognized by national law can be cited from the Report of the English Law Commission. The Commission concluded that parties were free, and should continue to be free, to agree that the translation of any currency into another currency that becomes necessary in their dealings shall be made at the exchange rate prevailing at a particular date or to name the exchange rate that is to be applied.1
Throughout its history, the IMF has had to select the exchange rate to apply in conducting its transactions and operations and has had to decide how to calculate the specified exchange rate for a particular kind of transaction or operation. The IMF has followed four different procedures in response to developments in the international monetary system.
Initially, of course, the IMF had to have a procedure when its financial activities involved currencies for which there were effective par values in accordance with the Articles. The procedure was then simple: the IMF bought and sold currencies on the basis of par values, which meant, in effect, at the parities between the two currencies directly involved when the IMF sold one member’s currency to another member and purchased from the latter member an equivalent amount of its currency. (The principle was qualified only to the extent of a modest service charge levied by the IMF for the transaction.) The IMF continued this practice even after the IMF authorized expansion of the margins to 2 percent for many exchange transactions in the territories of members.
The effect of the practice was that the IMF ignored fluctuations in exchange rates in the markets within the narrow 1 percent or the later 2 percent margins above and below parity. The procedure was simple to administer and it did not seem inequitable to members because the margins were not wide and were unlikely to give rise to serious loss when the currency purchased from the IMF was put into the market by the purchasing member. All that was necessary was a rule that the IMF had to instruct its depository to make the necessary transfer within three business days after the IMF’s receipt of an authenticated request for the purchase of a currency. At first, the value date in the IMF’s instruction was two business days ahead, but later the value date was extended to three business days, partly because differences in time meant that two business days in the United States allowed for only one business day in Europe.
The second procedure was adopted by a decision of the IMF in 1954 entitled “Transactions and Computations Involving Fluctuating Currencies.” They were the currencies for which an initial par value had not been established under the Articles or currencies for which the established par value was not being maintained in accordance with the Articles. The decision declared that it would not be applied to the IMF’s holdings of a fluctuating currency when there was no practical interest in doing so for the benefit of the IMF or members. (It will be seen that there is an echo of this reservation in current practice when only the currency of a single member is involved in a financial operation with the IMF, as, for example, when a member pays charges to, or receives remuneration from, the IMF in the member’s own currency.)
The IMF’s practice under its decision on fluctuating currencies was again a simple one. The heart of the decision was that computations in these currencies would be based on the midpoint between the highest and the lowest rate for the U.S. dollar quoted, for cable transfers for spot delivery, in the main financial center of the country of the fluctuating currency on the day specified in the decision. The choice of the specified day was related to the character of the transaction or operation. For the sale or purchase by the IMF of a fluctuating currency in exchange for another currency, the day specified in the decision was the last business day in the main financial center of the country of the fluctuating currency before the IMF instructed its depository to transfer or receive the fluctuating currency. The U.S. dollar was selected as the standard by which to determine the exchange rate of the fluctuating currency because of the assumption that the United States was maintaining the value of the dollar in relation to gold as the common denominator of the par value system. The assumption was based on the undertaking of the United States to buy and sell gold freely, for U.S. dollars, with the monetary authorities of other members for the settlement of international transactions.
The third development related to the SDR. To make the new monetary asset attractive, the IMF decided to take account of exchange rates in the markets to prevent the transferee of SDRs from providing currency to the transferor in these transactions at an exchange rate disadvantageous to the transferor. Some currencies would be at a premium above parity and others at a discount below parity within the margins that were consistent with the Articles. If a transferee of SDRs had been permitted to select the currency and to provide it at par, as the IMF did in buying and selling currencies in its transactions with members, the transferee might decide to provide a currency that was at a discount in the market.
To prevent the transferee from making this selection, the First Amendment established the principle of equal value. It has been preserved by the Second Amendment. The transferee of SDRs has to provide equal value for them no matter which member is the transferee and which currency the transferee provides to the transferor in exchange for the SDRs. Principles for determining rates of exchange in these transactions were incorporated in the Fund’s Rules and Regulations. The exchange rate in terms of the SDR if the U.S. dollar was provided in a transaction between members was equal to the par value of the U.S. dollar. If a different currency was provided from among those named by the IMF as the currencies for this purpose, the appropriate exchange rate was the “representative rate” of the currency if the IMF found that such a rate for spot delivery of the U.S. dollar could be readily ascertained in the member’s market. If the IMF found that a representative rate between the U.S. dollar and Patria’s currency (the currency provided) could not be readily ascertained in Patria’s exchange market, but the IMF found that a representative rate could be readily ascertained, in accordance with the rules, for the currency of Terra in Patria’s market, the cross rate was applied. The rate for the currency of Patria to be provided in exchange for SDRs was calculated by reference to the rate between the currency of Patria and the currency of Terra in Patria’s market and the rate between the currency of Terra and the U.S. dollar in Terra’s market. In all cases in which these and associated rules did not suffice for determining the exchange rate for a currency in the transactions discussed here, the IMF would determine the rate.2
The fourth, and so far the latest, development is the discretionary system of exchange arrangements that followed the collapse of the par value system and the validation of the discretionary system by the Second Amendment. The IMF’s current procedures are summarized in the next section. Current procedures differ from the practices inspired by the second and third developments but draw heavily on those earlier practices.
The basic principles for the transactions and operations of the IMF and for maintenance of value obligations under the Second Amendment were adopted by a decision of the IMF on December 5, 1977, which came into operation on April 1, 1978, the date on which the Second Amendment became effective.3 The decision was designed to be appropriate for the circumstances of the discretionary system of exchange arrangements under the Second Amendment. The principles of the decision are that for computations by the IMF relating to a member’s currency held in the General Resources Account,
(a) the exchange rate on the occasion of the use of the currency in a transaction or operation between the IMF and another member is the rate as of three business days before the value date of the transaction or operation, but, if this rate cannot be used for some legitimate reason, the rate of the closest preceding day that is practicable is to be applied;
(b) the exchange rate on all other occasions is the rate on the basis of which the IMF is holding (accounting for) the currency.
The three-business-day rule referred to in (a) above may seem antiquated in view of the speed with which modern technology makes it possible to conduct transactions and operations. Central banks, however, have shown some preference for this rule, because, to cite one reason, it gives a central bank time to manage its investments and to disinvest in order to exchange balances of its currency for a “freely usable currency” on the request of the purchasing member when the balances have been sold by the IMF and the currency sold is not “freely usable” according to the Articles.4
The three-business-day rule applies to the transfer of SDRs to a member designated by the IMF to receive the SDRs and provide currency. The exchange rate is the one determined in accordance with the decision described above, namely, the rate that prevailed three business days before the value date for the transaction. The exchange rate three business days before the value date may be different from the exchange rate on the value date. To enhance the qualities of the SDR, a different rule applies to transfers of SDRs by agreement between two members. The exchange rate in these transactions is the one prevailing at the date of the agreement. The parties can agree to carry out the transaction on that day or on any business day within three business days from the date of the agreement. Under such an agreement, the exchange rate can be a more recent one than under the three-business-day rule.5
“Business days” for the purpose of the rule means business days of the IMF. However, to ensure that the IMF’s notice of a transaction is adequate, the IMF takes account of the business days in the member countries involved in a transaction. The IMF seeks, for example, to avoid designating a day that is not a business day in such a country.
In accordance with the decision, the exchange rate for the currency of a member is determined each time that the currency is used in a transaction or operation conducted through the General Resources Account with a member other than the issuer of the currency. This practice ensures that the member is treated equitably by basing the calculation of what it is to pay to, or receive from, the IMF on a recent exchange rate. The exchange rate may be substantially different from the exchange rate in relation to the SDR on the basis of which the Fund is holding and valuing a currency immediately before the transaction or operation is carried out.
As noted above, on all other occasions on which the IMF is dealing with a currency, the rate in relation to the SDR on the basis of which the IMF is already valuing its holdings of the currency is applied. The occasions are those on which the IMF is dealing with a member in the member’s own currency. A new determination of an exchange rate is unnecessary, and is dispensed with, because the member incurs no detriment and gains no benefit if in such a case the IMF’s existing “book rate” is not adjusted for a new transaction or operation so as to bring the rate up to date. The member’s relationship with the IMF on the basis of the SDR as the unit of account is the same as it would be if the IMF’s holdings of the member’s currency in the General Resources Account were adjusted to conform with a recent change in the exchange rate and the member’s transaction or operation with the IMF were carried out at the adjusted rate. Many of a member’s rights and obligations under the Articles and under policies of the IMF are affected by the ratio, based upon the SDR as the unit of account, between a member’s quota and the IMF’s holdings of the member’s currency in the General Resources Account. This ratio is the same whether or not an adjustment of the IMF’s holdings of a member’s currency held in the General Resources Account is made for the purpose of transactions and operations not involving another member.
The obligation to maintain the value of the holdings of a currency in the IMF’s General Resources Account requires determination of the value of the currency in relation to the SDR. The IMF’s technique is to determine the value of the U.S. dollar in relation to the SDR and the value of any other currency in relation to the SDR through the medium of an exchange rate for the currency against the dollar. The rate for a currency other than the dollar against the SDR is calculated through the medium of the exchange rate of the currency against the dollar because most currencies are quoted regularly in this way. This procedure makes it possible to apply a uniform standard to all currencies.
The value of the U.S. dollar in terms of the SDR is equal to the reciprocal of the sum of the equivalents in U.S. dollars of the amounts of the five currencies in the SDR basket.6 The value in terms of the U.S. dollar of the other four currencies is calculated on the basis of exchange rates determined in accordance with procedures followed by the IMF from time to time. These procedures are followed solely for the purpose of determining the value of the U.S. dollar in relation to the SDR. The procedures do not establish representative rates for the other four currencies against the dollar for other purposes. Different procedures are followed for other purposes, as explained below. The central role of the U.S. dollar in international monetary affairs is reflected in the method of valuing the dollar in relation to the SDR. The effect of this method is that the amount of the U.S. dollar in the SDR basket is tacitly assumed not to fluctuate in value for the purpose described here, although the value of the dollar in relation to the SDR does fluctuate because of changes in the exchange rates of the other four currencies against the dollar.
The procedure for determining the U.S. dollar value of the other four currencies in the SDR basket for the purpose of arriving at the value of the dollar in relation to the SDR is to take the middle rate between the buying and the selling rates for the four currencies in spot transactions in the London foreign exchange market, as reported to the IMF by the Bank of England. If the exchange rate for any currency cannot be obtained in the London market, the middle rate at noon in the New York market is used, based on buying and selling rates communicated to the IMF by the Federal Reserve Bank of New York. If an exchange rate cannot be obtained in New York, the rate used is the middle rate at the fixing in the Frankfurt market, based on buying and selling rates communicated to the IMF by the Deutsche Bundesbank. The IMF’s decision establishing this procedure7 provides for other steps to be taken if an exchange rate is not available in accordance with the steps already described. The decision ensures that there will be no gap in the procedure for arriving at necessary exchange rates.
The London market is chosen for the four currencies because it is desirable to establish the value of the U.S. dollar in relation to the SDR as early in the day as possible. If the exchange rates of these currencies against the dollar were taken for this purpose from the four national exchange markets, it might not be possible to collect exchange rates for all the currencies at the same time, because of differences in the times at which the markets are in operation. If major changes were to occur in the exchange rates already notified to the IMF for a currency or currencies before the notification of exchange rates for another currency or currencies in the basket, the effect might be incompatible with the weights of the currencies in the SDR basket. The most active period during the day in major exchange markets is normally the hours between 11:00 a.m. and 2:00 p.m. The London market has been selected not only because it is an extremely active and substantial one, but also because the IMF can make the necessary calculations before its own business day begins.
The procedure as outlined above makes it possible for exchange risks arising from use of the SDR as the unit of account by private or official parties to be covered fully by transactions in the same market at the same time. This practice would not be possible if the IMF took the exchange rate for the yen from the Tokyo market, because that market closes before the European markets open for business.
The practice as described so far establishes the procedure exclusively for determining the value of the U.S. dollar in relation to the SDR. As noted above, to enable the IMF to carry out its transactions and operations, it is necessary to establish a procedure for determining the value in relation to the SDR of the currencies of all other members, including the other four members with currencies in the SDR basket. For this purpose, a representative exchange rate between a member’s currency and the U.S. dollar is established. If the IMF is satisfied that the member has an exchange market in which a representative spot rate for the member’s currency against the dollar can be readily ascertained, that rate is chosen for determining the value of the member’s currency in relation to the SDR.
This rule8 does not apply in three cases. First, as explained already, the value of the U.S. dollar in relation to the SDR is determined by the procedure as first described above, namely, the procedure involving exchange rates in the London market. Second, if a member (Patria) has an exchange market in which the IMF finds that a representative spot rate for Patria’s currency against the U.S. dollar cannot be readily ascertained, a cross-rate is calculated for this purpose. The calculation is made through the medium of a representative spot rate against Patria’s currency, readily ascertainable in Patria’s exchange market, for the currency of a third member (Terra) that has an exchange market in which a representative spot rate for Terra’s currency against the dollar is readily ascertainable. The rates in this calculation are the representative rate for Patria’s currency against Terra’s currency in Patria’s exchange market and a representative rate for Terra’s currency against the dollar in Terra’s exchange market. Third, if the procedures as summarized in this discussion are not adequate to establish the value of a currency in terms of the SDR, the IMF will determine the rate.
A member is entitled under the Articles to choose its exchange arrangement and to determine the external value of its currency. This fact and the indisputable jurisdiction of a member to manage the exchange rate for its currency in its own exchange market are the rationale for normally taking the exchange rate for a member’s currency from its own market. The IMF, however, decides what procedure it will follow for selecting the exchange rate the IMF will apply for the purposes of the Articles. The procedure is specified by the IMF, but in consultation with the member. The object is to recognize the kind of exchange rate that is “representative” of the rate in the bulk of exchange transactions in a member’s exchange market. In practice, the IMF requests a member to describe what kind of exchange rate it considers representative of the rates for its currency, and usually the IMF accepts the member’s choice.
The practice of the EMS for calculating the value of each currency in terms of the ECU closely resembles the IMF’s practice with respect to the SDR. In particular, the practice of the EMS involves the exchange rate for each currency in the market of that currency. The Basle Agreement of March 13, 1979 provides, in relation to the operation of the divergence indicator, that “the market value of the ECU in each currency shall be calculated by a uniform method as frequently as necessary and at least on the occasion of each daily concertation session among central banks.” In the accounting procedures of the EMCF for the purposes of the Very Short-Term Financing Facility, the translation of currencies into ECUs is to be effected at the daily rates for the ECU as established by the Commission’s staff on the basis of the method adopted. The method has been formulated as follows:
The central bank in each Member State communicates a representative market exchange rate for its currency against the United States dollar. The dollar has been chosen as giving the most representative rate in all financial centres. The rates are taken from the exchange markets at 2.30 p.m. They are communicated by the National Bank of Belgium to the Commission, which uses them to calculate an ECU/ EUA equivalent first in dollars and then in the currencies of the Member States. If an exchange market is closed, the central banks agree on a representative exchange rate for the currency against the dollar which is communicated to the Commission.9
Problems of determining the appropriate exchange rate to be applied in transactions and operations conducted through the General Resources Account arise when exchange rates are fluctuating and the discharge of obligations is delayed beyond the due date for performance. These problems have arisen in connection with obligations owed to the IMF.
The present practice of the IMF on the selection and calculation of exchange rates, as described above, is based on the assumption that members perform their obligations on the due date. A member is responsible if for any reason it does not perform on time. If a member gives instructions to one of its entities or a commercial bank to make a timely transfer to the IMF, but delay occurs, the IMF’s instructions governing performance remain in force. However, the amounts of currencies necessary to discharge the obligation on the basis of the SDR as the IMF’s unit of account are adjusted to accord with exchange rates prevailing three business days before the day on which the late performance takes place.
This practice of adjustment is subject to two exceptions. If the currency used to discharge the obligation has depreciated since the due date, the member performing its obligation must transfer more units of the currency to the IMF. If the member did not, it would be failing to maintain the SDR value of its transfer in accordance with the member’s maintenance of value obligation. But if the calculation made for adjustment under the three-business-day rule is less than the equivalent of SDR 5,000, adjustment is waived, unless the member that issues the currency being transferred to the IMF elects to see the adjustment made. The issuer has this option because eventually it will bear the burden of adjustment under the provisions on maintenance of value. The waiver is intended to avoid administrative costs for the IMF and members when de minimis amounts are due, even though maintenance of value is not observed in such a case.
The IMF’s practice is more complicated if the currency of payment has appreciated since the due date. A distinction is made between two situations. In the first situation, the transfer is not made within ten days from the date of the IMF’s instructions. If the member informs the IMF that the transfer will be made on a specified date after that period, the IMF issues new instructions, and the member will transfer an amount calculated on the basis of the SDR rate for the currency prevailing three business days before the new value date (namely, the date specified by the member as the one on which it will discharge its obligation). Suppose, however, that a member makes a delayed transfer after ten days from the date of the IMF’s instructions without informing the IMF of the member’s intention. The amount due is nevertheless recalculated by the IMF on the basis of the exchange rate prevailing three business days before the date of the actual transfer.
In both cases described above of transfer after a delay of ten days, the currency may appreciate. The member then transfers fewer units of the appreciated currency than the member was called upon to transfer under the original instructions. It can be said that, in a certain sense, the member has benefited by delay, or at least has been relieved of a burden, but the rationale of the practice is that the requirements of maintenance of value are being strictly observed.
The second of the two exceptions referred to earlier applies to a situation in which again the currency of transfer has appreciated after the due date but the member discharges its obligation within ten days after the IMF’s instructions. In this case, the IMF does not issue fresh instructions to adjust the amount the member must transfer so that the amount will be in accord with the new exchange rate. As a result, the IMF receives more than is necessary to maintain value in terms of the SDR three business days before the date of actual payment. As the IMF has received more than enough according to this standard, the IMF, to maintain the value of its holdings of the currency in the General Resources Account, transfers the excess to the member issuing the currency received. An oddity of the contrast between the IMF’s treatment of cases of appreciation is that the member discharging its obligation later than ten days after the IMF’s instructions gets more generous treatment than the member that makes a transfer within the ten days. In neither case, however, does the IMF profit.
The legal basis for the IMF’s treatment of appreciation when a delayed transfer is made within ten days is unclear. A possible explanation is that the IMF’s unwillingness to make an adjustment is intended to deter members from delaying settlements in order to benefit from an expected appreciation of the currency of settlement. Another rationale might be that the IMF is imposing a sanction on delinquent members. The issue then would be whether the IMF has an implied power to impose sanctions not made explicit in the Articles, but even if an affirmative answer were given to this question there would be no explanation of the different treatment of delayed settlement within and beyond the period of ten days.
The explanation of a sanction recalls the provisions of the Articles on the appreciation of a member’s currency that was floating in violation of the member’s obligations under the former par value provisions of the Articles. Article IV, Section 8 on maintenance of value under the original Articles was explicit in requiring a member to transfer more of its currency to the IMF if its currency depreciated in gold value, but did not declare that the IMF was to return an appropriate amount of the member’s currency to the member on an appreciation in gold value. Both kinds of adjustment were to be made on a devaluation or revaluation, that is, on every change in par value in conformity with the Articles. It would have been easy for the IMF to decide that the treatment of both depreciation and appreciation in nonconformity with the Articles was intended to be a sanction in both cases to deter illegality: on a depreciation the member transferred more units of its currency, and on an appreciation the member was not entitled to receive any return of currency.
The IMF did not draw this deduction, and instead considered appreciation as a casus omissus. The IMF took account of the fact that if it sold the appreciated currency at par, it would encourage requests to purchase the currency because purchasing members would want to enjoy an exchange profit.10 If the IMF sold the currency at the appreciated exchange rate, the IMF would make an exchange gain. To avoid this predicament, the IMF decided that it was bound to maintain the value of its holdings of the appreciated currency by returning an amount of the currency that corresponded to the appreciation. The IMF drew this deduction from the general language of subsection (a) of Article IV, Section 8 of the original Articles on maintenance of the gold value of the IMF’s assets: “The gold value of the Fund’s assets shall be maintained notwithstanding changes in the par or foreign exchange value of the currency of any member.” “Foreign exchange value” was interpreted to embrace appreciation as well as depreciation. With this interpretation, the IMF was in a position to sell the currency at the appreciated exchange rate without the complications that would follow if value were not maintained.
The deterrence of delay in the performance by members of their financial obligations to the IMF has become more important than ever. The desire to deter is particularly strong in a period in which arrears in the discharge of financial obligations to the IMF have accumulated and have created grave concern. In the days of the par value system when the effect of appreciation under the provision on maintenance of value was settled, nobody thought that arrears would occur.
The practice by which delayed payments are adjusted to conform with changes in exchange rates is comparable, to the extent that the IMF permits adjustment, to the movement from the breach day rule to the judgment day or payment day rule when the courts of some countries deal with overdue payments. This topic is discussed in Chapter 12 of this volume.
Practices on the selection of exchange rates similar to some of those described above apply to payments in IMF-related transactions even though transfers to the IMF are not involved. For example, the three-business-day rule applies to transfers of SDRs between a member wishing to transfer SDRs and a member designated by the IMF to receive them. If the transferee of SDRs delays the transfer of currency in exchange for the SDRs, the transferee is not entitled to pay less than the amount stated in the IMF’s instructions because of the appreciation of the currency. It would be inappropriate to subject the transferor of SDRs not only to delay but also to the inconvenience or worse of obtaining less than it expected to receive and use, for example, in the discharge of obligations.
It will be observed, therefore, that the IMF’s practices on delayed payments are not confined to maintenance of the value of holdings in the General Resources Account. The practices are designed also to ensure that the principle of equal value in transactions involving SDRs is made effective. The transferor of SDRs must receive the same value whatever the currency that is provided and whether or not it is provided on the due date.
The proposed United Nations Convention on International Bills of Exchange and International Promissory Notes11 is an example of a convention that will recognize the freedom of private parties to specify exchange rates but will include detailed provisions to deal with the cases in which parties have not selected a rate. Article 75 provides that an instrument must be paid in the currency in which the sum payable is expressed, but that the drawer may declare in the instrument that payment is to be made in a specified currency other than the currency in which the sum payable is expressed. In the latter case, the instrument must be paid in the currency specified for payment. The currency in which the sum payable is expressed is the unit, or the currency, of account, but may or may not be the currency of payment.
The amount payable in the specified currency if not also the currency of account is to be calculated according to the rate of exchange prescribed in the instrument. In the absence of a prescribed rate, the amount payable is calculated according to the rate of exchange for sight drafts (or, if there is no such rate, according to the appropriate established rate of exchange) on the date of maturity
(i) ruling at the place where, in accordance with the Convention, the instrument must be presented for payment, if the specified currency is the domestic currency of that place, or
(ii) if the specified currency is not the domestic currency at the place of presentation, according to the usages prevailing there.
It would seem that the established rate of exchange should not be interpreted to refer exclusively to an official fixed rate. The concept should be interpreted as broadly as possible in view of the diversity of national practices on exchange rates in the discretionary system of exchange arrangements.
The Convention contains rules for determining the applicable exchange rate if the instrument is dishonored by nonacceptance or nonpayment. In the case of nonacceptance, the rate of exchange is the one included in the instrument; and if there is no such rate, the holder has the option of choosing between the rate of exchange ruling on the date of dishonor or on the date of actual payment. An option of this kind is undoubtedly inspired by ideas of restitutio in integrum and probably also the preference that a nonperforming party rather than the innocent party should bear the burden of any financial disadvantage that results from the failure. The allocation of such burdens is discussed more extensively in connection with the Miliangos doctrine in Chapters 12 and 15 of this volume.
If an instrument is dishonored by nonpayment, a comparable rule applies. The amount payable is to be calculated on the basis of the exchange rate included in the instrument; and if there is no such rate, the holder has the option of choosing between the rate of exchange ruling on the date of maturity and the rate ruling on the date of actual payment.
Paragraph 4 provides that nothing in Article 75 prevents a court from awarding damages for loss suffered by the holder by reason of fluctuations in exchange rates after dishonor by nonacceptance or by nonpayment. Paragraph 4 means that the availability of damages in these circumstances is left to the courts. It can be assumed that national laws differ on the availability of damages for loss occasioned by the nonpayment of a debt and changes in exchange rates, and that the negotiators of the convention have regarded their own laws on the subject as entrenched and properly beyond the reach of the Convention.
Paragraph 5 of Article 75 sets forth a rule that explains what is meant by the exchange rate ruling at a certain date in any case of dishonor. The rate is the one ruling, at the option of the holder, at the place where the instrument must be presented for payment or at the place of actual payment. The holder, therefore, has a double option: he can choose between two places in determining the market in which the rate is to be selected, and he can choose between the rates ruling at the place of his choice on two different dates. The option of place may be confined to cases of dishonor, because paragraph 1(b) prescribes the exchange rate ruling at the place where the instrument must be presented for payment when payment is made in accordance with the terms of the instrument. If this interpretation is correct, the option of place is again an example of penalizing a nonperforming party through the medium of fluctuating exchange rates.
Article 76, paragraph 1 declares that nothing in the Convention prevents a contracting party from enforcing exchange control regulations applicable in its territory and regulations relating to the protection of its currency, including regulations it is bound to apply by virtue of international agreements to which it is a party.12 If, by virtue of Article 76, paragraph 1, an instrument drawn in a currency that is not the currency of the place of payment must be paid instead in the domestic currency of that place, the amount payable is to be calculated according to the rate of exchange for sight drafts (or, if there is no such rate, according to the appropriate established rate of exchange) on the date of presentment ruling at the place where the instrument must be presented for payment in accordance with the Convention.
If the instrument referred to in the preceding paragraph of this discussion is dishonored by nonacceptance, the amount payable is to be calculated, at the option of the holder, at the exchange rate ruling on the date of dishonor or on the date of actual payment. If such an instrument is dishonored by nonpayment, the amount is to be calculated, at the option of the holder, according to the rate ruling on the date of presentment or on the date of actual payment. The options of place and date of exchange rate in these cases of dishonor, in contrast to the options under paragraphs 4 and 5 of Article 75, seem not to be motivated by the desire to penalize, because dishonor under Article 76 is the consequence of exchange control or other regulations over which the obligor has no authority.
The exchange rate ruling on the date of actual payment as an option under the Convention deserves notice. This exchange rate has received increasing favor in treaty law as the appropriate rate for numerous purposes in the discretionary system of exchange arrangements, in which the fluctuation of exchange rates is widespread. The Miliangos decision is part of a similar trend in national law and may have been an influence in promoting the trend in international law.
The same exchange rate has greater importance than ever under treaties for the reciprocal promotion and protection of investments. Treaties of this kind provide that for transfers from the country of investment the exchange rate shall be “the exchange rate applicable on the date of transfer” in the country in which the investment was made,13 or “the rate of exchange prevailing at the time of remittance.”14 Sometimes the treaty provides that the applicable exchange rate shall be the “prevailing rate of exchange on the date of transfer with respect to current transactions in the currency to be transferred.”15 The rate under such a formulation applies whether the transfer is of a current or a capital character in economic analysis or under the definitions in the IMF’s Articles. The formulation prevents the use of a special rate for capital transactions if there is one in an exchange system because of the assumption that if there is such a rate it is likely to be more unfavorable for the transferee.16
In some instances the formula in a treaty requires that transfers “shall be made without delay and shall be freely transferable at the official rate of exchange prevailing on the date used for the determination of value.”17 The reference to an official rate of exchange may mean a fixed rate or a rate quoted by the monetary authorities, but may also mean market rates consistent with the exchange arrangement chosen by a contracting party.18 Finally, all formulations should mean the exchange rate prevailing at the date of actual transfer whether or not the transfer has been delayed, and whether the delay has been proper or improper.
It is not uncommon for treaties to declare that the procedure for selecting the appropriate exchange rate for some purpose under the treaty shall include consultation with the IMF. The advice of the IMF may be binding, or, particularly if the treaty is the constitutive treaty of another organization, the treaty will provide that the organization must take account of the IMF’s advice but is not necessarily bound by it. For example, whenever it is necessary for the purposes of a loan agreement or a guarantee agreement to determine the value of a currency in terms of the SDR under the Agreement establishing the International Fund for Agricultural Development (IFAD), the value is to be calculated in accordance with Article 5, Section 2(b) of that treaty:
For the purposes of this Agreement, the value of a currency in terms of the Special Drawing Right shall be calculated in accordance with the method of valuation applied by the International Monetary Fund, provided that:
(i) in the case of the currency of a member of the International Monetary Fund for which such value is not available on a current basis, the value shall be calculated after consultation with the International Monetary Fund;
(ii) in the case of the currency of a non-member of the International Monetary Fund, the value of the currency in terms of the Special Drawing Right shall be calculated by the Fund [IFAD] on the basis of an appropriate exchange rate relationship between that currency and the currency of a member of the International Monetary Fund for which a value is calculated as specified above.
Clause (ii) respects the sensitivities of nonmembers of the IMF by not requiring consultation with the IMF on the exchange rate for a nonmember’s currency, but the exchange rate is nevertheless related to the currency of a member of the IMF for which a value has been calculated in accordance with clause (i).
More recently, the problem of determining the appropriate rate of exchange for the purposes of a treaty arose in the negotiation of the Convention Establishing the Multilateral Investment Guarantee Agency (MIGA). Article 9 of the Convention is formulated as follows:
Whenever it shall be necessary for the purposes of this Convention to determine the value of one currency in terms of another, such value shall be as reasonably determined by the Agency, after consultation with the International Monetary Fund.
Under Article 17, MIGA takes decisions on the payment of claims to the holder of a guarantee in accordance with the contract of guarantee and the policies of MIGA. Contracts of guarantee must require holders of guarantees to seek, before a payment is made by the Agency, such administrative remedies as may be appropriate under the circumstances, provided that the remedies are readily available to the holders under the laws of the country of investment (the host country).
The rights and obligations of MIGA and insured investors are set out in General Conditions of Guarantee for Equity Investments. The subject of Article 16 of the General Conditions is the concept of a reference rate of exchange for translating the currency of the host country into freely usable currency when it becomes necessary to determine the amount of compensation that MIGA is obligated to pay to an insured investor. The reference rate is the effective average rate of exchange applied by the central bank of the host country on the date of loss for the exchange of the domestic currency into the guarantee currency. (The term “central bank” includes any other body with regulatory authority over foreign exchange.) To reduce the chance of dispute between MIGA and the insured investor and the need for arbitration, a descending order of categories of exchange rates is specified, and the exchange rate to be applied by the central bank must respect this order if on the date of loss the central bank has not freely provided the guarantee currency or has applied multiple exchange rate categories with respect to conversions into that currency. The order of exchange rates does not involve any idea of imposing a financial disadvantage on anyone. The order is fixed, and there is no option to depart from it.
The descending order consists of five categories, formulated as follows:
(a) first, the exchange rate category generally applied by the central bank on the Date of Loss to earnings remitted on account of foreign equity investments;
(b) second, the exchange rate category generally applied by the central bank on the Date of Loss for purposes of servicing private foreign debt;
(c) third, the most depreciated (that is, requiring the greatest amount of Local Currency per Guarantee Currency unit) exchange rate category applied by the central bank on the Date of Loss for the sale of Guarantee Currency monies to private residents of the Host Country;
(d) fourth, the most representative clearing rate on the Date of Loss legally used by commercial banks or any other private market in the Host Country; and
(e) fifth, the clearing rate used on the Date of Loss outside the Host Country in the most active market for conversion of Local Currency into the Guarantee Currency.19
The reference rate of exchange is the average of the high and the low exchange rates for the applicable exchange rate category on the date of loss. Any payment by MIGA is computed net of all charges and expenses due in case of conversions and transfers by or on behalf of the guarantee holder under the prevailing laws, regulations, and business practices of the host country. In the IMF’s practice, the effective, in the sense of the true, exchange rate is regarded as the rate that includes certain charges and expenses.
If MIGA is unable to determine the reference rate of exchange according to the practice described above, or if the guarantee holder objects within 30 days of being notified of MIGA’s determination, the reference rate of exchange must be determined, with the approval of the guarantee holder, by applying the order of exchange rates quoted above to any freely usable currency other than the guarantee currency. If MIGA does not obtain such approval within 30 days from the date of request for approval, either party may request the Managing Director of the IMF to designate an expert to make a final decision on the applicable reference rate of exchange. The IMF has authorized the Managing Director to perform this service.
It is noticeable that the choice among the prescribed categories when the host country applies multiple rates of exchange does not depend on the IMF’s approval of the multiple currency practice that gives rise to the multiplicity of exchange rates. Under Article VIII, Section 3 of the IMF’s Articles, a member is required to avoid multiple currency practices or discriminatory currency arrangements unless approved by the IMF or authorized by the transitional arrangements of Article XIV of the IMF’s Articles.20 An exchange rate can be the result of a multiple currency practice and constitute a discriminatory currency arrangement at the same time. The freedom of members to choose their exchange arrangements under the discretionary system of exchange arrangements has not absolved members from their obligations under Article VIII, Section 3.
The English case of Lively Ltd. and Another v. City of Munich,21 however, can be cited for the proposition that whatever may be the status of exchange rates under the IMF’s Articles as between the IMF and a member, market exchange rates should be applied when necessary to do justice between contracting parties:
The present issue is concerned with a rate of exchange applicable to a commercial transaction; it is not concerned with treaty obligations by governments to the IMF or interse.22
The case suggests also that a particular rate of exchange can be applicable under a treaty to commercial contracts without depriving the contracts of their commercial character.
If the IMF were approached by MIGA for its advice on exchange rates in a particular case, it is improbable that the IMF would fail to mention the inconsistency of one or more of the rates with the Articles. The IMF should not refuse its services, however, because the applicable rate was deemed to be inconsistent with the IMF’s Articles. MIGA would have to decide what to do if the IMF stated that an exchange rate was inconsistent with the IMF’s Articles. MIGA might decide to apply the principle of Lively Ltd. and Another v. City of Munich.
MIGA’s categories of exchange rates illustrate the importance of precision in international arrangements not only about the kind of exchange rate that is to apply for some purpose but also the date of the selected exchange rate.23 The regulations of MIGA provide that contracts of guarantee shall specify the currency into which conversion is guaranteed; and also the basis and the date of the exchange rate or rates to be applied in calculating a claim. Normally, the rate will be the one prevailing in the host country on the date on which the host government denies, or is deemed to have denied, conversion or transfer at the exchange rate specified when the guarantee was issued.24 Under this practice, the applicable rate of exchange will be the one prevailing on the date of loss as defined and not on the date of actual payment. The latter date is the practice prescribed by treaties on the reciprocal promotion and protection of investments discussed above. Furthermore, as noted already, the investor does not have an option to choose the exchange rate more favorable to him on the model of the proposed United Nations convention on negotiable instruments.
P. Dumortier Frères SA and Others v. Council of the European Communities,25 decided by the European Court of Justice, illustrates the disputes that can arise under international arrangements if there is no clear specification of the applicable exchange rate. In an interlocutory judgment of October 4, 1979,26 the court ordered the EC to pay the applicants amounts equivalent to certain production refunds in respect of the period August 1, 1975 to October 19, 1977, because the refunds had been abolished without legal justification. The court also awarded interest at 6 percent from the date of the interlocutory judgment. The parties were to agree on, and inform the court of, the amount of compensation to be paid, and to present their views to the court if they failed to agree. The parties agreed on the amount of compensation payable in terms of the European unit of account (EUA), but did not agree on the date of the exchange rate to be applied in calculating the equivalent in French francs or in ECUs when the ECU replaced the EUA.
The applicants maintained that the appropriate date was the date on which the court delivered its interlocutory judgment. The Community authorities argued that the appropriate dates were the various dates of production in respect of which refunds had been improperly withheld. The applicants’ main arguments were threefold. First, the interlocutory judgment had awarded compensation, and compensation was governed by principles common to the laws of member states. One principle was that the date on which interest begins to run is the same as the date for assessing damages. The interlocutory judgment had awarded interest from October 4, 1979 and not from the dates when the refunds should have been paid. October 4, 1979 must be understood to be the date as of which the right to compensation was established and the amount of damages had to be calculated. Second, the problem resembled the translation of foreign currency into national currency when damage has been suffered in the foreign currency as the currency of account. Third, French francs were payable in France, and the payment had to be in accordance with French case law, under which the exchange rate prevailing on the date of judgment is applied for translating into French francs the amount of damage assessed in a foreign currency.
The Council contended that the interlocutory judgment had awarded compensation in units of account equivalent to the refunds that should have been paid monthly during the period August 1, 1975 to October 19, 1977. The judgment implied that translation of the units of account into French francs had to be made as of the various dates of production, so as to put the applicants into the same financial position they would have been in if the refunds had been paid. (The effect of such a decision would be less favorable to the applicants because of subsequent changes in exchange rates.) Furthermore, if the date of judgment were applied, the effect would be unfair because of the differences in exchange value among currencies that had occurred before that date. The deutsche mark had been revalued in relation to the unit of account, but the French franc had been devalued. German producers would lose, but French producers would profit, in terms of their national currencies if exchange rates prevailing on the date of judgment were adopted as the solution.
The Council argued also that the right to compensation existed before the judgment and was not created by it. The function of the judgment was only to establish precise criteria for the assessment of compensation. The rate of interest awarded by the court was compensation for the failure to make timely payments.
The court held that the interlocutory judgment had not awarded arrears of refunds. It had awarded compensation for liability incurred by the Community because the refunds had been abolished without proper cause. The compensation was equivalent to the amount of the refunds, but only as a basis for calculating the compensation and not as the refunds themselves. The award of interest from the date of the judgment showed that the court intended to assess the damage as of that date. The court held that translation into the national currencies of all producers, wherever established, had to be made by applying the exchange rates prevailing at October 4, 1979.
The Advocate General offered information about how damages would be awarded for noncontractual liability on the basis of principles common to the laws of the member states of the Community.27 He found a fairly clear tendency in favor of the principle that damages must be determined with reference to the date of judgment. This principle was based on the logic of restitutio in integrum. In both civil and criminal matters, the French Court of Cassation (Commercial Chamber) had decided in some cases that the rate of exchange as at the date of payment, and in other cases as at the date of judgment, must be applied. By contrast, the Conseil d’Etat had held in relation to the noncontractual liability of public authorities that compensation expressed in foreign currency must be translated into the national currency at the rate of exchange prevailing when the obligation arose, namely, when the damage was caused. Italian courts must take into account a loss of value suffered before judgment is rendered. In English law, the rate of exchange prevailing at the date of actual payment applies. The laws of Belgium, Germany, and the Netherlands observe the same principle. The laws of Denmark and Ireland do not take account of variations in exchange rates after the date when damage occurs.
The Advocate General took a view on what would constitute the discriminatory treatment of undertakings that differed from the one advanced by the Council. His initial premise was the necessity to respect the Community’s legal principle of equal treatment, which he took to mean equal purchasing power in the circumstances of the case. If the Council’s argument in favor of the dates when refunds should have been made were adopted, undertakings receiving French francs in France would receive less purchasing power than undertakings receiving deutsche mark in Germany. The reason for this discrepancy was that since the date or dates for which the Council contended the franc had been devalued and the deutsche mark revalued. The compensation awarded at the date of the court’s judgment in this proceeding could give the assurance of equal purchasing power only if compensation was based on exchange rates at that same date.
Two forms of averaging are resorted to because of the fluctuation of exchange rates. One form shows the behavior of the exchange rate of a denominator over a period of time. The motive for averaging of this kind is likely to be concern that the exchange rate of the denominator on a particular date may be untypical of behavior over a period. For this reason, the view is held that it would be undesirable to apply the exchange rate prevailing on a particular date. The other form of averaging shows the exchange rate behavior of a group of currencies by means of a weighting process. Composite denominators such as the SDR and the ECU are examples of the latter form of averaging. The first form of averaging is likely to be chosen in order to compare average exchange rates at different times. The second form of averaging can serve this same purpose, but the purpose may be to apply the average exchange rate of the group of currencies at one particular date.
The basic rule for conducting the IMF’s transactions and operations is that the exchange rate shall be the rate as of three business days before the value date of the transaction or operation. It has never been suggested that the rate of exchange should be other than the rate on a single day. The main reason for applying the rate on a single day is that many of the transactions are assimilated to the normal spot exchange transactions that are conducted through exchange markets. Furthermore, a member purchasing currency from the IMF may want to exchange it in the market for another currency. If the purchase from the IMF had to be made at an average rate, that rate might not reflect current market conditions, and the member might find that the rate at which it could exchange the purchased currency was an unfavorable one. Another reason for the practice is the principle of the original Articles that a member purchasing the currencies of other members from the IMF had to have a need to make immediate use of the currencies to make payments. It was considered inadmissible for a member to purchase currencies from the IMF for addition to the member’s reserves. Although the Second Amendment includes a broader definition of “need,” the rule that the exchange rate as of a single day is the appropriate rate remains unchallenged.
For the purposes of a variety of other treaties, however, the technique of averaging exchange rates over a period has seemed more suitable. Normally, the activities conducted under these treaties do not include transactions that resemble spot exchange transactions.28 When the exchange rates of currencies are fluctuating, to use the rate on a single day may seem inequitable, because the rate for a currency on any one day may be unrepresentative of the trend in exchange rates for the currency over whatever period seems appropriate. The exchange rate may have been developing, or may be expected to develop, along a path, from which, however, there may be brief divagations. Another, although related, reason may be that an average exchange rate is desirable because it will produce a rate more stable than any exchange rate prevailing on a single day.
Averaging has been adopted in two kinds of cases. In one, the averaging results in a datum that is fixed in value on the basis of the exchange rates over a single period in the past. In the other kind of case the averaging results in a changeable datum because the average is calculated over a movable and more recent period. In both kinds of cases, the length of the period as well as the initial and terminal dates may be controversial.
A recent example of the first kind has been cited already. MIGA defines the Agency’s authorized capital stock by reference to the average value of the SDR in terms of U.S. dollars for the period January 1, 1981 to June 30, 1985. The value calculated in this way is US$1.082, and it does not vary with subsequent changes in exchange rates. The reasons for the choice of the opening and closing dates of the period have been mentioned already. It was noted also that the length of the period had been controversial, with proposals ranging from six months to eleven years. The long-term trend of the exchange rate may seem more suitable to some negotiators because the result of the calculation is going to be a datum that will be in prolonged or permanent use. Those preferring a shorter-term trend may think it more suitable for the single or the occasional application of it as the basis for making payments such as subscriptions. Another justification of a shorter period may be the prospect that an average over a long period may have little relationship to current exchange rates and be even less of an indicator of future exchange rates.
It has been seen that the Agreement Establishing the EBRD adopts a form of averaging somewhat similar to that of MIGA. The original authorized capital stock of the EBRD is denominated in the ECU. Each member has the option to pay its subscription in ECUs, U.S. dollars, or yen. If the dollar or the yen is chosen, the payment is to be made on the basis of the average exchange rate of the chosen currency in terms of the ECU for the period from September 30, 1989 to March 31, 1990. The average dollar value for this period was $1.16701. The proposed treaty was signed in late May 1990, so that it would have been possible simply to include this datum instead of a formula in the text.
Averaging has been a feature of the calculation of contribution shares in the replenishment of IDA’s resources. For the seventh replenishment, for example, it was agreed that the total would be equivalent to $9 billion. Donors reached agreement on their percentage shares in this amount, which were then calculated for each in U.S. dollars. A donor had the option to express its share in various units of account, including the donor’s national currency. It was agreed that for the tabulation of contributions, expressed for all donors in U.S. dollars, national currency, and SDRs, the dollar amounts would be translated into national currency by using a six-month average of monthly exchange rates against the U.S. dollar over the period June 10 to December 9, 1983. The Board of Governors of IDA approved the resolution relating to the seventh replenishment on August 6, 1984 for commitments to be made during the fiscal years 1985 through 1987.
For the eighth replenishment, it was agreed that the U.S. dollar equivalent of the shares accepted by donors, applied to a total of $11.5 billion, would be translated into amounts of national currency using a six-month average of daily exchange rates (for business days only) against the dollar over the period March 1 to August 29, 1986. For donors choosing to denominate their obligations in the SDR, the equivalent of the U.S. dollar amounts would be translated into SDRs using a three-month average of daily exchange rates (for business days only) against the U.S. dollar over the period June 2 to August 29, 1986. The report on this replenishment does not explain why a shorter period of averaging was chosen for the amounts denominated in SDRs than for the amounts denominated in national currency. The explanation may be that a longer period was chosen for national currencies because the dollar-SDR exchange rates were less variable than the exchange rates between the currencies of participants and the dollar. The Board of Governors of IDA adopted the resolution on the eighth replenishment on June 26, 1987, authorizing new credit commitments for the period July 1, 1987 to June 30, 1990.
The ninth replenishment approved by IDA’s Board of Governors on May 8, 1990 amounts to SDR 11.68 billion for new credit commitments in the period from July 1, 1990 to June 30, 1993. The replenishment share of each member that has the option to denominate its share in SDRs or in the member’s national currency has been calculated by applying an average of the daily exchange rates, for business days, of the currency against the SDR during the period May 1 to October 31, 1989. For the class of members with shares that can be denominated in the SDR alone, averaging to arrive at the equivalent of a share in national currency is unnecessary.
The averaging techniques for MIGA and IDA described above have some common features. The exchange rates were averaged over a brief period of a few months. The periods of averaging were not close to, and would become progressively remote from, the periods in which the undertakings would be discharged. The amounts resulting from the technique were fixed and not subject to subsequent adaptation.
In some instances, the period of averaging may be much shorter than any of those mentioned already. For example, the Convention on Civil Liability for Oil Pollution Damage Resulting from Offshore Operations, 1976 permits the operator of certain installations to limit his liability for oil pollution. Liability is limited to specified amounts of SDRs translated into the currency of the contracting party in the territory of which the operator establishes a limitation fund. The fund is calculated on the basis of the average value of the currency in terms of the SDR during the 30 days preceding the date on which the fund is constituted. The amount of the fund is fixed in this way and is not adjusted because of subsequent changes in exchange rates.
The Agreement Establishing the Asian Clearing Union provides an example of averaging over a short but constantly moving period, so that the results of the calculations change with fluctuations in exchange rates over the short term. The Asian Clearing Union is a facility for settling payments for current international transactions on a multilateral basis within the area of the United Nations Economic and Social Commission for Asia and the Pacific (ESCAP). The unit of account of the Clearing Union is the Asian monetary unit (AMU), which is defined as equivalent to 1 SDR, although the Board of Governors of the Union is authorized to change the method of valuation of the AMU. The purpose of this authorization is to provide a safeguard if the SDR ceased to exist, the IMF’s method of valuing the SDR was considered unsatisfactory for the Clearing Union, or the IMF stopped publishing exchange rates in terms of the SDR for the currencies of participants in the Clearing Union.29
The rate of exchange of a participant’s currency in terms of the AMU is based on averaging. The rate is calculated by multiplying (1) the middle rate between the participant’s buying and selling spot rates for its intervention currency and (2) the rate of the intervention currency in terms of the SDR. The exchange rate applicable for the first accounting period of a month is the average of the daily exchange rates from the twelfth day of the previous month to the twenty-sixth day of that month. For the second accounting period of a month the rate is determined in the same way from the twenty-seventh day of the previous month to the eleventh day of the current month. (The General Manager, however, may modify this formula, but he must base the modification on the daily exchange rate.) If the exchange rate of the currency of any participant varies by more than percent of the rate last communicated for accounting purposes, the General Manager must immediately communicate the revised rate. That rate is then effective from the second day following the day on which it is communicated to the end of the current accounting period. The rate for the next accounting period is the average of the daily rates from the day of the effective revision to the twelfth or the twenty-seventh day of the month, as the case may be.30 Obviously, both brevity of the period for averaging and proximity of the period to the date of settlement were considered desirable for a clearing facility.
It must not be thought that the technique of averaging exchange rates is applied only in order to arrive at rates of exchange for the direct settlement of financial transactions. For example, averaging is involved in the Guidelines for decisions under Article II:6(a) of the General Agreement on Tariffs and Trade (GATT), a provision discussed more fully in Chapter 9. The Guidelines provide for a comparison between the import-weighted average exchange rate of a contracting party’s currency during the period of six months preceding a prescribed date and a similar average exchange rate during the period of six months preceding the contracting party’s request for adjustment of bound specific duties under the provision. The Guidelines are not based on a comparison of the exchange rates at the end of the two periods in order to avoid the effect of transitory fluctuations. The periods for averaging, however, are limited because prolonged periods could have too substantial a moderating effect on recent fluctuations.
A second example shows that the IMF may accept the case for averaging when its operations and transactions are not directly involved. The IMF’s decision on quinquennial reviews and possible revision in the method of valuation of the SDR includes an element of averaging. The amounts of the five currencies in the SDR basket are determined on the last working day preceding the effective date of a revision. The determination is to be made in such a way that, at the average exchange rates during the period of three months ending on the date referred to, the shares of the currencies in the value of the SDR correspond to the percentage weights for the currencies arrived at in accordance with the prescribed criteria and the quinquennial period to which they apply.
In addition, the determination of the amounts of currencies is to be made in such manner that the value of the SDR in terms of currencies will be the same immediately before and immediately after a revision becomes effective. This rule means that the amounts of currency units initially determined in accordance with the prescribed criteria and average exchange rates are subject to small equiproportional adjustments in order to achieve the necessary equality. This limited equality avoids an abrupt change in the value of the SDR in terms of currencies for all entities for which the SDR is the unit of account.31
A complex problem of selecting the appropriate exchange rate and the method of averaging can be cited from the practice of the Securities and Exchange Commission (SEC) of the United States. New and amended Rules and Regulations32 were published on December 6, 1982 to regulate the currency in which the financial statements of foreign private issuers of securities offered in the United States must be presented in registration filings with the SEC under the Securities Act of 1933 of the United States. A registration statement normally must contain consolidated income statements for the five most recent years. The staff of the SEC had understood that the primary financial statements were to be presented in the currency of the domicile of the foreign private issuer and that supplemental financial statements were to be presented in U.S. dollars for the convenience of residents of the United States.
The supplemental statements (“convenience translations”) made it necessary to select the exchange rate between the foreign currency and the U.S. dollar for the purpose of the translation. The exchange rate had been the rate in effect at the date of the most recent balance sheet included in the filing. The same exchange rate had to be used for all periods covered by the consolidated income statement. This method was considered satisfactory while the par value system was in force, because there was a good chance that the same rate (or, more properly, the same par value) had prevailed during the whole period covered by the financial statements.
The practice was criticized after the par value system was no longer in force and exchange rates were fluctuating. Critics33 discussed four possible methods for selecting and applying the exchange rate or rates for convenience translations:
(1) the single exchange rate as of the date of the most recent balance sheet, and application of the rate in translations for the whole of the most recent five years;
(2) a single composite exchange rate based on the average of all exchange rates during the five years or during the last of these years, and application of the rate in translations for the whole five years;
(3) five exchange rates reached by averaging exchange rates for each of the five years, and application of each average rate in translations for the year to which it related; and
(4) the exchange rate as of the date of the most recent balance sheet, and application of the rate in translations for the last year as the only year for which there would be translations.
Some critics, discontented with all possible methods, proposed the elimination of convenience translations.
On December 2, 1981 the SEC issued for public comment proposed new rules and amendments on the choice of foreign currency and exchange rate.34 The SEC explained that because of the disappearance of par values for currencies it was necessary to take new steps to minimize the risk of misleading American potential investors. The foreign currency for convenience translations should be the one that best depicted the effect of the financial activities of a foreign entity in the economic environment in which the entity realized its cash flows. Normally, that currency would be the one in which the primary books and records were maintained, in which the entity conducted most of its business, and in which the financial statements were reported in the country of the entity’s domicile.
Fluctuating and volatile exchange rates, as well as sustained high inflation, had made it likely that the use of a single exchange rate for convenience translations would distort performance data included in the primary financial statements. In recognition of these conditions, deviations from method (1) above had been permitted in a few cases in the practice of the SEC. Methods (3) and (4) had been used in some instances, and also a variant of method (4) in which the exchange rate at the end of each year had been used in translating the data for that year. Some private issuers had favored method (3) because it acted, in part, as an inflation deflator. The Commission thought that exchange rates were determined by many factors, and not only by relative rates of inflation. Adjustment for inflation should be dealt with separately from convenience translations. Furthermore, convenience translations, whatever method was used, obscured or rendered more difficult the analysis of an entity’s performance and of the trends in performance.
The SEC thought that each of the possible methods of translation had advantages and disadvantages, but that no single method provided a comprehensive solution, and all might produce distortions in performance data for a particular period or in trends as reflected in the primary financial statements. The Commission’s concern was heightened because American investors rely heavily on the U.S. dollar statements.
Under the Rules and Regulations published on December 2, 1982, a foreign private issuer must present its primary financial statements only in the currency of the country in which the issuer is incorporated or organized, but a different currency may be used if all the following conditions are met:
(a) The different currency is the currency of the primary economic environment in which the operations of the issuer and its subsidiaries are conducted. Normally, the currency will be that of the environment in which the issuer primarily generates and expends cash. (The practice of linking or indexing transactions to a particular currency does not mean that this currency is the reporting currency.)
(b) There are no material exchange restrictions or controls relating to the different currency.
(c) The issuer publishes its financial statements in the different currency for the benefit of all of the issuer’s shareholders.
The currency in which the financial statements are prepared must be disclosed prominently on the face of the statements. Dollar-equivalent financial statements or convenience translations are not to be presented. Nevertheless, an issuer is permitted to present a translation in respect of the most recent fiscal year and of any subsequent period, using the exchange rate as of the most recent balance sheet included in the filing, provided, however, that an exchange rate as of the most recent practicable date is to be used if the rate is materially different. (The solution of the exchange rate problem is a combination of the approach mentioned above that eliminates convenience translations and a proviso in favor of the fourth method, subject to modification for material changes in the exchange rate since the date of the most recent balance sheet.)
If the financial statements (1) are denominated in the currency of a country that has experienced cumulative inflationary effects exceeding a total of 100 percent over the most recent three-year period and (2) the statements have not been recast or otherwise supplemented to include information on a constant currency or current cost basis prescribed or permitted by appropriate authoritative standards, the issuer must present supplementary information to quantify the effects of changing prices on the issuer’s financial condition and the results of its operations.
Selected financial data must be disclosed in all filings, including:
(i) in the forepart of the document the exchange rate for the U.S. dollar, as of the latest practicable date, of the foreign currency in which the financial statements are denominated;
(ii) a history of exchange rates for the five most recent years and any subsequent interim period for which financial statements are presented, setting forth the rates for period-end, the average rates, and the range of high and low rates for each year; and
(iii) if equity securities are being registered, a five-year summary of dividends per share stated in both the currency in which the financial statements are denominated and U.S. dollars based on the exchange rates at each respective date of payment.
For the purposes of this rule, the rate of exchange is the buying rate at noon in New York City for cable transfers in foreign currencies as certified for customs purposes by the Federal Reserve Bank of New York. The average rate is the average of the exchange rates on the last day of each month during the year.
The Commission’s rules mean that, as convenience translations can he misleading, primary financial statements must be in the appropriate foreign currency without supplemental convenience translations. Nevertheless, information must be supplied about exchange rates of the foreign currency against the U.S. dollar. The information includes the averaging of these exchange rates over an extensive period. But the SEC seems to have assumed that the exchange rate on a particular recent day may be of equal or greater interest to investors than the average of exchange rates over a long period.35
For the purposes of some treaties, it is necessary to measure changes in exchange rates. Under the original Articles of the IMF, for example, the IMF’s reaction to a proposed change in the par value of a member’s currency depended on whether the change, together with all previous changes, did not exceed 10 percent, a further 10 percent, or an amount beyond 20 percent, of the initial par value. The changes were cumulative, in the sense that all changes, whether upward or downward, went into the calculation as a gross and not a net amount.1 While the par value system was in operation, there was no difficulty in measuring individual devaluations or revaluations, or total changes, because there was a common denominator in terms of which these changes were calculated.
A member might not have established a par value or it might have allowed its currency to float upward or downward in violation of the member’s obligations under the Articles. Nevertheless, the measurement of depreciation or appreciation of the currency was not difficult. The common denominator of the par value system was gold or the United States dollar of the weight and fineness in effect on July 1, 1944, which was an indirect reference to gold through the medium of a dollar of fixed gold value. It has been seen that the United States was deemed to be maintaining the external value of the dollar in relation to gold because the United States had undertaken to buy and sell gold freely for dollars with the monetary authorities of other members. The IMF’s primary rule, therefore, for measuring changes in the exchange rate of a floating currency in terms of gold was to take the midpoint between the highest and the lowest rates, quoted in the main financial center of the country of the floating currency, for cable transfers for spot delivery of U.S. dollars.2
The changes referred to above were in par values or in the gold value of a floating currency during the period of the par value system. Par values, of course, were not exchange rates. Exchange rates were the rates at which currencies were traded in exchange transactions. The IMF and its members had to measure exchange rates in that sense also. For example, members had to take appropriate measures to confine exchange rates in exchange transactions taking place within their territories to a certain range. It was not difficult to determine whether exchange rates were or were not within the range, again because gold (or the U.S. dollar of fixed gold value) was the common denominator. For each of the currencies involved in an exchange transaction there was a par value defined in relation to gold. Therefore, there was a ratio between the two currencies, called the parity, and the legal limits (margins) that demarcated the permissible range were simply defined as a percentage above and below the parity. Similarly, in the EMS today there is no difficulty in recognizing whether the margins for exchange rates between EMS currencies are being respected or whether the divergence threshold has been crossed, because the ECU functions as a common denominator for the ERM.
There is now no common denominator for the purpose of regulating exchange rates in the discretionary system of exchange arrangements under the Articles of the IMF. A so-called change in an exchange rate of a currency must now be explained as a change against some particular standard. For example, a change against one currency may not be a change against another currency. Even a change against a composite of currencies, such as the SDR or the ECU is a change in the sum of the weighted changes against the currencies that comprise the composite but not necessarily a change of the same amount against other currencies unless they are currencies pegged to the composite. This statement does not mean that a standard of measurement cannot be found that would have broad or general application.
A standard of measurement can be either common or uniform. A common standard would be the same for all the currencies to which it was applied. The SDR would be an example of such a standard because it would permit no variations in its application to currencies. A uniform standard would be the same kind of standard but not the same standard, because there would be variations in its application among the currencies to which it was applied. An example of such a standard would be a basket of currencies determined by the pattern of trade, but necessarily the pattern would differ from currency to currency except in the highly unlikely event that the pattern for two currencies was the same. As a consequence, if it becomes necessary for the purposes of a treaty to measure changes, the standard against which to make the measurement must be specified.
The GATT is a major treaty under which a problem of measurement has arisen for the purpose of one provision. The negotiators of the GATT assumed the continued existence of the par value system, but an attempt to adapt the treaty to the new conditions that emerged after the par value system had disappeared was considered an arduous task, and even one that might not succeed if undertaken. The effect of Article XXX:1 of the GATT is that the provision under which the problem arose could be amended only if all contracting parties accepted a proposed amendment.
The problem of measurement was related to a fundamental objective of the treaty, and it was essential to find a solution. A central obligation under the GATT is the tariff concession. It is a commitment by a contracting party not to levy more than a stated tariff on a “bound” item. Tariffs fall into three classes: (i) an ad valorem duty, expressed as a percentage of the current value of an import; (ii) a specific duty, expressed as a fixed amount for a physical unit of an import, such as two pesos per bottle; and (iii) a compound duty, composed of both ad valorem and specific elements.
The specific duty is the least popular category, but it gave rise to the problem of measurement. An increase for an importing country in the domestic currency value of an import, whether resulting from an increase in the foreign price or a depreciation of the domestic currency, does not affect the level of protection afforded by an ad valorem duty. In the case of a specific duty, however, the level of effective protection, or, in other words, the ad valorem rate of protection, increases with upward movements in the value of an import in terms of the currency of the importing country. As the rate of protection afforded by an importing country’s specific duties is whittled away by depreciation of the country’s currency, the negotiators of the GATT realized that a contracting party would be willing to bind specific duties in tariff negotiations only if the duties could be adjusted. A formula for adjustment is set forth in Article II:6(a) of the GATT, which in pertinent part still reads as follows:
The specific duties and charges included in the Schedules relating to contracting parties members of the International Monetary Fund, and margins of preference in specific duties and charges maintained by such contracting parties, are expressed in the appropriate currency at the par value accepted or provisionally recognized by the Fund at the date of this Agreement. Accordingly, in case this par value is reduced consistently with the Articles of Agreement of the International Monetary Fund by more than twenty per centum, such specific duties and charges and margins of preference may be adjusted to take account of such reduction …
The problem this provision was meant to resolve did not vanish with abrogation of the par value system. A substitute standard had to be found once it became impractical to apply the common denominator of the par value system, in order to preserve the effect of the provision. In theory, the U.S. dollar, another currency, the SDR, or another composite of currencies could serve as the substitute. The alternative to a common standard could be a standard for each currency. If, for example, the currency of Patria was pegged to another currency or to a basket of currencies, a change in the exchange rate of Patria’s currency could be measured in relation to the currency of the peg or in relation to the basket.
Any single currency to serve as the common standard would have certain disadvantages, even if agreement could be reached on the currency. For example, it would follow necessarily that no changes would be deemed to occur in the exchange rate of the chosen currency. Therefore, the contracting party that issued the currency would not have the benefit of Article II:6(a) of the GATT if the protective effect of the country’s specific duties had been eroded, even though the contracting party probably would be a major trading country. A standard of measurement cannot itself be presumed to be subject to measurable change. Furthermore, the country of the denominator currency would be at a disadvantage in comparison with countries that made substantial imports from it, because this solution implicitly but necessarily postulated the stability of the denominator currency.
The economic policies and conditions of the country of the currency in which the standard was denominated could have a major influence on the exchange rates of the currencies of other countries. De facto instability in the policies and conditions of the chosen country might produce frequent and disequilibrating changes in the exchange rates of other currencies according to such a technique of measurement, notwithstanding the de jure (that is to say, postulated) stability of the denominator currency. The occasions on which other countries invoked Article II:6(a) might be embarrassingly numerous.
A further objection to a single currency as the standard was that it would be an unsatisfactory indicator of the effects of changes in exchange rates on the protection offered by specific duties in countries that did not import on a large scale from the country of the denominator currency. Another currency might be stable against the denominator currency but depreciate against the currencies of countries from which there were substantial imports.
In view of the disadvantages of a currency as the common standard of measurement, it might be assumed that the SDR would be the most likely choice as a basket of currencies. Nevertheless, for various reasons, the SDR has not been chosen as the solution: (1) A number of currencies are pegged to the SDR. No change would appear in the exchange rate of such a currency against the SDR, except when the peg itself for that currency was modified. (2) A change in the relationship of a currency to the SDR is equivalent to the weighted sum of the changes in relation to all the currencies in the basket. However, a change in the exchange rate in relation to the SDR of a currency in the SDR basket, say, the French franc, would be equivalent to the weighted sum of the changes in relation to the currencies in the basket except for the French franc. A currency has no exchange rate in relation to itself. The effect of the exception is that the SDR would not be a true common standard for measuring changes in the exchange rate of each currency in the SDR basket. (3) It would be highly unlikely that the weights of the currencies in the SDR basket would be an exact reflection of the pattern of a country’s imports.
A composite of currencies other than the SDR as a common standard is imaginable, but it would be subject to the same disadvantages as the SDR and to some others as well. It would not be easy to negotiate international agreement on the currencies to be included in the composite and on the weights to be assigned to them.
The solution for the GATT has not been simple. It is an individual standard for each currency. The solution applies a uniform (but not a common) standard in the sense that a single formula determines the way in which the individual standards are calculated. An index is constructed for a country’s (Patria’s) currency that takes account of the currencies of the countries from which Patria imports, with weights proportionate to the share of each country in Patria’s total imports.
This solution has its own disadvantages. It measures changes in terms of the domestic currency in the unit price of all imports and not solely changes in the unit price of those imports on which specific duties are to be adjusted. The duties may not apply to all imports or to imports from all countries. An imperfect solution is preferable to no solution or to a solution perfect in principle but too complex to administer conveniently in practice. As Alan Greenspan has said, “better is better than not better.”3
The GATT Council of Representatives, on January 29, 1980, approved Guidelines for Decisions Under Article II.6(a) of the GATT. Paragraph (a) of the Guidelines provides that if a contracting party requests an adjustment in bound specific duties to take account of the depreciation in its currency, the Contracting Parties must ask the IMF to calculate the size of the depreciation. The IMF must be asked also to determine the consistency of the depreciation with the Articles, but what is meant by consistency is unclear in view of the permissiveness of the discretionary system of exchange arrangements. Perhaps a decision by the IMF that a member’s exchange rate represented manipulation of exchange rates or the international monetary system in violation of Article IV, Section 1 of the IMF’s Articles would be the clearest and most obvious case of inconsistency, but the IMF has not adopted such a decision so far.
Paragraph (b) of the Guidelines refers to a concept of the “import-weighted average exchange rate” of the applicant’s currency. A change under this concept is calculated by comparing the average value of this exchange rate over the six months preceding a request with the average value over the six months preceding a specified reference date (the date when the specific duties were last bound or adjusted consistently with the GATT). To ensure that the depreciation is not temporary in the world of fluctuating exchange rates, at least a year must elapse after the reference date before a request is made. To ensure accuracy, the calculation normally should be based on the currencies of the trading partners from which the applicant imports at least 80 percent of its total imports. Special provisions are adopted for cases in which (i) the applicant expresses its specific duties in terms of other currencies or an international unit of account instead of the applicant’s currency, or (ii) the applicants participate in a customs union, such as the EC, and define their common specific duties in terms of a unit of account composed of the currencies of the participants in the customs union.
Under paragraph (c) of the Guidelines, if the IMF notifies the Contracting Parties that a depreciation exceeds 20 percent and is consistent with the IMF’s Articles, the Contracting Parties are deemed to have authorized the adjustment requested by the applicant. The depreciation must be more than 20 percent to justify an adjustment, in order to discourage requests inspired by minor depreciations. (It is not uncommon in international arrangements to include a provision that changes in exchange rates less than a defined amount are to be ignored for the purpose of the arrangement.) A safeguard is provided if a contracting party complains that adjustment under Article II:6(a) in accordance with the Guidelines would impair the value of the concession.
Paragraph (d) of the Guidelines provides a further safeguard if, during the period of six months beginning six months from the date of the IMF’s notification under paragraph (c), a contracting party claims that the value of a concession adjusted in accordance with the Guidelines has been impaired by a partial or full reversal of the depreciation on which the adjustment was based. The Contracting Parties may then decide to modify or withdraw their authorization of the adjustment.
Under Article IV, Section 1 of the IMF’s Articles, each member undertakes “to collaborate with the Fund and other members to assure orderly exchange arrangements and to promote a stable system of exchange rates,” and each member is obliged to
avoid manipulating exchange rates or the international monetary system in order to prevent effective balance of payments adjustment or to gain an unfair competitive advantage over other members.
Devaluation or depreciation of a member’s currency usually improves the member’s competitive position. The difficulty is to determine whether changes in exchange rates are inconsistent with the general undertaking to collaborate or with the particular obligation to avoid manipulating exchange rates.4 A similar difficulty existed under the IMF’s original Articles, which were understood to prohibit a devaluation that went beyond what was necessary to correct a fundamental disequilibrium and was unfairly competitive.5 Although the difficulty precedes the establishment of the discretionary system of exchange arrangements, the problem exists now in radically different circumstances and in principle could arise more frequently than under the par value system. The devaluation of the currency of an industrialized member country in October 1982 against the basket to which the currency was pegged caused some concern in the IMF that the devaluation might have been more than was appropriate under Article IV and that it might provoke retaliatory changes in exchange rates by other members. Progress toward a stable system of exchange rates might have been imperiled. It should be noted that the standard for measuring the change that gave rise to concern was an individual one adopted by the member itself.
The incident drew attention to the fact that the IMF had not institutionalized a quantitative indicator of changes in exchange rates. The formulation of such an indicator had been resisted because it might have pointed more often to members that pegged the exchange rates of their currencies than to other members. The members subject to this disproportionate effect were more likely to be smaller developing countries. It might have seemed to them that the primary purpose of such an indicator would be to focus on changes in the peg and therefore to discriminate against these countries. Industrialized countries, however, might have had an equal objection because of the suspicion that the true objective of an indicator would be to monitor changes in the floating exchange rates of their currencies because of the importance of these currencies in international trade and payments. Furthermore, it might have been suspected by members, whether industrialized or developing, that the establishment of norms related to changes in exchange rates was the real motive of the proposal, so as to extend the regulatory authority of the IMF and diminish the freedom of members assured to them by the discretionary system.
The IMF is directed by the Articles to exercise firm surveillance over the exchange rate policies of members. The basic decision of the IMF on surveillance describes developments that might indicate the need for special discussions by the organization with a member.6 One development is “behavior of the exchange rate that appears to be unrelated to underlying economic and financial conditions including factors affecting competitiveness and long-term capital movements.”7 It was agreed that an objective indicator of behavior of the exchange rate would be useful for informing the IMF’s Executive Board of changes that might deserve its attention because of this language. A formal procedure based on an indicator would relieve the Managing Director of the burden of making possibly unpopular judgments about the changes he should place on the agenda of the Executive Board. A general and nondiscretionary practice on the changes to be notified to the Executive Board would not be open to an objection of discrimination by any member or by any class of members.
Agreement was reached in March 19838 and has led to the development of criteria adapted to the circumstances of each member. The doctrine of the uniform treatment of members, which is much relied on in the affairs of the IMF, and sometimes excessively, does not, as a matter of law, impede recognition of realistic differences among members or classes of members when differences are inherent in the character of the relevant provision and recognition of them promotes the purposes of the IMF.9 In this respect, although not in others, the practice resembles the solution of the uniform standard found for Article II:6(a) of the GATT.
The IMF’s practice is to give the Executive Board notices of “real effective exchange rates,” which are defined for all members by the IMF staff as “nominal effective exchange rates adjusted for relative movements in local currency cost or price levels between the home country and the rest of the world.” The nominal effective exchange rate of a member’s currency is calculated as a weighted average of the exchange rates for the currency against the currencies of the member’s trading partners. The nominal effective exchange rate is adjusted for the purpose of arriving at the real effective exchange rate by taking account of the member’s comprehensive cost and price competitiveness. Notices of real effective exchange rates are provided to the Executive Board quarterly, as well as special notices for individual members whenever specified changes occur in these exchange rates for member’s currencies. The special notice is given whether a change is upward or downward, whether the change takes place in a single step or is the cumulative effect of various steps, and whatever the member’s exchange arrangement may be.
A special notice is given if the amount of a change or changes in the real effective exchange rate for a member’s currency is 10 percent or more from such exchange rate on the latest occasion on which the Executive Board has discussed the member’s exchange rate policy. Usually, this discussion will be the final stage of the most recent of the IMF’s periodic consultations with members under its procedures for surveillance over the exchange rate policies of members. As in the solution adopted for the purpose of Article II:6(a) of the GATT, lesser changes are exempted from the procedure.
A notice does not necessarily imply that a change is inconsistent with a member’s obligations under the Articles or is in any other way disturbing. The Executive Board may have criticized the member’s exchange rate policy as harmful to the member’s competitiveness, and change may have been brought about as a response to that criticism and encouragement of a change. Another reason why a notice in itself does not imply that the exchange rate has become, or is becoming, inappropriate or contrary to the member’s obligations is that a country’s comprehensive cost and price competitiveness is not the only influence on its balance of payments position. The evolution of a real effective exchange rate may have to be evaluated by taking account of other economic developments.
Conversely, the absence of a notice under the procedure is not irresistible evidence that the exchange rate continues to be desirable. The real effective exchange rate is an indicator related to the current account of the balance of payments and purchasing power parity, and not an indicator of the impact of capital flows on exchange rates. The many technical problems connected with the determination and implications of the real effective exchange rate and changes in it are one reason why the IMF continues to adapt its procedure.
The procedure of individual notices is a safeguard, in some ways comparable to the safeguards under the decision on the Guidelines for Decisions under Article II:6(a) of the GATT. A purpose of the procedure under the GATT is to protect a contracting party if the exchange rate for its currency undergoes certain changes, while the IMF’s procedure is designed to protect other members if certain changes take place in the exchange rate of a member’s currency. The procedure, however, can protect the member itself if the exchange rate for its currency may have become disadvantageous to the member.
As a result of the procedure, Executive Directors of the IMF and members are kept aware of developments in exchange rates. Under the IMF’s Rules and Regulations the agenda of the Executive Board may include any item requested by an Executive Director.10 The Articles11 and the By-Laws of the Board of Governors12 provide that each member not entitled to appoint an Executive Director may send a representative to attend any meeting of the Executive Board when a request made by, or a matter particularly affecting, the member is under consideration by the Executive Board. These procedural safeguards protect the interests of all members, whether a member has a grievance or has been the target of a complaint.
For the purpose of calculating real effective exchange rates, members are divided into three classes. The indicator is applied to each class in such a way that an increase in the level of the indicator implies an appreciation of the exchange rate or a loss in comprehensive cost and price competitiveness. For the first class, consisting of industrialized countries, the weighting scheme is based on production and trade in manufactures. The second class consists of smaller industrialized countries and most developing countries, and for these members the weighting scheme takes both manufactures and primary products into account. The third class consists of a small number of countries for which there are statistical difficulties. Ad hoc calculations have to be made for these members.
The IMF’s practice involves a uniform standard of measurement in the sense described earlier, because the practice establishes an individual standard for each member by which to measure change in the real effective exchange rate of its currency. In this respect, the practice resembles the GATT Guidelines, but differs from them in the technique for determining the individual standards. Under the Guidelines, the formula for this purpose is the same for all contracting parties. Under the IMF’s practice, different formulas are applied to the first and second classes of members, while for the third class a different formula could be applied to each member of that class.
The allocation of a member to a class and the details of the index of competitiveness to be applied are discussed with the member, and its agreement is sought. This procedure should make it impossible for a member to argue that the standard applied to it is unfair. A notice to the Executive Board usually includes a detailed explanation of the change in the real effective exchange rate and an appraisal by the IMF’s staff of the member’s balance of payments prospects. The staff may conclude that a depreciation is appropriate or that an appreciation has not resulted in a worrisome loss of competitiveness.
This discussion of the IMF’s practice is concluded here with three comments. First, it will be apparent that such concepts as the nominal effective exchange rate, real effective exchange rate, and import-weighted effective exchange rate have special legal or operational importance for particular purposes in the discretionary system of exchange arrangements.13 Each concept permits a variety of weighting schemes, among which the choice depends on the particular analytical purpose that is to be served. The purposes lead not only to different calculations but also to different results. Second, the results shown by real effective exchange rates are no more than indicative at best. To reach reasonably safe economic judgments, other indicators must be taken into consideration. Third, the IMF’s practice measures changes in exchange rates, and therefore the notices to the Executive Board do not apply to cases in which exchange rates have been immobile. This behavior of the exchange rate may cause justifiable concern, but any such anxiety will have to be expressed in the IMF’s periodic consultations with members or in negotiations with members for use of the IMF’s resources.
The fluctuation of exchange rates has given rise to problems of allocating the advantage or disadvantage resulting from changes in exchange rates. In one situation, the problem is bilateral, arising between the parties to a transaction or series of transactions. In the case of disagreement between them on the appropriate exchange rate for settlement when there are two or more possible rates, the advantage that one party enjoys because of the rate that is chosen is matched by the correlative disadvantage suffered by the other party. This kind of problem arises in many forms between the parties to a contract. Sometimes, the judicial solution of a problem may depend on interpretation of the contract.1 In other cases, the outcome may depend on the interpretation of an international convention,2 or the way in which a particular legal concept, such as restitutio in integrum, is applied.3 In some cases, courts have relied on the proposition that a party should have taken steps to protect itself against exchange risk in accordance with the normal practice of the trade in which the transaction or transactions occur.4 It may even be possible to imply a term that a party is to behave in this way.
The technicality, often extreme, of the rules of national law by which exchange risk is allocated between the parties to a contract is sharply illustrated by the decision of the English House of Lords in President of India v. Lips Maritime Corp.5 In July 1980, the Greek owner of a vessel chartered it to the Government of India as charterer for a voyage from Louisiana to India. Under clause 30 of the charterparty, freight and demurrage were to be calculated in U.S. dollars but were to be paid in sterling at the exchange rate ruling on the date of the bills of lading. At that date, the exchange rate was $2.37 to the pound sterling. Discharge of the cargo in India was completed with considerable delay. The parties were unable to agree on the amount of the charterer’s liability for demurrage, and the dispute was referred to arbitration. By the date of the umpire’s award the rate was $1.54 to the pound. The shipowner was awarded £10,232 as demurrage at the exchange rate of $2.37 per pound sterling, and £5,514 as special damages for the exchange loss calculated on the basis of the two exchange rates. The theory of the award was that clause 30 dealt with the amount of demurrage but not with damages for late payment, and that the charterer was under an obligation to settle and pay for demurrage within two months of the completion of discharge. The charterer had not paid within that period.
The rule of English common law is that loss is recoverable if it was reasonably within the contemplation of the parties at the time they made their contract. A creditor cannot obtain damages for late payment of a debt, on the principle that the court will not impute knowledge to the contracting parties that ordinarily a late payment of money will result in loss by the obligee. The rule applies, however, to general damages, that is, damages foreseeable as flowing naturally and probably from the breach of contract in the ordinary course of events. The rule does not apply to special damages, that is, damages foreseeable in the particular circumstances of the case because of special matters known to both parties at the time they made their contract. The arbitrator’s award was based on the conclusion that the loss occasioned by the depreciation of sterling was reasonably foreseeable by the parties, or within their actual or assumed contemplation, and that such loss was likely to occur if payment was not made at the appropriate time. The arbitrator considered the loss, therefore, to be special damages for the breach, calculated as of the date of the award.
The charterer was dissatisfied and appealed to the courts. The account of the subsequent history of the case can begin with the decision of the Court of Appeal. The court stated that the umpire had concluded that the parties knew or should have known that:
(a) it was the general expectation among businessmen that sterling would decline, particularly against the U.S. dollar;
(b) clause 30 was designed to protect the Indian Government as charterer against the depreciation of sterling between the date of the bills of lading and the due date for the payment of demurrage; and
(c) it was the almost invariable practice of Greek shipowners to conduct their business in U.S. dollars, so that if a sterling sum were paid late, the owner was likely to suffer a loss on exchanging sterling for dollars.
A lower court had held that none of these facts constituted special facts that were made known by the owner to the charterer; they were apparent to all other businessmen in the same trade. Therefore, the court refused to allow the recovery of special damages. The Court of Appeal held that this was too narrow a basis for decision. The question in each case was to determine what loss was reasonably within the contemplation of the parties when the contract was made. In dealing with this question, the court would not impute knowledge to the parties that damage flowed naturally from a delay in payment. But where there was evidence of what the parties knew, or ought to have known, were special circumstances, the court was in a position to determine what should be deemed to have been within their reasonable contemplation. For this purpose, the court was entitled to take account of the terms of the contract and of the surrounding circumstances, and to draw inferences about the parties’ actual or imputed knowledge. In drawing inferences, the court was not obliged to ignore facts or circumstances of which other people doing similar business might have been aware. The Court of Appeal concluded that the plaintiff had suffered a special, and not a general, loss as the result of delay in payment. The court awarded special damages based on the difference between the two exchange rates that were pertinent to the circumstances of the case.
The House of Lords reversed this decision. One ground was that the decision had been based on the fallacious assumption that a charterer is under a contractual obligation to settle and pay for demurrage within two months of the completion of discharge. A charterer does not pay demurrage as money payable for the exercise by him of a right to detain a chartered vessel beyond the stipulated lay days. Demurrage is not liability for a debt; it is liability in damages to which a charterer becomes subject because, by detaining a vessel beyond the stipulated lay days, he is in breach of his contract. Normally, voyage charters contain a demurrage clause that prescribes a daily rate at which the damages for detention are to be calculated. The effect is to quantify the damages, but not to alter the character of the charterer’s liability as a liability for damages for breach, even if the damages are quantified (“liquidated”). The owner’s claim for breach accrues day by day from the day when the detention begins. The charter in the instant case did not provide expressly or by implication that demurrage, instead of being payable daily after the lay days, was not payable until two months after the completion of discharge, even though to allow for the calculation of the necessary amount the common practice was to pay after an interval, which might, however, be less than two months. There was no independent breach of the charter because of the delay in payment of the damages.
The House of Lords held there was a contractual obligation to pay for demurrage, the breach of which gave rise to a claim for damages, but no independent claim for exchange losses because of delay in paying the damages. There was no such thing in English law as a cause of action in damages for the late payment of damages. The only remedy the law allows for delay in paying damages is the discretionary award of interest under statutory authority. The umpire was wrong in awarding special damages but correct in awarding interest. He was correct, furthermore, in holding that as demurrage is usually settled and paid for within two months, interest was payable only from the day following the expiration of that period.
Note that if the charter had provided for payment of the demurrage in U.S. dollars, the owners would not have suffered the exchange loss. Clause 30 of the charter, however, provided for payment in sterling at the exchange rate on the specified day, and the court held that the clause applied whenever payment was made. The consequence was that the owner was deprived of the profits it could have made by chartering the vessel anew after the lay days had ended. The decision takes no account of the prevalence of fluctuating exchange rates. It is also outside the stream of English case law that does take account of the fluctuation of sterling in order to preserve the reputation of London as a center for arbitration and of English law as a system adapted to commercial realities. The decision of the House of Lords was unanimous, but one member said that “I should for myself have preferred to reach a result which did not enable the charterer by delaying payment to take advantage of the decline of the pound against the dollar.”6 The decision has been severely criticized on the ground that it makes the recovery of special damages for exchange losses depend on an archaic distinction between the delayed payment of a debt and the delayed payment of damages for breach of contract.7 Important aspects of English law have been adapted to the conditions of fluctuating exchange rates, but more remains to be done in England and elsewhere.
In another kind of situation, the problem is not the allocation of exchange risks between the parties to a transaction or transactions with each other but how to allocate exchange risks when a number of parties have entered into relations not with each other but with a single entity by means of separate transactions. The parties may have entered into their individual transactions as part of a joint design or there may be no such association among them. In either situation, the solution may be one that gives them equal or pari passu treatment by or on behalf of the single entity. As a consequence of the solution, one party will not receive an advantage over the other parties and none will suffer a correlative disadvantage. Parties may receive equal or pari passu treatment, however, only if they are considered by the law to belong to the same class. Issues of unequal treatment may arise between different classes. In the situations described in this chapter as bilateral or multilateral, equitable considerations may enter into the determination of how exchange risks are to be allocated.
In an English case,8 the court had ordered the liquidation in England of a corporation incorporated in the State of New York for which a scheme of arrangement had been approved in New York under the Federal Bankruptcy Code of the United States. For the purposes of a scheme of arrangement for the distribution of assets in England, the English court was asked to decide at what rate of exchange the claims denominated in U.S. dollars of creditors resident outside the United Kingdom should be translated into sterling. The issue was the date as at which the claims of these creditors were to be valued in terms of sterling: the date of the liquidation order; the date at which all liabilities could be ascertained and at which available assets could be distributed pro rata; the dates at which claims arose or proofs of claims were admitted; or some other date.
In view of the progressive depreciation of sterling, the shares of creditors with dollar claims would become larger the later the date of the exchange rate that was chosen. On behalf of these creditors, it was argued that as their claims were to dollars and not sterling, the latest possible date should be chosen. The court held that, in bankruptcy or liquidation proceedings, the principle is that liabilities have to be reduced to a single unit of account as of the same date so as to enable a pari passu distribution of available assets to be made to all claimants. The single unit of account in English proceedings can be nothing but sterling. The exchange rate must be the rate prevailing at the date on which the bankruptcy or winding up is ordered by the court and not on any other of the conceivable dates.
The court rejected the argument that the sterling value of dollar claims calculated in this way should be adjusted when dividends were paid. Even if the monetary value of a claim is unquantified, the creditor must estimate its sterling value when, before the liquidation order is made, he submits his proof. Later events, such as changes in exchange rates, cannot be taken into account, even though, when sterling is depreciating, creditors would enjoy the maximum advantage if the exchange rate prevailing at the latest feasible date were applied, which would be the date when dividends were paid.
The winding up of the corporation in the case was compulsory. The decision was followed in a later English case in which the winding up was voluntary.9 In the later case, a bank had lent an English company Swiss francs, and repayment was to be made in the same currency on November 5, 1971. Voluntary liquidation was deemed to have begun on September 28, 1971. The liquidators paid dividends in sterling to the creditors whose claims were in currencies other than sterling at the rate of exchange prevailing on September 28, 1971. Sterling began to depreciate against the Swiss franc after that date. All creditors, whether their claims were to payment in sterling or in another currency, received full payment on the basis of exchange rates on that date. A substantial amount of assets remained after these payments were made. The liquidators proposed to distribute the residue in partial satisfaction of claims to interest that had accrued after September 28, 1971. The bank protested, arguing that, on the basis of the rates of exchange when dividends had been paid, it had lost more than 40 percent of its claim, while the creditors with sterling claims had received 100 percent of their claims. A creditor with a claim in deutsche mark had received about the same return as the bank with its claim in Swiss francs, but a creditor with a claim in Italian lire had received approximately the whole of its claim because the lira had depreciated at about the same rate as sterling against the Swiss franc and the deutsche mark.
The bank argued that the liquidators should have paid the dividends to it either in Swiss francs or in an amount of sterling equivalent to the value of the proportion of the debt in Swiss francs that was being paid. The amount of sterling should have been calculated at the rate of exchange prevailing on the date of payment. If, for example, a dividend represented 10 percent of total claims, the bank was entitled to 10 percent of the total loan of 18.5 million Swiss francs, calculated at the rate of exchange prevailing on the date of payment of the 10 percent. The court rejected the bank’s contention, on the ground that, if it were accepted, it would destroy the certainty about the distribution of assets that the liquidators’ practice guaranteed for all creditors.
One member of the court described liquidation as a “collective enforcement procedure.”10 A winding-up order (or its equivalent in a voluntary liquidation) was comparable to an order by the court authorizing execution of a judgment expressed in a foreign currency. The amount of the judgment had to be translated into sterling at the rate of exchange prevailing on the date the court orders execution. The judgment creditor was not able to propose the rate of exchange prevailing at a later date. The creditors were in the same position after the winding-up order had been made in a liquidation. Two members of the court, however, left open the question whether dividends to creditors whose claims had been to foreign (i.e., non-sterling) currencies could be recalculated on the basis of later exchange rates if, after all the claims of creditors had been satisfied, including claims to interest accruing after liquidation, assets remained that, in the absence of such recalculation, would go to the shareholders of the company.11
It is true that under English law since the Miliangos case, when a court orders the execution of a judgment expressed in a foreign currency, the exchange rate is the one prevailing at the date of the order. This choice is dictated by procedural requirements as the latest practicable date, but the choice is a surrogate for the date of actual payment. The assumption is that execution will be levied promptly. This assumption cannot be made in liquidation or bankruptcy proceedings, because there may be a prolonged delay between order and payment of dividends. The court’s analogy between the order in such proceedings and the order for execution in other proceedings can be questioned, but it may be that once again procedural requirements make the court’s choice of exchange rate unavoidable.
The case demonstrates that it may be necessary to decide not only which exchange rate is equitable among creditors but also what fairness requires as between creditors and shareholders. The question raised by the two members of the court implies that in some circumstances the court’s solution of the single date for all creditors may not be completely fair to creditors with claims to foreign currencies. In contests among creditors or between creditors and shareholders in bankruptcy or liquidation, the issue of what fairness requires cannot be resolved on the basis of fault. In cases in which the contest is between a creditor and a debtor who failed to pay on time, the element of fault can have weight.
An American case12 took a different approach to the question of the choice of exchange rate in a dispute among creditors in a bankruptcy proceeding. In this case, the concept of fault, in the form of responsibility for breach of contract, had decisive effect. An American corporation and a German corporation entered into a contract in 1974 for the supply of equipment by the German corporation. The consideration was expressed in deutsche mark, and the court in this case held that this was also the currency of payment. The American corporation failed to perform, and later, on October 31, 1975, filed a voluntary petition under Chapter XI of the U.S. Bankruptcy Act. The German corporation filed its proofs of claims in December 1975. On June 12, 1980, the bankruptcy court, acting in accordance with a stipulation agreed by both corporations and the creditors’ committee, allowed the German corporation’s claims at the U.S. dollar equivalent of a stated amount of deutsche mark.
There remained the question of the proper exchange rate for translating the deutsche mark amount into dollars. The creditors’ committee argued that the exchange rate should be the one prevailing on October 31, 1975, which the committee alleged was the date of breach. The German corporation contended that the exchange rate prevailing on the date of judgment (June 12, 1980) applied. On the former basis, the amount would be equivalent to approximately $4.325 million, while on the latter basis the amount would be equivalent to approximately $6.278 million. The creditors’ committee favored its solution because the assets were insufficient to discharge all claims in full, and with this solution more would be available for claimants other than the German corporation. The court endorsed the position taken by the German corporation, and a District Court in Massachusetts affirmed this ruling. The creditors’ committee appealed to the Court of Appeals for the First Circuit.
For this court, the fundamental question was the law under which the German corporation’s claims arose. The court held that if the cause of action arose entirely under foreign law, the judgment day rule must apply for selecting the exchange rate. A foreign claim in such a case became enforceable as the result of proceedings in the United States only when an American court gave judgment in favor of the claims. If, however, the cause of action arose entirely under American law, the breach day rule governed the choice of exchange rate. The bankruptcy court and the parties were in agreement that the German corporation’s claims arose entirely under American law.
The breach day rule, therefore, had to be applied, but the question still to be decided was when the breach occurred. The German corporation protested that to regard October 31, 1975, the date the petition was filed, as the date of breach was a fiction. The District Court had held that neither that date nor June 12, 1980, when judgment was given to allow the claims, was the correct date. May 9, 1980 was the correct date because it was the date on which the American corporation’s liability for breach became absolute as a result of the actual and final rejection of the contract for the purpose of administering the bankruptcy. The bankruptcy court’s allowance of the German corporation’s claims on June 12, 1980 had the effect of a final judgment on the merits under Chapter XI of the Bankruptcy Act, but that date was not the date of breach.
A French case13 shows that more than one exchange rate may be appropriate in bankruptcy proceedings when secured creditors are included in the body of creditors. A Dutch bank listed its claim, as required by French law, in the French bankruptcy proceedings of the French debtor. The claim was denominated in deutsche mark and secured by a mortgage on French real property. Under a French statute, claims denominated in a foreign currency must be translated into French francs at the exchange rate prevailing at the date of the adjudication in bankruptcy (règlement judiciaire). The listing of claims operated to prevent creditors from pursuing their claims by individual lawsuits. The court held that the prerogative of preferred creditors to collect their claims was placed only temporarily in abeyance.
The receiver argued that the effect of the listing was that the preferred creditor’s claim had to be translated into francs at the exchange rate specified by the statute and that the claim could be processed only on the basis of this calculation. The court held, however, that the bank was entitled to realize on its security, and that, if the claim was not fully satisfied in this way, it was to be deemed satisfied pro rata at the exchange rate prevailing at the date of actual payment of the proceeds. This solution accorded with the principle of French law that the exchange rate for translating a foreign currency debt into French francs is the rate prevailing at the date of actual payment.
The bank could prove for the unsatisfied balance of the claim as an unsecured debt in the bankruptcy at the exchange rate specified by the statute. This conclusion was based on the principle that satisfaction of the secured debt as a whole was guaranteed by the agreement between the bank and the debtor. The bank’s rights were not prejudiced by the fact that the claim had been listed at the French franc equivalent at the date of the adjudication order. That requirement was necessary to give the creditors as a whole a complete picture of the debtor’s financial position.
In Canadian bankruptcy proceedings14 a creditor filed its claim with a reservation on the applicable exchange rate. The creditor was resident in Germany and claimed an amount payable under a number of contracts with a Canadian debtor. The debts were expressed in deutsche mark. The creditor calculated its claim on the basis of the rate of exchange between that currency and the Canadian dollar prevailing at the date proof was submitted of the claim in the bankruptcy proceedings, but the creditor reserved the right to adjust the amount in accordance with exchange rates in effect on the dates when dividends were paid by the trustee in bankruptcy.
The court held that under Canadian bankruptcy legislation the claims of creditors are to be determined at the time the trustee files with the official receiver the insolvent person’s proposal for a compromise with creditors, provided that the proposal is accepted by the creditors and ratified by the court. This date, the court held, determined the applicable rate of exchange as well, unless there was a compelling reason to depart from it.
The court considered this solution equitable because the proposal, if made effective, was a new contract that operated as a novation of the contracts under which claims arose. The court must have thought that this rationale was technical rather than equitable, because the court supported its conclusion with another justification. Under the new contract, dividends were payable at fixed dates, so that the creditor could have entered into a forward contract for the purchase of deutsche mark, with the Canadian dollars the creditor would receive from the trustee, at the rate of exchange at the date of entry into the forward contract.
In this case also, the court seems to have doubted whether the single date was completely fair, but the court disposed of its doubt by pointing out that the creditors with claims to foreign currencies could have protected themselves against exchange risk.15 This assertion is questionable if successive forward exchange contracts would be required because of the length of the period over which dividends would be paid. If the Canadian dollar was depreciating against the deutsche mark in that period, the creditor would not be able to assure itself of complete protection.
It has been seen that exchange rates may provoke contests between creditors with claims in the currency of the forum and creditors with claims in foreign currency as well as contests between creditors and shareholders. It has been seen also that questions of fairness may arise between preferred and ordinary (nonpreferred) creditors. The English Law Commission has examined the law relating to claims to share in a fund.16 The Commission had considered in a working paper whether a preferable solution in cases of the liquidation of a company and in bankruptcy would be translation of a foreign currency obligation into sterling at the exchange rate prevailing at the latest practicable date. This date would probably be the date of each occasion on which a dividend was paid or, more likely, when it was declared. The rationale of this solution would be that it corresponded more closely to the spirit of the Miliangos case and therefore would produce a fairer result for creditors with claims in foreign currency, particularly in the many cases in which the process of liquidation or bankruptcy was protracted. The Commission rejected this solution in both its working paper and its final report, preferring the solution applied by the courts in the case of the liquidation of a company, whether solvent or insolvent, and in a bankruptcy. The solution is that the exchange rate is the one prevailing at the date of the resolution to wind up the company if the liquidation is voluntary, the date of the winding-up order if the court orders the winding-up, or the date of the receiving order in the case of bankruptcy.
The Uniform Foreign-Money Claims Act drafted by the U.S. National Conference of Commissioners on Uniform State Laws was approved in the summer of 1989, subject to subsequent editing and the inclusion of comments, and was recommended for enactment in all States of the United States. The Act as thus proposed has dealt with the problem of exchange rates in a “distribution proceeding.”17 That concept is defined18 as a judicial or nonjudicial proceeding for the distribution of a fund in which one or more foreign money claims is asserted and includes an accounting, an assignment for the benefit of creditors, a foreclosure, the liquidation or rehabilitation of a corporation or other entity, and the distribution of an estate, trust, or other fund. The concept covers cases in which a limited fund of assets must be shared pro rata among a class of claimants in circumstances in which usually the fund will be insufficient to satisfy the claims in full.
The Act declares in the first sentence of Section 8 that the exchange rate prevailing at or near the close of business on the day the distribution proceeding is initiated governs all “exchanges of foreign money” in a distribution proceeding, which undoubtedly means all translations of such currency into U.S. dollars. Exchanges in the sense of exchange transactions do not take place in these proceedings. Section 8 provides in a second sentence that a claimant making a foreign currency claim in a distribution proceeding must assert its claim in the named foreign currency and show the amount of U.S. dollars resulting from the translation at the exchange rate prevailing at the date the proceeding was initiated.
The Act does not include a provision that appeared in the draft of January 23, 198919 to deal with one of the contests among parties, which, it has been seen from the preceding discussion of some of the cases, can arise when some of the claims are in a foreign currency. The draft provided that if a foreign money claim had priority over claims of a lower class, and a depreciation of the dollar occurred after the translation had been made, an adjustment might be in order. The adjustment would be made if, because of the depreciation, the creditors with foreign money claims would not receive the same percentage of their claims as the creditors with dollar claims. The creditors with foreign money claims would receive a supplementary distribution to equalize the percentage if money remained in the fund before a distribution was made to claimants of a lower class. It can be assumed that this proposed provision was too contentious to be retained.
A comment on Section 8 recognizes that the administrative necessity to compute pro rata amounts makes it necessary to translate currencies in distribution proceedings into a single currency. The exchange rate chosen is the one prevailing when the proceeding was initiated, which is different from the date applicable to judgments in litigation. The commentary on Section 8 approves the basic English decision discussed earlier in this chapter.20
It does not follow that the use of a single date will necessarily be disadvantageous to a creditor or that the use of a later date than one related to an early stage of bankruptcy or liquidation proceedings will necessarily be advantageous to a creditor. These propositions are illustrated by a German case.21 In the course of bankruptcy proceedings, the plaintiff asserted against the liquidator a claim for an amount of Swaziland emalangeni. On the day when the bankruptcy proceedings were initiated, the rate of exchange was one lilangeni equaled DM 1.599. The bankruptcy law of Germany permits the debtor and the nonpreferred creditors to enter into an agreement for satisfaction of the debts that takes the place of a compulsory distribution of the debtor’s assets. An agreement was concluded that permitted an initial settlement of 40 percent of the claims to be taken into account in the further proceedings for settlement. The liquidator paid the plaintiff this proportion of her claim at the exchange rate on the date of payment, namely, one lilangeni equaled DM 0.9855. The plaintiff sued for the balance of the 40 percent calculated at the exchange rate prevailing when the bankruptcy proceedings were initiated. Alternatively, the plaintiff sought a declaration of the full amount of her claim calculated in deutsche mark at that exchange rate less the amount of deutsche mark she had been paid as if received by her at the same rate.
The court (Landgericht, Cologne) noted that as a first step under the bankruptcy law, art obligation in a foreign currency must be translated into deutsche mark at the exchange rate prevailing when bankruptcy proceedings are initiated. Only if this translation is confirmed during the proceedings or as a term of an agreement between debtor and creditors does the original claim disappear by becoming transformed into a debt in deutsche mark. Confirmation during the proceedings in this case had not occurred.
The question then was whether the exchange rate claimed by the plaintiff had been confirmed by the agreement that had been made. The court found no express term to this effect and refused to imply one. A reason for rejecting an implied term was the unlikelihood that the creditors intended by their agreement to deny the liquidator the opportunity to exercise his authority under the law to pay on the basis of the exchange rate prevailing at the date of payment. The court’s assumption seems to have been that creditors with claims to foreign currency would have wanted the liquidator to exercise this power if the exchange rate at the date of payment was more favorable to them than at the date when the bankruptcy proceedings had been initiated. Similarly, it should not be assumed that the debtor was willing to give up his option to pay on the basis of an exchange rate more favorable to him. It was precisely this power, however, that the liquidator was entitled to exercise, and had exercised, by paying on the basis of the exchange rate prevailing at the date of payment, a rate that was less favorable to the plaintiff. The liquidator was able to exercise this power because the plaintiff’s claim retained its quality as a foreign currency claim in the circumstances of this case.
On the plaintiff’s alternative claim, the court held that her claim would indeed be translated into deutsche mark on the basis of the exchange rate prevailing at the date when the bankruptcy proceedings were initiated. The plaintiff’s claim, however, could not be specified in the original amount, because 40 percent had been settled under the agreement.
The court’s reasoning has been criticized.22 In the negotiation of an agreement for the purpose of the bankruptcy law, all participants are keenly interested in having a clear picture of the magnitude of the debtor’s obligations. The participants will not have this information if foreign currency obligations are involved unless they are translated prior to conclusion of the agreement. This interest cannot be swept aside by arguing that to apply an exchange rate that precedes the date of conclusion of the agreement would deprive the debtor of his option to pay at the exchange rate prevailing on the date of payment. An option of the debtor to decide when to pay should not entitle him to choose the exchange rate at which the translation of a foreign currency claim is to be made. Furthermore, in order to determine that the condition that creditors holding a sufficient amount of claims concur in a proposed agreement is satisfied it is necessary to apply the exchange rate prevailing at the date when the bankruptcy proceedings were commenced.
The insolvency cases discussed in this chapter resemble various other situations in which there are a number of claimants who seek satisfaction of their claims from a single fund that is, or may be, inadequate to meet their claims in full. These other situations do not involve insolvency. For example, under legislation of the United Kingdom relating to merchant shipping, a shipowner who faces or expects to face a number of claims arising from the same casualty can bring an action for a decree limiting the total amount of his liability. If he succeeds and the total of the claims exceeds the established limit, dividends will be paid in sterling from the fund. If a claimant proves his claim in a non-sterling currency, it is necessary to decide the date of the exchange rate that is to be applied for translating the claim into sterling. An English judge has said that the situation was “a form of statutory insolvency” and that therefore the precedents of the winding-up of a company should be followed.23 The analogy would lead to adoption of the exchange rate prevailing at the date of the court’s decree authorizing the limitation of liability.
The English Law Commission has endorsed the view that the appropriate exchange rate when a limitation fund is established under merchant shipping legislation is the rate prevailing at the date of the decree authorizing establishment of the fund. For other claims to share in a fund, the Commission concluded that no satisfactory general rule could be formulated for selecting the appropriate exchange rate.24
It will be recalled that the U.S. Commissioners on Uniform State Laws have concluded that the applicable exchange rate in all distribution proceedings is the rate prevailing at or near the close of business on the day the proceeding is initiated. As a distribution proceeding can be either judicial or nonjudicial, the rule would apply even though judicial proceedings are not instituted, but then there might be controversy about the date on which nonjudicial proceedings are deemed to be instituted for the purpose of the rule.
The World Bank has had to deal with a problem of allocating exchange risks that falls into the second of the two categories described earlier in this chapter, that is to say, the situation in which a number of parties have entered into relations with a single entity by means of separate transactions. The Bank’s objective has been to equalize exchange risks for all borrowers from it.25 At one time, the Bank’s resources were derived mainly from loans it negotiated in the private capital market of the United States. The Bank has departed from this practice and has diversified its borrowing by raising resources in medium-term and long-term maturities in other major capital markets as well. Over the two decades of the 1970s and 1980s, some 85 percent of the Bank’s resources were derived from borrowing. Of the borrowings by the Bank outstanding at the end of 1988, more than 90 percent had been raised in U.S. dollars, Japanese yen, Swiss francs, deutsche mark, and Netherlands guilders.
Agreements by the World Bank to lend to its developing country members and their agencies are denominated in U.S. dollars, because the agreements are not fully funded when the Bank makes commitments. As a result, the Bank has not been able to specify in a loan agreement which currencies it will disburse under the agreement. The Bank has the discretion to determine the currencies it will disburse and the order in which it will recall currencies for repayments.26 It has been impossible for the Bank to make disbursements to all borrowers in the same currencies or in equal proportions in each currency. Even if it had been possible in principle to make disbursements and call for repayments in proportionate amounts of all the available currencies, the inconvenience and additional cost would have been considerable. Repayment obligations in many more than the five currencies mentioned above as the primary currencies borrowed by the Bank have been outstanding under loans by the Bank, mainly because members have made share capital available for lending by the Bank. As a result, more than 40 currencies have been outstanding at the same time under loan agreements made by the Bank.
The World Bank passes on to borrowers the exchange risks associated with the currencies that are lent. The Bank has followed a policy of not exchanging, on its own behalf, borrowed currencies in order to obtain other currencies. Diversified borrowing by the Bank and its disbursement policies had produced unequal exchange risks for borrowers when measured by a common denominator, because of changes in the exchange rates of the currencies disbursed by the Bank under its loan agreements. To provide equitable treatment for borrowers notwithstanding the difficulties summarized here, the Bank instituted its Currency Pooling System for loans negotiated on or after July 1, 1980, with an option for borrowers to bring into the System a portion of any loan that was undisbursed on July 1, 1980 under loan agreements outstanding on that date.
The purpose of the System is to distribute exchange risks equally among borrowers. By means of an ingenious accounting technique, the System achieves the same result and the same impact of changes in exchange rates that would have been extremely difficult, and perhaps impossible, to achieve by actual transactions conducted each time in all the currencies disbursed by the Bank. In effect, the System redistributes in the accounts each day all the currencies in the System. The redistribution is made equiproportionally to all outstanding loans. The set of currencies that a borrower owes as the result of a loan by the Bank is a function of the selection of currencies for disbursements and repayments under all loans; the set is not determined by each loan in isolation from other loans. Each loan continuously has the same notional currency composition as every other loan whatever the actual disbursements and repayments may be under an individual loan agreement.
For example, suppose at the inauguration of the System there were only two borrowers, Patria and Terra, and two currencies lent, deutsche mark and yen, between which the exchange rate was 70 yen per deutsche mark. Patria receives a disbursement of 70 million yen and Terra a disbursement of 1 million deutsche mark. Under the System, each borrower would owe 50 percent of the aggregate U.S. dollar equivalent of 70 million yen and 1 million deutsche mark. This example is, of course, simplistic, because the daily recalculations are complicated by the number and amounts of currencies involved, but the principle is the same notwithstanding the complexities: members owe not specific currencies but a share in the pool expressed in terms of U.S. dollars. Thus, in the example cited above, the Bank could call for repayment in full by Patria in deutsche mark and by Terra in yen.
Equal treatment for all borrowers does not mean that the System changes the impact of exchange rates on all loans taken together. The effect of changes in exchange rates on total outstanding loans on any date is the same as it would be in the absence of the System. In other words, the System is not a mechanism to modify or manage exchange risk but to ensure that all loans and all borrowers are affected equally by changes in exchange rates and therefore bear the same risks.
The System can be described in another way: it is a technique for indexing principal and interest payments under loans by the World Bank to reflect changes in exchange rates that occur over the life of the loans. The index is constructed by using changes in exchange rates between one day and the next, weighted in accordance with the amounts of the various currencies in the System on the given day. Percentage changes in the index during any period represent, in the absence of disbursements or repayments during the period, corresponding changes in the obligations of each member measured in the unit of account of the System. Movements in exchange rates change the percentage shares of the various currencies in the index but not the weights of the currencies. Only actual transactions can change the weights.
The U.S. dollar is the unit of account for the System. The choice is purely arbitrary, because anything else could have been chosen for the purpose. The reason for the choice that has been made is that the World Bank and its members tend to rely on the dollar as a denominator for expressing combinations of amounts of various currencies. The dollar as unit of account does not change the amounts of currencies to be used in repayments by borrowers. The amounts would be the same if measured in any other currency or in the SDR as the unit of account.
The Currency Pooling System has permitted a simplification of practice in the repayment of loans. Before the System was established, a borrower had to repay in the currencies, and in the amounts of each, disbursed to it under the loan agreement. Since the establishment of the System on July 1, 1980, the Bank undertakes to lend an amount in various currencies equivalent to a specified amount of U.S. dollars, and repayments are made by borrowers in a single currency that is determined by the Bank on the occasion of each repayment. The amount is calculated as the U.S. dollar equivalent, as of the contractual due date of repayment, of the proportion the repayment bears to the total amount of outstanding loans subject to the System. The choice of this date ensures that other members do not suffer a detriment or enjoy a benefit as the consequence of a failure by a member to repay on time. On the date on which payment is due, various currencies equivalent in value to the amount of repayment cease to be included in the total amount of the System, whether or not repayment is made on time. The currencies and the amounts withdrawn are not changed subsequently, for example when a delayed repayment is made.
The fact that the Currency Pooling System does not eliminate exchange risk for borrowers in terms of each borrower’s domestic currency has induced the World Bank to decide that the volatility of the effective cost of borrowing from the Bank could be reduced by maintaining a balanced plan of currencies outstanding on loan. An appropriate plan will reduce risk by reducing susceptibility of the Currency Pooling System to changes in exchange rates. Announcement of the details of such a plan will make it easier for borrowers to predict and manage their exchange risk on loans subject to the System. The plan, which is being phased in and will be in full operation by June 30, 1991, consists of targets for relationships among the amounts of currencies outstanding on loans. That is to say, for each dollar on loan, there are equivalents expressed as so many units of each of the main currencies borrowed by the Bank. The target ratios are 1 U.S. dollar for every 125 Japanese yen and 2 deutsche mark for a basket of deutsche mark, Swiss francs, and Netherlands guilders. These five currencies amount to 90 percent or more of the total value of the currency pool. The other amount of up to 10 percent represents capital subscriptions of other currencies released for lending and permits a small amount of flexibility in borrowing.
Hitherto, the World Bank has given priority to borrowing and disbursing currencies with low nominal interest rates so as to keep down the rate of interest payable by borrowers on loans by the Bank, and so as to enable the Bank to invest rather than disburse borrowed currencies on which high yields could be earned. The effect had been a substantial decline in the proportion of U.S. dollars outstanding under loans by the Bank. For the many borrowers that measure their ability to pay debt service by reference to the currency of their export proceeds or U.S. dollars, this decline had increased the burden of their obligations when other currencies in the System appreciated sharply against the dollar, although the depreciation of the other currencies against the dollar had been beneficial for borrowers. Whether the burden had been heavier or lighter from time to time, the result had been a high degree of volatility in terms of dollars.
It would be impractical for the Bank to determine the package of currencies that would minimize risk for each borrower, because the package would depend on the borrower’s comprehensive economic position and external relations, which in any event change over time. To allow each borrower to choose the currency or currencies of disbursement under the Bank’s loan agreements would create complications for the Bank and would not necessarily serve the interests of borrowers as a whole.
The alternative adopted by the Bank, therefore, is a set of predetermined targets for the currency composition of the Bank’s borrowings and the loans it makes. Reasonable stability in the currency composition is an objective. The targets relate to the main currencies borrowed by the Bank. The three European currencies tend to move together in the exchange markets. The speed with which the initial targets can be reached will depend on the volume and timing of new disbursements and repayments.
Expression of the targets as fixed ratios among the units of currencies has advantages over fixed percentage shares for each currency (or the group of European currencies) in the total value of outstanding loans by the World Bank. For example, the Bank’s borrowing plans need not be adjusted each time there is an important change in exchange rates. The numbers of units will not vary with changes in exchange rates, but the percentages in the total will vary when valued in terms of the dollar or any other currency. The targets can be adjusted at intervals that will not undermine the stability of the plan. It will be apparent that many of the considerations that are relevant for putting such a plan into effect are similar to those that enter into determination of the method of valuation of a composite unit of account like the SDR.
Self-imposed limitations on the freedom of the Bank to determine the currencies it will borrow may tend to increase the cost of borrowing and therefore the rate of interest to be charged on loans by the Bank. Borrowing so-called strong currencies—namely, currencies other than the U.S. dollar—was considered justifiable because of the relatively low interest rates payable by the Bank. When determining which currencies other than the dollar should be borrowed, the Bank took account of the prospective appreciation of the exchange rates for the other currencies against the dollar and the extent to which these exchange rates would negate the differential between interest rates on the currencies to be borrowed and the interest rate on the dollar.
Movements in exchange rates have created another problem for the World Bank. The maintenance of adequate reserves is an important objective of the Bank’s financial management. The ratio between reserves and loans is a prudential indicator of the Bank’s ability to absorb losses under loan agreements while still preserving the capital paid in by shareholders. In recent years, the Bank had aimed at a reserves-to-loans ratio of 10 percent, but achievement of this target had been hampered by the sensitivity of the ratio to fluctuations in exchange rates. The difficulty resulted from the fact that the currency composition of reserves differed from the currency composition of outstanding loans. For example, the proportions of the U.S. dollar and various other currencies had been much larger in reserves, and the proportions of such currencies as the yen and the deutsche mark much lower, than the proportions of these currencies in outstanding disbursements under loans. As a result of this mismatch, depreciation of the U.S. dollar in recent years had caused the reserves-to-loans ratio to fall below the target notwithstanding large annual allocations to reserves.
Article IV, Section 2(d) of the World Bank’s Articles empowers the Bank to use its earnings or to exchange them for other currencies required in the operations of the Bank without restriction by the members whose currencies are offered by the Bank. In February 1950, however, the Bank decided to retain earnings in the currencies in which they were earned. The original rationale for this decision was that the Bank as an international organization conducts its operations in the currencies of all members and Switzerland and therefore has no need to arrange for the exchange of resources derived from capital, borrowings, and earnings for other currencies. (Borrowed funds, but not other resources, were sometimes exchanged: at the same time the Bank entered into forward exchange contracts in order to reacquire the currency the Bank had lent.)
The original rationale of the policy on the retention of earned currency established in the days of the par value system is unpersuasive in present conditions. Having changed its policy, the Bank can now arrange a close correlation between the currencies in its reserves and the currencies outstanding in loans, and can engage in exchanges for this purpose. Net income may be reduced as a result, but future exchange rates might compensate for this reduction, and in any event the policy of reducing risk may be seen to strengthen the Bank’s finances. It is hoped that the management of reserves will ensure by the beginning of June 1991 that the ratio of reserves to loans in any year will stay within 20 basis points of what the ratio would have been with perfect alignment.
Chapter 9 of this monograph discusses the reasons why the model of the composition of the SDR has not been chosen for solving the problem that has arisen in applying Article II.6(a) of the GATT. The question can be asked whether the composition of the SDR would be appropriate for establishing targets for the currencies in the World Bank’s lending program. There are reasons why the model of the SDR would be inappropriate. The volume of currencies available for borrowing in the capital markets is not among the factors taken into account in determining weights in the SDR basket, but this factor is relevant to the Bank’s ability to provide currencies to borrowers.
Furthermore, Switzerland is an important capital market in which the World Bank has been able to borrow Swiss francs on favorable terms, but the Swiss franc is not included in the SDR basket. The SDR weights are reviewed, and, if necessary, adjusted at intervals of five years, but these periods might not be the periods the Bank favored for adjusting its targets. The Bank might wish to depart from the periods of the SDR model and make adjustments justified by changing circumstances. It could be embarrassing to have to meet the objection that stability in the currency composition of loans was being sacrificed by adherence to the SDR model.
Official action to allocate exchange risks under the influence of equitable considerations may be taken in circumstances that do not fall into the categories of bilateral contracts or the multilateral situations discussed so far (discrete contracts of many parties with a single entity whether under a common design or without such a design). An example of official action outside these categories can be cited from Spanish law. The official action in this example, however, was in response to a single change in exchange rates and was not designed to deal with the permanent fluctuation of exchange rates.
Over the weekend of February 10–11, 1973 intense consultations were conducted among various countries in an effort to solve the problem of flight from the U.S. dollar, principally into the deutsche mark. A spirit of crisis had erupted and had led to the closure of exchange markets in many countries. On February 12, 1973 the U.S. Government announced its intention to seek congressional approval of a 10 percent reduction in the par value of the dollar. Congress did not act until September 12, 1973, and the IMF concurred in the change in par value with effect at 12:01 a.m. Washington, D.C. time on October 18, 1973. The announcement of February 12, 1973, however, had an immediate impact in the exchange markets, and this effect was indeed the objective of the announcement. The exchange markets reopened promptly after February 12, 1973. A new pattern of exchange rates emerged.
Spain adopted Decree-Law No. 2/1973 of February 19, 1973 to provide equitable relief under contracts for export or import entered into before February 9, 1973 in which the U.S. dollar was the currency of payment and in which the nominal amounts were fixed. Losses suffered by exporters were to be compensated from gains enjoyed by importers because of the change in the exchange rate for the dollar against the peseta between February 10, 1973 and the date of payment. The bank designated to pay dollars on behalf of an importer had to retain the peseta surplus and, instead of returning it to the importer, had to deposit it in a fund with the Bank of Spain, from which exporters were compensated. The decree-law defined the categories of imports and exports giving rise to the receipts and disbursements to which the scheme applied.
The Supreme Court of Spain considered the scope of the law in 1984.27 An importer had entered into a contract on January 11, 1973, and to discharge its obligation, the importer, at the same time, borrowed almost $2 million from a bank. The import was made on January 15, 1973. In due course, the importer repaid the nominal amount of the loan in depreciated dollars. The Spanish Administration argued that the amount of the importer’s gain was subject to the decree-law, on the ground that if there had been no import there would have been no loan. The court held that the import and the loan were legally independent of each other, that the importer’s gain was derived from the loan and not from the import, and that loan contracts were not among the transactions to which the decree-law applied. The bank was the party prejudiced by the importer’s repayment, but the bank was not entitled to compensation under the decree-law. The bank had to bear the loss under the Commercial Code, because it had failed to protect itself by providing for revision, in accordance with fluctuations in the exchange rate, of the terms relating to repayment or to the interest rate.
Fluctuations in exchange rates can have disturbing and even catastrophic effects on contracts, particularly if performance is necessary over a long period or at a time far ahead. As a consequence, what are known as hardship clauses have become common.1 A hardship clause can be described as a term of a contract under which the contract can be reviewed if a change in circumstances occurs that fundamentally modifies the initial balance between the obligations of the parties, so that performance, though not impossible, becomes unusually onerous for one party.
The clause defines hardship for the purpose of the contract in which it appears and provides a procedure for adapting the contract if hardship as defined occurs. Hardship clauses can be distinguished from doctrines familiar to the law that can be subsumed under the heading of imprévision or frustration. These doctrines apply to situations in which a fundamental disturbance occurs in the economic balance of a contract as the result of supervening events that were unforeseeable, or that were not foreseen, when the contract was made. Hardship clauses, by contrast, can apply, if the parties wish, to supervening events that were foreseen as possible when the contract was made, but the term is applied also to clauses that deal with supervening events whether or not the parties thought the events might occur. Both hardship clauses and the doctrines to which the words imprévision and frustration have been applied are inspired by the thought that the supervening events are beyond the control of the contracting parties. The contract is terminated if such a doctrine applies or if a force majeure term in the contract comes into operation. Hardship clauses, however, assume that the contract continues in force, but possibly with modified provisions.
The International Chamber of Commerce (ICC) has issued a brochure entitled Force Majeure and Hardship,2 which casts some doubt on the scope of hardship clauses. The brochure states that the event giving rise to hardship must be one that was not contemplated when the parties made their contract, although the event need not be one that the parties could not have taken into account. The first part of this statement would cast doubt on the ability of a party to invoke a hardship clause as the result of a change in exchange rates, because in these days all parties must know that exchange rates are fluctuating. However, the brochure declares also that the parties may specify the contingencies entitling a party to invoke the clause in their contract.3 Although it would be unrealistic and highly inconvenient to provide that any change in exchange rates might be examined to see whether it had produced hardship, the same objection might not apply to a specified change of substantial amount that persists for a specified length of time or a similar change in average exchange rates over a defined period.
Hardship clauses must be distinguished also from clauses that provide for the automatic modification of a specified term or terms of a contract in certain specified circumstances, such as changes in costs, prices, or exchange rates. Index or maintenance of value clauses fall into this category. They can apply whether or not the changes create what would be considered hardship.
It may be necessary in determining the protection a contract affords to a party to distinguish not only between hardship clauses and clauses that provide for the adaptation of contractual terms if certain developments occur but also, in relation to the latter clauses, between higher operating costs and changes in exchange rates as the development that increases contractual burdens. The necessity to make this latter distinction is illustrated by an English case4 in which the German owner of a vessel chartered it to an American corporation under a time charterparty entered into on January 9, 1969. The original period of three years for the charterparty was extended to five years.
The charterer was to pay hire at the rate of 23.5 U.S. cents per bale cubic foot per 30 days. Payment was to be made in U.S. dollars in New York, monthly in advance. Clause 10, entitled Escalator Clause, provided that the original rate of hire was based on wages, including social insurances, and working conditions in force, at the time of delivery of the vessel, under an agreement between the German Shipowners’ Association on one side and the Officers’ and Crew’s Unions on the other side in respect of the trade for which the vessel was chartered (“the crew agreement”).
The rate of hire was to be increased or decreased if the wages payable by the owner were raised or reduced under the crew agreement. The payments by the owner to the crew of the vessel were largely in deutsche mark. It was accepted by both parties to the action that to make the contract workable, the increase or decrease in the owner’s wage bill had to be translated into U.S. dollars. All the changes in the crew agreement and in the wage bill involved in the action were made yearly and were increases.
The issue in the case was the selection of the exchange rate at which deutsche mark had to be translated into dollars for the purpose of arriving at the monthly payment of hire. For a time there had been no problem because fluctuations in the exchange rate between the two currencies had been insignificant, but in 1971 the deutsche mark began to appreciate against the dollar. Then, as one member of the English Court of Appeal said:
Once again we are faced with having to consider the consequences of the present chronic instability of currencies in relation to a contract made some seven years ago in happier financial days, when the problems to which this case gives rise were not problems against which these parties thought it necessary expressly to guard themselves.5
The owner contended that the translation of deutsche mark into U.S. dollars had to be made at the exchange rate prevailing when each monthly payment of hire was due. The charterer argued that the appropriate exchange rate was the one prevailing when agreement was reached on revision of the crew agreement, and that this exchange rate continued to be applicable to subsequent monthly payments of hire until agreement was reached on the next revision of the crew agreement. The issue was one of construction of the charterparty, and of Clause 10 in particular.
The court accepted the charterer’s argument. Clause 10 was not intended to protect the owner against changes in the exchange rate as such. Some evidence of this interpretation was found in the fact that the rate of hire was fixed in U.S. dollars and did not vary with fluctuations in the exchange rate before the date of the first revision of the crew agreement. Clause 10 was intended to protect the owner solely against increases in the wages paid under the crew agreement. The dollar equivalent of such an increase had to be calculated on the basis of the exchange rate prevailing at the date of agreement on the increase and that dollar equivalent was added to the rate of hire until agreement was reached on the next revision of the crew agreement.
Most often, cases deal with problems of the exchange rate between a foreign currency and the currency of the forum, as will be seen from later sections of this monograph. The case discussed above illustrates a problem of determining the appropriate exchange rate between two currencies when neither of them is the currency of the court.
An advantage of hardship clauses is that they do not specify in the contract the adaptations that are to be made in contractual terms, and there is no need to attempt to define the adaptations. Agreement on adaptations is left to future review and negotiation. A hardship clause defines not the adaptations but the procedure to be followed if the clause is invoked. The procedure may be arbitration, the involvement of experts, negotiation between the parties themselves, or something else. A further advantage of hardship clauses is that they may be less likely than, say, index clauses to raise problems of validity under national law. However, there may be difficulties of interpreting a hardship clause to determine whether it applies to the events or the changes in circumstances that have occurred.
Contracting parties are free to renegotiate their contract at any time after entering into it. An advantage of a hardship clause is that it compels the parties to consider the modification of their contract if the existence of hardship is not disputed. There is no such compulsion in the absence of a hardship clause. It is assumed, of course, that the hardship clause is drafted with sufficient precision to be enforceable.
Hardship clauses do not exclude the right of a contracting party to plead imprévision or frustration. A party against whom a claim based on nonperformance is brought may prefer to rely on this kind of defense if the party wishes to escape from the contract and not to adapt it by negotiation.6
The ICC brochure sets forth drafts of some possible hardship clauses and comments on them. The drafting suggestions deal in broad language with the circumstances in which the particular hardship clause can be invoked by a party, or rather the criterion that would justify invocation of the clause, and the procedure that is to be followed for revision of the contract. For example:
Should the occurrence of events not contemplated by the parties fundamentally alter the equilibrium of the present contract, thereby placing an excessive burden on one of the parties in the performance of its contractual obligations, that party may proceed as follows: …
The parties shall then consult one another with a view to revising the contract on an equitable basis, in order to ensure that neither party suffers excessive prejudice.7
It is obvious that such words and phrases as “fundamentally,” “alter the equilibrium,” “excessive burden,” “excessive prejudice,” and “equitable basis” can provoke controversy between the parties. This language may make the argument stronger for a procedure involving the intervention of arbitrators or experts and perhaps eventually the courts.
The ICC brochure, in discussing the drafts it puts forward, makes the following comments that are of particular interest. Hardship may come into play not only when the party providing performance is excessively burdened, but also when the value of the performance to the party receiving the performance becomes “so minimal” that it is “utterly disproportionate”8 to the benefit that will be gained by the other party. Hardship, however, cannot be invoked by a party because the contract turns out to be unprofitable for him or because the profits flowing from it become considerably smaller than he had expected at the time the contract was concluded. Furthermore, the alleged hardship must be evaluated in the context of the contract as a whole, and not simply in relation to the part of the contract that has been performed.
The ICC brochure points out that hardship clauses are relatively recent and still in the course of development. The drafts are not offered as a single standard clause that can be incorporated in contracts by reference. They are not adapted to particular needs or circumstances and therefore contain no mention of monetary developments. Other works, however, mention hardship clauses that refer to such developments as serious distortions in the relations between the currencies referred to in the contract, monetary manipulation, disturbances in the present international monetary system, changes in monetary values, and so on.9
A clause along these lines, whether regarded as a hardship clause or not, has been involved in litigation before the Argentine courts.10 Citibank, Bahamas, made a loan of US$1 million to the defendants, the Narbaitz firm and the partners in it, who were residents of Argentina. Citibank received a promissory note under which the loan was repayable in New York City according to a schedule of installments and dates of payment. The loan agreement was to be construed according to, and governed by, the law of the State of New York. The defendants submitted to the jurisdiction of the courts of that State or to Federal courts sitting in the State. Payment was guaranteed jointly by the defendants, but they failed to pay. Citibank brought proceedings in a Federal court sitting in New York State and obtained judgment. Citibank then instituted proceedings in Argentina for exequatur of the judgment and succeeded.
To guarantee repayment of the loan, the defendants gave Citibank a mortgage on real property and a chattel mortgage for an amount in Argentine currency equivalent at the time, toward the end of 1980, to the U.S. dollar amount of the loan. This contract contained a clause that is pertinent to the present discussion: the amount of the guarantee was to be adjusted in accordance with any future changes in quotations for the U.S. dollar in the domestic exchange market. The clause would probably be considered an index rather than a hardship clause, but it will be seen that the guarantors have claimed that the clause is more in the nature of a hardship clause in the circumstances that developed. The parties also agreed that in matters relating to the guarantee, the courts of Bahía Blanca in Argentina would have jurisdiction.
The defendants in the suit referred to above instituted separate proceedings in Bahía Blanca as petitioners against Citibank as defendant. The aim of the Narbaitz partners in their suit was review of the amount of the guarantee, alleging that as a result of the sharp appreciation of the U.S. dollar in 1981, the agreed adjustment would lead to an amount in Argentine currency that would constitute a confiscation of the guarantors’ assets and an unjustified enrichment for Citibank. The implication of this suit may be that Citibank would have to rely on the guarantee to obtain satisfaction of the New York judgment and the judgment of the Argentine court granting exequatur of it.
The issue raised by the Narbaitz partners has not yet been decided. So far, in the suit on the guarantee only the question of jurisdiction has been settled. Citibank argued that only the courts in New York had jurisdiction over all matters relating to the loan, including the guarantee, and that the New York court had delivered its judgment. The Narbaitz partners contended that the loan agreement and the guarantee agreement were separate contracts, as was demonstrated by the different jurisdictional clauses, and that the two agreements should not be consolidated. The Federal Supreme Court of Argentina accepted this contention. It has not yet decided what effect must be given to the adjustment clause in the guarantee or by what law that question would be settled under the private international law of Argentina.
The decision means that the accessory character of a guarantee agreement does not prevent recognition of the agreement as a contract distinct from the principal agreement. What, if any, force must be given to the fact that a mortgage of Argentine real property was involved is not clear. The decision must be taken to reject the proposition that adjustment of the principal amount of the loan was necessarily subject to the jurisdiction of the court that had exclusive jurisdiction over the principal amount, but it does not follow that the Argentine court has decided by which law the effect, if any, of the adjustment clause on the principal amount will be determined.11 The latter question of the governing law would be settled in accordance with the private international law of Argentina.
An aspect of the case relevant to this study is that the private international law of the lex fori may interpose complications when a party seeks to enforce a hardship clause designed to give protection against the fluctuation of exchange rates. The clause will be ineffective if the Argentine courts hold that New York law governs the influence of the adjustment clause and that reduction of the principal amount of the loan is not recognized by that law.
The Commissioners on Uniform State Laws have adverted to the problem of the effect of private international law on issues within the scope of their proposed Uniform Foreign-Money Claims Act. Section 2(b) provides that the Act applies to “foreign-money issues” even if other law under conflict of laws rules of the enacting State applies to other issues in the action or distribution proceeding. A comment states that the provision removes any doubt that the determination of when a foreign currency is to be translated into U.S. dollars is decided by the lex fori. The full effect of Section 2(b), however, might need to be investigated.
Bernina Distributors, Inc. v. Bernina Sewing Machine Co.,12 decided by the United States Court of Appeals for the Tenth Circuit, is the first American case to consider the question whether a contracting party can claim relief from a contract on the ground of impracticability attributed to changes in exchange rates.13 The case dealt also with the question whether relief from contractual obligations could be justified under a doctrine of unconscionability because of the depreciation of a currency.
The defendant, a Utah corporation, imported sewing machines from Switzerland and supplied them to the plaintiff, a California corporation. The plaintiff paid Swiss francs for the machines. The contract between the plaintiff and the defendant in issue in this case was made in 1971 and was to run for seven years and longer in some circumstances. The contract prescribed what were, in effect, fixed dollar prices for existing, replacement, and new models, although there was provision for passing on to the plaintiff increases or decreases in the Swiss manufacturer’s invoice costs to the defendant, as well as provision for a surcharge of 10 percent on increased prices charged by the manufacturer on replacement models.
With the steep decline in the exchange rate for the U.S. dollar against the Swiss franc, the defendant began to impose a 10 percent surcharge on invoices for existing and replacement models as compensation for the increased cost of purchasing Swiss francs. The plaintiff objected to this practice and also to the defendant’s method of using the current (instead of the 1971) exchange rate to calculate the price for new models. The plaintiff brought this action to get an interpretation of the contract. The trial court upheld the plaintiff’s objections.
The defendant appealed and argued that, although the exchange rate had fluctuated mildly before the contract was entered into, by the time of trial the decline in the exchange rate for the dollar had almost halved the defendant’s rate of return per dollar invested. The defendant argued that the continuous and substantial depreciation of the dollar had not been foreseen when the contract was entered into, and as prices were open under the contract, the court should establish a reasonable price in the circumstances, which the defendant alleged the court could do under Utah’s enactment of the Uniform Commercial Code of the United States (UCC).14 The court rejected this argument on the ground that the contractual terms on basic prices and modifications in them were comprehensive. The modifications provided for passing on to the defendant increases in the manufacturer’s billings to the plaintiff, plus a 10 percent surcharge on these increases for replacement machines, but these provisions did not include the defendant’s increased cost of purchasing Swiss francs. The court held that the defendant had accepted the risk of a diminishing profit margin because of increasing costs not included in the prices chargeable to the plaintiff in accordance with the contract.
The defendant also argued that the lower court’s interpretation made the contract impracticable under Utah’s enactment of the UCC. The law provides that a party is excused from performance of his contract, “[e]xcept so far as a seller may have assumed a greater obligation,” when performance “has been made impracticable by the occurrence of a contingency the non-occurrence of which was a basic assumption on which the contract was made. . . .”15 The court refused to hold that the contract had been made “impracticable” by the contingency of the substantial depreciation of the U.S. dollar, because the contract always allowed a margin of gross profit, even though the return on capital investment had been greatly reduced because of the depreciation. In addition, there was evidence that depreciation had been within the defendant’s contemplation and that the defendant had accepted the risk. Comment 8 attached to the provision in the UCC states:
[T]he exemptions of this section do not apply when the contingency in question is sufficiently foreshadowed at the time of contracting to be included among the business risks which are fairly to be regarded as part of the dickered terms, either consciously or as a matter of reasonable, commercial interpretation from the circumstances.16
Furthermore, Comment 4 on the provision in the UCC declares that increases in cost, though great in extent, do not come within the concept of impracticability. In one case, it had been held that the doctrine of impracticability was not available unless the party invoking it could show that he could perform only at a loss and that the loss would be especially severe and unreasonable.17 The court held that this test was not met in the instant case.
Next, the defendant contended that the contract was unconscionable within the meaning of another provision in the Utah Code,18 because of the cumulative effect of the following circumstances: the defendant had been unaware of the risk of exchange rate fluctuation; the defendant had been unaware of the construction the court would put on the contract; and the Swiss manufacturer had put pressure on the defendant to enter into a contract with the plaintiff. A Comment on the UCC states that the principle of the provision is one of “prevention of oppression and unfair surprise … and not of disturbance of allocation of risks because of superior bargaining power.”19 It must be proved that the contract is “so one-sided as to be unconscionable under the circumstances existing at the time of the making of the contract.”20 The court emphasized the clause that specified the relevant time in this formulation.
This Court has previously held that an increase in price has nothing to do with unconscionability. Bradford v. Plains Cotton Cooperative Ass’n, 539 F.2d 1249, 1255 (10th Cir. 1976). Lack of oppression is particularly clear in this case because Importer is guaranteed a gross profit. Exchange rate fluctuations before the date of the contract were relatively small, and a provision limiting price increases to cost was not so one-sided as to be oppressive at the time of the contract’s making. In addition, Importer was aware of the possibility of a reduction in profits due to exchange rate fluctuations and could have guarded against this contingency. Indeed, Distributor several times suggested that a cost-plus formula be utilized, (Ex. 7) but Importer refused, insisting on a fixed profit scheme. (Ex. 8) Importer was represented by counsel throughout and should have known that the contract provided for price increases only to the extent of actual cost increases. We cannot agree that Importer was forced by the manufacturer to conclude whatever deal Distributor demanded; there is no significant imbalance in the financial strength of these parties. To grant relief on this issue would be to disturb an agreed-upon allocation of risk between commercial equals.21
A commentator22 on the Bernina case has suggested that the decision leaves open the possibility that exchange rate variations may make nonperformance of a contract excusable because of commercial impracticability under established legal doctrine. According to the commentator, this possibility may exist if changes in exchange rates have gone beyond the normal or predicted range and were not foreseeable. That changes beyond this range would not occur might be considered a basic assumption of the parties when the contract was made. The collapse of the par value system and resort to a floating exchange rate system was only remotely foreseeable when the contract was made. (It is not clear from the report of the case when in 1971 the contract was made. If it was entered into before August 15, 1971, it would be unreasonable to assume that the President’s action on that date to abrogate the official convertibility of the dollar could have been foreseen. Even foreign monetary authorities and most U.S. Government departments were astonished.) The commentator makes the further point that, whatever the prospects may be for succeeding on the ground of impracticability in the future, success is unlikely if, as in the Bernina case, the contracting party trying to establish the excuse is suffering a reduction in profit but not a financial loss.
An Australian author has written that much received wisdom and a good deal of law are based on the assumptions that contracts are agreements voluntarily made by parties of roughly equal strength and that the primary object of the law of contract is to achieve predictability and certainty in transactions, particularly commercial transactions.
[T]hese assumptions are the basis for most of the concern about any expansion of rules relating to “unconscionability” or any other rules which may depart from the notion that once a person has made an agreement, or has done some act which the law recognises as giving rise to some legally binding contractual obligation, that person is inescapably bound by that contract. Both the courts and legislatures in various parts of the common law world have, in recent years, moved away from an approach which places supreme value on the absolute certainty of contract to one which accepts both that there may be some notions (such as “justice” or “fairness”—or even “equity” in some sense), upon which society places a higher value than it does upon certainty—though certainty and predictability are, to some extent, inherent in what is ordinarily meant by “justice.” They have also accepted the reality that in substance, the parties to the vast majority of legally binding contracts which are made in modern society are in no sense equal or even free. This is the rationale for most consumer protection legislation, of which the Trade Practices Act 1974 (Cth.) is the most important Australian example.23
Persuasive though these views are, they do not, as the author recognizes, make a case for a doctrine of unconscionability or the like in contractual relations when the parties are of substantially equal economic strength or when there is no great imbalance in bargaining power between them.24
The Bernina case illustrates a disposition of courts or arbitrators to deny relief to a party disadvantaged by a change in exchange rates because he should have foreseen the instability of rates. Tribunals do not take the position that a party should have foreseen the emergence of a particular exchange rate, or the path along which the exchange rate moves, or even the fact of appreciation or depreciation. Instead, tribunals rely on the view, expressly or tacitly, that reasonable men should take into account the fact that exchange rates fluctuate under present international arrangements. As a consequence, it is held that reasonable men must bear the burden of fluctuation if they have not taken steps to protect themselves against this behavior of exchange rates either by terms of the contract or by forward exchange contracts.
Two cases are instructive examples of the tendency noted above. Both were decided in the earlier years of fluctuating exchange rates and before the Second Amendment was negotiated. It is likely that the tendency would be even more pronounced now.
The first case,25 decided by an arbitrator in New York City on April 25, 1973, is particularly interesting because it involved both a hardship clause and the argument of impracticability. A dispute arose between the owner and the charterer of two vessels under two charterparties entered into on June 12, 1968 for a period of approximately five years. The dispute centered on two clauses, one of which, Clause 53, provided that if the U.S. dollar should be devalued in relation to the official price of gold of US$35 per fine ounce, the owner, upon six months’ notice to the charterer served not later than 90 days after each such devaluation, would have the right to renegotiate the rate of hire. If agreement was reached on a new rate of hire, it would come into force six months after the date of notice but not earlier than July 1, 1969. Clause 54, the hardship clause, was drafted as follows:
If conditions which are unforeseen today should arise during the tenure of the Timecharter Party whereby undue hardship should be inflicted on either Owners or Charterers, they mutually affirm that on request of either party they will closely examine the situation with goodwill to ascertain whether it is possible to rectify or ameliorate such hardship. This clause only to come into effect from October 1st, 1970.
In the latter half of 1971 and through 1972, the owner pressed for renegotiation under Clause 54 on the ground that circumstances unforeseen when the charters were entered into had made performance of them economically impracticable. Among these circumstances were the increased costs of wages and of provisioning the vessel because of devaluation of the U.S. dollar. The owner did not succeed in his efforts to renegotiate the rate of hire.
The owner then argued that it was released from the charters. The arbitrator treated the owner’s argument as based on the common law doctrine of frustration and not on Clause 54. He found that the criteria for applying the doctrine were not satisfied. The devaluation was foreseeable, and the owner had not proved that the increased costs had made performance economically impracticable. The total percentage change in the operating expenses of the two vessels between 1969 and 1972, resulting from all economic factors, was an increase of 48.9 percent. But only 40 percent of the owner’s expenses were incurred in foreign (non-U.S.) currencies. In addition, the owner’s expenses in Chilean escudos were reduced by the devaluation of that currency between August 1971 and May 1972. Mere increase in cost alone was not a sufficient excuse for nonperformance. The increase had to be extreme and unreasonable to justify nonperformance. The award does not answer the question whether the owner’s increase in costs would have been a sufficient justification for invoking Clause 54.
The other case of the two mentioned above was decided by the Karlsruhe Oberlandesgericht.26 The United States entered into an agreement with a German company, the Indus Corporation, on April 14, 1969 and supplementary agreements on April 1 and April 11, 1972. Indus undertook to have several apartment houses built on its land, with a total capacity of 175 apartments, and to let them to personnel named by the United States, at a specified uniform rent based on space. The contract provided for a revision of the rents after two years if taxes and insurance premiums rose or fell, but the rent was never to exceed the equivalent of US$185 a month per apartment as an average of the rents for all apartments. The United States guaranteed that for ten years it would make up the difference if the total rents received by Indus in each half year were less than 97 percent of the potential rents for all apartments. On April 30, 1974, after the United States had rejected various proposals for an increase in rent, Indus declared that the contract was canceled on the ground that the basis for the contract had disappeared.
Part of the company’s case rested on the depreciation of the U.S. dollar. The maximum average rental of $185 resulted in reducing the value of the guarantee by the United States from 97 percent to 60 percent of possible loss. The depreciation also deprived Indus of the margin for increasing rents up to the maximum that existed when the agreement was concluded and when the exchange rate was DM 4 per dollar. When the agreement was made, Indus argued, both parties had assumed fixed exchange rates and relative stability of the U.S. dollar. This assumption had been an essential basis of the agreement. The argument was the same as the one advanced by the commentator on the Bernina case in relation to the collapse of the par value system.
The Karlsruhe court held, however, that the basis for the contract had not disappeared and that the contract was binding. To support a claim that the basis of a contract has disappeared, a party suffering disadvantage must prove that a shift has occurred in the balance between performance and compensation that was not foreseen when the contract was made and that was so fundamental that the party could not reasonably be expected to perform.
The court held that there was no such unforeseen and unreasonable shift in balance in this case. The depreciation of the U.S. dollar had affected the return to Indus but not to such an extent that it could not accept the reduction as part of its bargain. When the agreement was entered into, the parties could have foreseen fluctuations in the exchange rate, even if not the magnitude of the changes that had occurred. Indus must be taken to have foreseen the risk posed by fluctuations and to have accepted it. The company had no right to release itself from the contract even if observance threatened to be ruinous. This dictum is hard to reconcile with the earlier criterion of a fundamental shift in the balance between performance and compensation that made it unreasonable to expect continued performance. The dictum treats reduced profit and loss in the same way.
As suggested above, it is now more difficult for a defendant to argue successfully that his failure to perform contractual obligations or the frustration of the contract is justified by a change of circumstances if the change he alleges is in exchange rates. The judicial denial of justification is even more likely if the legal doctrine or the contractual term on which the defendant relies explicitly or implicitly refuses relief when the possibility of changes in circumstances was reasonably foreseeable. According to any test of reasonableness, the fact that exchange rates may change, even in the short term, is now foreseeable.27
An exception might be made to the assumption of the reasonable foreseeability of changes in exchange rates if the rate that is relevant in a case is between one currency and another pegged to it. The possibility of a change in the peg in the discretionary system of exchange arrangements cannot be dismissed, but it is a less frequent event than the fluctuation of exchange rates between currencies when there is no peg between them. If the exception is recognized, courts might have to take account of exchange arrangements as well as exchange rates when considering issues of foreseeability.
The volatility of exchange rates and the wide swings in them are a further reason why it might be difficult to grant relief to a defendant seeking to justify the nonperformance of contractual obligations. A development in exchange rates that is unfavorable to a defendant can be followed, even after a moderate interval, by a favorable development. An unfavorable trend over a prolonged period, or an averaging of exchange rates over such a period to show an unfavorable result, might possibly help the defendant’s cause. It might also strengthen his case if the effect of changes in exchange rates has been to produce a loss for him rather than a reduction in profit. A defendant cannot be confident, however, that either argument will help him to succeed in establishing a defense.
A defendant may face a further difficulty if he can protect himself against the exchange risks inherent in a contract. The reference here is not to protection by means of the inclusion of exculpatory terms in the contract itself, although courts have sometimes regarded the absence of such terms as evidence of the defendant’s acceptance of risks. It may be possible for a defendant to negotiate protection, for example, by forward exchange contracts. If he fails to negotiate possible protection, the court may conclude that he had decided to absorb the risk of changes in exchange rates.
A New Zealand case, Isaac Naylor & Sons Ltd. v. New Zealand Co-operative Wool Marketing Association Ltd.,28 illustrates some of these propositions. Under the five contracts involved in the case, Naylor, an English company, purchased wool from the Co-operative, a combination of New Zealand wool farmers, at prices expressed in sterling. The wool was to be delivered in the last two quarters of 1974 on timely shipping instructions by Naylor. Payment was to be in cash against documents when the wool arrived. The Co-operative’s practice, known to Naylor, was to have sterling receipts converted immediately into New Zealand currency and transferred to New Zealand. At the request of Naylor, shipments were delayed until June 1975 subject to reservation by the Co-operative of its rights resulting from the delay. Payments were made at the contract price, but the Co-operative asserted that the delays under the contracts had caused them various losses, including loss resulting from the depreciation of sterling against the currency of New Zealand, for all of which the Co-operative claimed damages.
Naylor argued that recovery for exchange losses was prevented by the principle of nominalism in monetary law. A debt expressed and payable in a particular currency may be discharged by payment, though late, of the same number of units of the currency as is called for by the contract, notwithstanding depreciation of the currency during the period of delay. The court pointed out that this principle did not apply to the case, because it was not one of delay in payment after shipment but of Naylor’s delay in giving shipping instructions. All three members of the New Zealand Court of Appeal agreed that the principle of nominalism did not apply.
The court considered the effect of forward exchange contracts on the claim to damages. Naylor argued that it expected the Co-operative to protect itself with forward exchange contracts, and to roll them over when they expired, in the event of delays. Naylor and other firms in the trade followed this practice. Any loss suffered by the Co-operative, Naylor argued, was too remote to justify the recovery of damages. The Co-operative had entered into forward exchange contracts for some deliveries and for part of the period before payment by Naylor, but the Co-operative contended that these contracts were res inter alios and irrelevant to its claim. The contracts resembled contracts of insurance, which traditionally are disregarded in assessing damages. The court rejected this argument. Forward exchange contracts are not contracts of insurance, because they do not provide for payments on the happening of uncertain events. The obligation of the bank to buy at the specified exchange rate under the forward exchange contracts was the same whether or not exchange rates fluctuated, and the obligation had nothing to do with any breach of contract by Naylor. Nevertheless, the effect of forward exchange contracts should not be disregarded on principle:
If the floating currencies of recent times have led to developments in the law regarding exchange variations in the interests of realism and justice, I think that the Courts should be consistent and not shut their eyes to covering contracts of this kind. But whether the result of any particular case is affected by taking them into account will depend on the facts. Here, for reasons to be given, I do not think they make any difference.29
One of the reasons was that it was not enough for Naylor to allege that it had expected the Co-operative to protect itself by means of forward exchange contracts. The criterion was whether a reasonable man in the position of the Co-operative was so likely to enter into such contracts that its failure to do so could be treated as the acceptance of risk. Naylor had not shown how common the practice of buying and selling forward exchange was at the material time among exporters and importers in the wool trade. The Co-operative could not be denied damages on the ground that there was an implied term in the contracts with Naylor that the Co-operative had to protect itself against delays by forward exchange contracts. The court was equally unwilling to deny the claim to damages by accepting Naylor’s argument that the Co-operative’s failure to protect itself by forward exchange contracts meant that its losses were too remote a consequence of Naylor’s delays.
Naylor made the further argument that most of the Co-operative’s loss had to be attributed to the forward exchange contracts the Co-operative had entered into and not to Naylor’s breach of contract. Naylor contended that if damages were awarded they should be equivalent to the sum by which the total New Zealand dollars the Co-operative had received under forward exchange contracts fell short of the amount it would have received under forward exchange contracts had there been no delays.
The member of the Court of Appeal who dealt with this argument distinguished between the periods before and after the due date for payment. For the period before the due date, the amount that the Co-operative would have received under forward exchange contracts was not the criterion. The reason was that although the bank as a party to these contracts was bound to buy sterling at a fixed rate, the Co-operative as the bank’s customer was not bound to sell. The customer might decide not to sell because the exchange rate in the market was more favorable to him than the rate available under the forward exchange contract. It was incorrect to assume, therefore, that the Co-operative, by entering into forward exchange contracts, had committed itself to accept the exchange rate it would have received under such contracts had shipment not been delayed. Losses because of unfavorable exchange rates under forward exchange contracts during the period after breach could not be calculated because none of the contracts or rollovers ran precisely from the due date of payment. No evidence had been given of the difference in exchange rates prevailing on the due dates and those prevailing at the actual dates of payment.
The decision is not as illuminating as it might have been because Naylor had failed to introduce evidence on the practice of entering into forward exchange contracts in the New Zealand wool trade. The issue whether there is a duty to mitigate damages by negotiating forward exchange contracts was not resolved. A further issue necessarily remains open. It is not clear what the effect is of forward exchange contracts on claims for damages resulting from fluctuations in exchange rates when there has been a breach of contract. On this question, it is interesting to observe that the Co-operative had suffered more loss with the forward exchange contracts that it had entered into than it would have suffered without them and by recovering damages. The exchange rate had depreciated by the time of a rollover of these contracts, and the new rate was substituted for the preceding rate. In addition, the Co-operative incurred costs in negotiating the forward exchange contracts. The Co-operative did not claim the losses sustained in this way.
Attitudes to the foreseeability of fluctuation in exchange rates may be responsible for some features of recent international developments. The Convention Establishing the Multilateral Investment Guarantee Agency (MIGA) lists the losses against which the Agency may give guarantees to investors as those that result from the host government’s restrictions on transfers, expropriation and similar measures, and breach of contract, as well as war and civil disturbance in the territory of the host government.30 The Convention then provides as follows:
Upon the joint application of the investor and the host country, the Board, by special majority, may approve the extension of coverage under this Article to specific non-commercial risks other than those referred to in Section (a) above, but in no case to the risk of devaluation or depreciation of currency.31
The explanation of the exclusion of exchange rate risks may be that they were considered commercial risks and therefore beyond the scope of the Convention. It is not obvious, however, why restrictions on the transfer of funds are so different in character from a “devaluation” that the one governmental action is commercial and the other noncommercial. Both are exercises of sovereign power. (“Depreciation,” in contrast to “devaluation,” should be understood to mean a decline in the external value of a currency as the result of market forces.)
The explanation of the exclusion of devaluation and depreciation, therefore, must be different. It may be that governments do not lightly or frequently impose exchange restrictions, and, in addition, restrictions on payments and transfers for current international transactions are subject to approval by the IMF, while governments are free to choose their exchange arrangements and to determine the external value of their currency by direct action or by not interfering with market forces. A more persuasive explanation, however, may be that in such an international monetary system, if guarantees were given against the fluctuation of exchange rates, the cost would be prohibitive and the volume of work for the Agency would be overwhelming. Precedent also may have had an influence: it is the tradition of national guarantee and insurance arrangements to exclude exchange rate risks from the coverage that is offered.
Relief against these risks is not denied under all international arrangements. For example, it has been seen that the World Bank’s Currency Pooling System shares exchange rate risks among borrowers from the Bank and that financial management has been modified to reduce the risks of this kind that will continue to be shared in accordance with the System.
On August 23, 1988, the IMF established a compensatory and contingency financing facility32 in which the novel feature is provision, on the request of a member, for additional financing under a stand-by arrangement if unfavorable external contingencies occur during the period of the arrangement, or for reduced financing if the contingencies are favorable. The broad approach is that “baseline projections” are made of “key external variables that cover a substantial proportion of the exogenous components of the member’s current account and that relate to the specified external contingencies during the period of the projections.”33 The deviations from the baseline projections must be “unanticipated,” which perhaps means unforeseen although probably not unforeseeable in character, because the external contingencies taken to be relevant in the individual case are specified. Among the conditions that must be met is that the deviations must be outside the member’s control.
When the IMF approves a stand-by arrangement, the IMF specifies the external contingencies that will be taken into account and the maximum amount of resources that may be available if external contingent deviations of an unfavorable character occur. Access to contingent resources will usually be permitted only if the net sum of deviations (namely, the net aggregate effect of the deviations on the member’s balance of payments) exceeds 10 percent of the member’s quota in the IMF.34
The decision is complex and notable therefore for the absence of any indication, subject to one exception, of the external contingencies to which the decision can apply. The indicated contingency is an increase in net interest costs that the member would have to pay, to foreign lenders one must assume.35 It would seem, therefore, that there is no legal objection in principle to the treatment of changes in exchange rates as external contingencies for the purposes of the decision, but the contingencies are likely to relate to three leading external variables: export earnings, import prices, and interest rates. All three of these contingencies could be taken into account in cases covered by the policy. The condition that deviations from the baseline projections must be beyond the member’s control might mean that at least some changes in the exchange rate of the member’s own currency are beyond the scope of the decision. In this respect, it should be noted that another condition of the availability of external contingency financing is that the member’s performance under the stand-by arrangement is satisfactory.36
In the twentieth century, sterling and the U.S. dollar have functioned successively as hegemonic currencies. The deutsche mark performs something like this role within the EMS, and in relation to some other countries as well even though they are not participants in the EMS. Switzerland and Austria, for example, take cognizance of the leadership of the deutsche mark in fashioning their own policies.
Hegemony can be exercised in the international monetary system, or within a region, even though that role is not assured by law or recognized in some other formal way. In the era of the gold standard and the gold-exchange standard, for example, no treaty provided that sterling was the hegemonic currency.
A hegemonic role comes about because of the combined effect of the power of a national economy and the stability of its currency, the size and openness of its markets, and the volume of its trade.1 Other countries develop confidence in a country’s currency because of the price and exchange rate stability the country has achieved and the conviction that the country intends to pursue policies to maintain that stability. Other countries can gear their own policies to those of the country that, in a sense, has leadership thrust upon it. That country can be said to export stability to the others. The exchange rates between their currencies and the hegemonic currency become a matter of paramount importance for them. One feature of the role of a hegemonic currency is the substantial use that is made of it as a currency of account and payment.
The country with a hegemonic currency derives benefits from this function of its currency, but the country accepts moral, though not legal, responsibility for maintaining the stability that qualified it for leadership. The collapse of the par value system can be attributed, to a substantial extent, to the loss of confidence that the U.S. dollar would remain stable. In present conditions, no currency has earned this confidence among countries so numerous that a new international monetary system can be anchored to a currency. As the result of experience, the Articles of the IMF manifest suspicion of a system in which the law would make provision for a currency to have this role. For example, the Articles state twice that members must collaborate to make the SDR the principal reserve asset in the international monetary system;2 and that if the par value system regulated by Schedule C is brought into existence the common denominator must not be gold or a currency.3 However, currencies have had a hegemonic role without legal requirement, and it might not be impossible for a currency to achieve this status without breach of the Articles by any member.
It is necessary to make the caveat that although the U.S. dollar does not have the hegemonic role it had in the world in the years in which the par value system was in force, the dollar remains the main reserve and international transactions currency. The power of the United States and of its economy that gives the dollar this function has legal effects, particularly in international financial organizations, even in the current system of discretionary exchange arrangements, as was seen in earlier chapters of this monograph.
The hegemonic role of a country’s currency tends to produce the legal dogma in that country that its currency is stable. If the exchange rates between the currency and other currencies are unstable, it is presumed irrebuttably that the other currencies must be responsible for the instability. In a case decided in 19754 in which an English court was asked to deliver a judgment in a currency other than sterling, Lord Denning, then Master of the Rolls, explained that the judicial faith in sterling was the basis of the established rule that the monetary judgments of English courts could be expressed only in that currency. He said of sterling:
It was a stable currency which had no equal. Things are different now. Sterling floats in the wind. It changes like a weathercock with every gust that blows. So do other currencies. This change compels us to think again about our rules.5
Another member6 of the court quoted Lord Denning in an earlier case, in which he had said, with equal eulogy and elegy, that the traditional assumption had been that sterling was a currency “of whose true-fixed and resting quality there is no fellow in the firmament.”
English law did not purport to derive the rule that English courts could give monetary judgments only in sterling from the dogma of the hegemonic and stable character of the currency. The rule had to be justified with the aid of less overtly chauvinistic doctrines. The accepted legal doctrines relied on were that a foreign currency was a commodity, and that the remedy for failure to deliver a commodity was damages and not the recovery of debt. Even if it was assumed that a foreign currency was money and not a commodity, an English court could not order specific performance of a contract to pay foreign currency. The remedy, therefore, was to award damages for the sterling equivalent of the foreign currency as at the date of breach.
The original Articles of the IMF were not explicit in conferring on the U.S. dollar the hegemonic role that it exercised in fact in the Bretton Woods par value system. But the Articles implicitly recognized the probable central role of the dollar, although without imposing that function on the dollar. The main provision of this kind has been cited often in this study. The provision absolved a member from the obligation to take any further appropriate measures to ensure that exchange rates in exchange transactions involving its currency within its territories respected the prescribed margins if the member freely bought and sold gold for its currency in accordance with the provision.7 The theory of the provision was that such a member was maintaining the stability of exchange rates for its currency in relation to gold. It was expected, and so it turned out, that the only member that would be able to give this undertaking in respect of its currency was the United States, which had in fact negotiated the provision at the Bretton Woods Conference. Keynes later regretted that he had concurred in the provision on behalf of the United Kingdom, because the presumption of the stability of the dollar would give the United States favorable treatment that other members would not be able to enjoy.8 Another provision, which clearly implied the special position of the dollar, gave other members the option of expressing the par values of their currencies either in terms of gold as the common denominator of the par value system or in terms of the U.S. dollar of the weight and fineness of gold in effect on July 1, 1944.9
Even after the President announced on August 15, 1971 that the undertaking of the United States to convert official holdings of U.S. dollars with gold had been abrogated, and that other assets would not be used for this purpose, John Connally, then Secretary of the U.S. Treasury, explained that if currencies floated as a result, the United States would not be responsible for that phenomenon. The dollar, he said was not being devalued, and if exchange rates were not in accord with the Articles of the IMF, it would be because other members allowed the exchange rates for their currencies to move up or down against the dollar. As other currencies were pegged to the dollar, the United States could not float or do anything unilaterally. When asked if the action of the United States relieved other members of their obligation to ensure observance of the margins prescribed for exchange rates in exchange transactions between their currencies and the dollar in their territories, he replied:
I think not. I think the other rules will apply and will still be the convertibility of currency into currency. We are saying that we will no longer during this period convert the dollars they hold into gold or other assets.
What the Secretary of the U.S. Treasury, but not the IMF, overlooked was that as the United States was no longer buying and selling gold for its currency in transactions with other members when approached by them, it was required by the Articles to take other appropriate measures to see that the margins for exchange rates involving the dollar were respected in exchange transactions in the United States. The refusal of the United States to take such measures placed the burden on other members according to the Secretary of the Treasury. This attitude was inconsistent with the basic principle of the par value system that each member was legally responsible for observing the obligations of the Articles in relation to its own currency. In an exchange relationship between two members, both members had to act to maintain consistency with the Articles of the exchange rate between the two currencies. A member’s responsibility for its currency could not be transferred to other members. The evidence in the Articles of the expected hegemony of the U.S. dollar did not release the United States from this principle or from accountability if the United States did not discharge its obligations.
In the negotiation of the Second Amendment, the United States resisted any language that might express or imply a reduction in the role of the U.S. dollar. For example, the United States was opposed to any obligation of members to reduce the role of reserve currencies in the international monetary system when it was suggested that they should be treated in the same way as gold. Furthermore, the United States rejected any language that would seem to require that the SDR should be the largest element in global monetary reserves. The result of the controversy is the weak formulation of Article VIII, Section 7:
Each member undertakes to collaborate with the Fund and with other members in order to ensure that the policies of the member with respect to reserve assets shall be consistent with the objectives of promoting better international surveillance of international liquidity and making the special drawing right the principal reserve asset in the international monetary system.
In view of this attitude of the United States, it is surprising that after the Second Amendment became effective the United States should have seemed to many observers to be willing for a time to concur in the creation of a Substitution Account into which members would have the privilege of depositing U.S. dollars in return for SDR-denominated claims. The project is thought to have foundered by 1980 for technical reasons and because of the strengthening of the dollar, but the return by the United States to its traditional view of the dollar should not be overlooked. The participation of the United States in summit meetings, the Group of Five, and the Group of Seven, however, can be considered an acknowledgment by the United States that economic power is more diffused than once it was.
Nevertheless, the World Bank’s solution of the problem of interpreting the unit of account in which its capital is expressed—the fixed value of $1.20635 per gold dollar—implicitly accepts the view that the dollar continues to be the hegemonic currency. The effect of the solution is that members of the Bank, other than the United States and members that have discharged with U.S. dollars the so-called domestic currency portion of their paid-in subscriptions, perform their maintenance of value obligations on the basis of the exchange rates for their currencies against a unit that is assumed to have a fixed value in terms of the current U.S. dollar. In effect, their currencies are regarded as fluctuating while the dollar is, to paraphrase Lord Denning, a stable currency that has no equal. The adoption of the unit of account of MIGA is similar evidence of the leading role of the dollar. Even if the markets do not concur in the view that the dollar is steadfast while other currencies fluctuate, the United States has been powerful enough to insist on these two official actions that differentiate the dollar from other currencies. These actions imply a view of the dollar that is reminiscent of John Connally’s, even though it is no longer possible to justify the view with the specious argument of maintenance of a par value for the dollar.
In other matters, however, the United States is recognizing that it is in the national interest to assimilate the dollar to other currencies. Later in this study there is a discussion of new attitudes to the expression of judgments by American courts in currencies other than the dollar. Another example is abandonment by the Federal Reserve Board on December 23, 1988 of its policy of discouraging U.S. depository institutions from accepting foreign currency deposits. This policy though not required by law had been inspired by the fear that such a practice would adversely affect stability of the exchange value of the dollar. The policy antedates the collapse of the par value system but was maintained as late as the date mentioned above. Weekly reports are compiled of the volume of foreign currency deposits under the new policy. The exchange rate used for this purpose is the rate quoted by the Federal Reserve Bank of New York every Tuesday at 10 a.m. (or noon in some cases) for major currencies.
The author of a detailed study of the policy argues10 that, contrary to the expectations of the Federal Reserve Board, the volume of foreign currency deposits may be substantial. He argues also that the new policy will exert pressure on the exchange rate for the dollar and complicate the Federal Reserve Board’s management of the exchange rate.11
It is not too bold an assertion that while legalization of the discretionary system of exchange arrangements and creation of the EMS are the most radical consequences in international law of the breakdown and abrogation of the par value system, changes in the law relating to the expression of judgments and the effects of those changes are the outstanding new developments in the national law of some countries, including countries that have prominent roles in international trade and payments. This proposition does not overlook the fact that in some other countries judgments could be expressed in a foreign currency before the demise of the par value system. The proposition is that in the two countries whose currencies have had hegemonic roles in the international monetary system, and in some countries that follow their lead, a new view has been taken of the problem and that at least in England the law has already been changed. In the United States, change in the law is probably on its way. In countries that had already allowed judgments to be expressed in a foreign currency when justified, the explanation may be that the currencies of these countries were not widely used in international trade and payments. It might have been contrary to the interests of these countries, as well as too unrealistic, to indulge in the self-regard that led the courts in the countries of hegemonic currencies to insist that judgments could be expressed only in the domestic currency. It should not be overlooked, however, that the courts of countries that did not subscribe to this rule had concluded that justice to parties required a different rule.
It is clear that the change in English law has come about because the courts have realized that the established rule that judgments could be expressed only in sterling was contrary to English commercial and financial interests in a world in which it had to be admitted that sterling was fluctuating. In the case decided in 1975 from which a dictum of Lord Denning has been quoted,12 the influence of the floating of sterling was acknowledged by another member of the court:
Traders from overseas have been coming to this country for centuries. When the merchants from the Hanseatic towns and the Low Countries gathered together at Cambridge for the midsummer fair in the middle ages they would not have wanted to be paid with clipped coins which from time to time some kings put into circulation; and if the law merchant enforced in the pie poudre court at that fair had made them accept clipped coins, it is probable that they would never have come again. If the judgment under appeal in this case is right, a foreign trader who has agreed in his own country—in accordance with his own law—to sell and deliver goods here and who is entitled under his contract to be paid in his own currency, must accept the modern equivalent of clipped coins, now called devalued currency. If this be so, our courts and our law will have a poor reputation in the market places of the world as long as our currency is unstable.13
In the case from which this passage is quoted, the plaintiff, a company registered in Germany, claimed an amount in deutsche mark as a debt for goods supplied to the defendant, who did business in England. The court of first instance refused to grant such a judgment on the ground that there was no jurisdiction to give judgment in any currency other than sterling. The effect would have been to deprive the plaintiff of approximately one third of the debt because of the depreciation of sterling against the deutsche mark that had occurred. The plaintiff objected to judgment in sterling, arguing that the rule that an English court could award only sterling was incompatible with Article 106 of the Treaty of Rome, under which
[e]ach Member State undertakes to authorise, in the currency of the Member State in which the creditor or the beneficiary resides, any payments connected with the movement of goods, services or capital, and any transfers of capital and earnings, to the extent that the movement of goods, services, capital and persons between Member States has been liberalised pursuant to this Treaty.
The Court of Appeal found that the traditional principle had been based on a rule of procedure on the formulation of judgments that restricted execution of them to sterling. But formulation of the procedural rule had been changed in 1966, and two of the three members of the court held that the new form of judgment could be applied as appropriately to a sum in foreign currency as to a sum in sterling. The change in the language of the rule is not impressive when read now, but it enabled a majority of the court to take account of the economic and financial disadvantages of the old principle. All three members of the court agreed, however, on the effect of the Treaty of Rome. Lord Denning, that creative iconoclast, was willing to go further and take the same attitude to currencies issued by countries that did not belong to the European Community:
This is the first case in which we have had actually to apply the Treaty of Rome in these courts. It shows its great effect. It has brought about a fundamental change. Hitherto our English courts have only been able to give judgment in sterling. In future when a debt is incurred by an English debtor to a creditor in one of the member states—payable in the currency of that state—the English courts can give judgment for the amount in that money. This change will have effects, too, beyond the Common Market. It has already made us think again about our own laws. As a result, it is my opinion, that, whatever the foreign currency, be it United States dollars or Japanese yen, or any other, the English courts can give judgment in that money where it is the currency of the contract.14
Miliangos v. George Frank (Textiles) Ltd.15 is the case that has brought about a fundamental modification in the branch of the law discussed here and that has been the inspiration for similar developments in other countries as well as in areas of the law not involving judgments. In this case, the Swiss plaintiff claimed a sum in Swiss francs as a debt under a contract with the English defendant. If the judgment were given in Swiss francs, the defendant would have needed half as much sterling again to discharge his obligation. The court of first instance held that only sterling could be awarded, notwithstanding the earlier decision of the Court of Appeal. The court pointed out that Switzerland was not a member of the European Community. The Court of Appeal now held, however, that the decision in the earlier case must be applied on the ground that it established two separate principles: English courts had the power to give judgment in a foreign currency when it was the currency of the contract, and the countries of the Community had similar authority under Article 106 of the Treaty of Rome. The first principle standing alone enabled an English court to give a judgment in Swiss francs.
The Miliangos case then went on appeal to the House of Lords as the highest judicial tribunal. By a majority of four to one, it confirmed that an English court can give judgment in a foreign currency when a debt is expressed and payable in that currency under a contract governed by the foreign lex monetae.16 The decision included important qualifications, but it was held to be unnecessary to adopt a broader proposition for the purpose of the case at hand. The argument that an earlier decision of the House of Lords17 was inconsistent with the conclusion now reached and prevented change was rejected for a number of reasons, one of which was the brave reason that a doctrine in conformity with commercial experience was preferable to one that had nothing but precedent to commend it. The argument of the change in formulation of the procedural rule was given much less weight than in the first case decided by the Court of Appeal. A more important reason was that the substance of the debtor’s obligation was governed by Swiss law, and that English law should not be allowed to transform the obligation into something else.
A reason that weighed heavily with the House of Lords, however, is apparent from the following passage in Lord Wilberforce’s opinion:
The situation as regards currency stability has substantially changed even since 1961. Instead of the main world currencies being fixed and fairly stable in value, subject to the risk of periodic re- or devaluations, many of them are now ‘floating’, ie they have no fixed exchange value even from day to day. This is true of sterling. This means that, instead of a situation in which changes of relative value occurred between the ‘breach-date’ and the date of judgment or payment being the exception, so that a rule which did not provide for this case could be generally fair, this situation is now the rule. So the search for a formula to deal with it becomes urgent in the interest of justice.18
In the Miliangos case, the House of Lords awarded the amount that was due in the foreign currency but permitted the defendant to discharge the judgment in sterling, in which event the rate of exchange at the date of actual payment would be applied. By this form of judgment, the court rejected the practice of awarding the equivalent in sterling of a debt expressed and payable in foreign currency at the rate of exchange at the date when the debt should have been paid. Under the earlier practice, the plaintiff suffered a loss when sterling declined in exchange value after the maturity of the unpaid debt. The argument that the earlier rule gave certainty while a later date subjected the defendant to the risk of uncertain fluctuations in the exchange rate for the currency was rejected because it was indeed the debtor as the party in default on whom the burden of fluctuation should rest.
The need to deal promptly and pragmatically with the consequences of fluctuating exchange rates was recognized in the following remarkable passage in the opinion of Lord Wilberforce:
[D]ifficult as this whole matter undoubtedly is, if once a clear conclusion is reached as to what the law ought now to be, declaration of it by this House is appropriate. The law on this topic is judge made; it had been built up over the years from case to case. It is entirely within this House’s duty, in the course of administering justice, to give the law a new direction in a particular case where, on principle and in reason, it appears right to do so. I cannot accept the suggestion that because a rule is long established only legislation can change it—that may be so when the rule is so deeply entrenched that it has infected the whole legal system, or the choice of a new rule involves more far-reaching research than courts can carry out. . . . [F]rom some experience in the matter, I am led to doubt whether legislative reform, at least prompt and comprehensive reform, in this field of foreign currency obligation, is practicable. Questions as to the recovery of debts or of damages depend so much on individual mixtures of facts and merits as to make them more suitable for progressive solutions in the courts. I think that we have an opportunity to reach such a solution here. I would accordingly depart from the Havana Railways case and dismiss this appeal.19
The House of Lords took this decision before the par value system had been abrogated by the Second Amendment. Exchange rates were fluctuating in fact, and this development was considered sufficient justification for the pragmatic solution of the problem created by fluctuation. The decision in the Miliangos case has properly been called revolutionary and has disposed of the once common assumption that English courts had to treat a foreign currency as a commodity.20
The Miliangos case recognizes that the debtor may discharge his foreign currency debt in sterling at the rate of exchange prevailing at the date of actual payment. It is fair to assume that the use of this exchange rate was a primary objective of recognizing that judgments can be expressed in a foreign currency. The practice now is that the exchange rate prevailing at the date of actual payment applies if the debtor pays without the compulsion of the court’s order to execute a judgment debt. If the court issues such an order, the exchange rate prevailing at the date of the order applies, on the theory that the officers executing the order need to be instructed on the rate. Either this rate is deemed by a fiction to be the rate prevailing at the time of actual payment or the rate is the closest practicable approximation to the rate prevailing at the date of actual payment. The latter theory is preferable.
Discharge of a foreign currency debt with sterling does not change the character of the debt. The basic principle of the Miliangos case is that a debt properly considered in the circumstances of a case to be a debt in foreign currency must not be transformed in character into a sterling debt.21 The argument that a change from the former rule was unnecessary because sterling might appreciate after the date of judgment has not impressed the courts. They have responded that the new rule is more equitable for both parties. It may be added that the old rule was equitable in the days of the par value system because even though a change in the par value of sterling was possible, a change was likely to take place, if at all, only after a long period of fixity. It was reasonably safe, therefore, for foreign parties to contract in sterling and to have the benefit not only of the stability of the currency but also of English exchange and financial markets.
The decision in the Miliangos case was carefully limited to the facts of that case, but the House of Lords realized that the decision might have wider application. It is appropriate once again to quote Lord Wilberforce:
I would make it clear that, for myself, I would confine my approval at the present time of a change in the breach-date rule to claims such as those with which we are here concerned, i.e., to foreign money obligations, … obligations of a money character to pay foreign currency arising under a contract whose proper law is that of a foreign country and where the money of account and payment is that of that country, or possibly of some other country but not of the United Kingdom.
I do not think that we are called upon, or would be entitled in this case, to review the whole field of the law regarding foreign currency obligations: that is not the method by which changes in the law by judicial decision are made. In my opinion it should be open for future discussion whether the rule applying to money obligations, which can be a simple rule, should apply as regards claims for damages for breach of contract or for tort. . . . It is for the courts, or for arbitrators, to work out a solution in each case best adapted to giving the injured plaintiff that amount in damages which will most fairly compensate him for the wrong which he has suffered.22
It is now firmly established that the principle of the Miliangos decision goes far beyond the circumstances of that case. As Lord Denning has said:
Once it is recognised that judgement can be given in a foreign currency, justice requires that it should be given in every case where the currency of the contract is a foreign currency; otherwise one side or the other will suffer unfairly by the fluctuation of the exchange.23
In one case,24 the Miliangos principle was applied to a debt payable in U.S. dollars in circumstances in which English law was the proper law of the contract and in which the place of payment was in England. In another case,25 the defendants failed to accept cloth for which they had agreed to pay in Swiss francs under a contract governed by Swiss law. The court held that the remedy of damages for breach of contract—as distinguished from recovery of the debt the defendants had failed to pay in the earlier case referred to and in the Miliangos case—could be awarded in Swiss francs as claimed by the plaintiffs. The judgment was based on the fact that the contract the defendants had failed to perform by not accepting the cloth included an obligation of a monetary character to pay foreign currency, and under Swiss law the plaintiffs were entitled to be placed in the same position as if the contract had been performed.
In the Miliangos case and the two cases cited above that involved application of the Miliangos principle to circumstances different from those in the Miliangos case, the plaintiffs were exporters who were nonresidents of the United Kingdom and who were asserting claims in foreign currency against importers who were residents of the United Kingdom. British businessmen must decide, therefore, whether, especially in longer-term contracts, they are willing to denominate prices in foreign currency, particularly if the other party is a resident of a country with a domestic currency that is expected to remain strong against sterling.
Ozalid Group (Export) Ltd. v. African Continental Bank Ltd.,26 decided by the Queen’s Bench Division (Commercial Court) of the English High Court, has been the subject of some controversy in connection with the Miliangos doctrine. The case deserves discussion notwithstanding its ambiguity because of the issues of principle it suggests. Ozalid, an English company, agreed to sell certain machinery and equipment to a Nigerian concern for a price expressed in U.S. dollars. Payment was to be made by irrevocable letter of credit valid for six months and negotiable through a bank based in London. The seller arranged for the defendant, a Nigerian bank with a branch in London, to issue a letter of credit. The defendant should have made payment not later than October 5, 1977, but did not pay until December 12, 1977. Dollars received by the plaintiff were credited to an account, from which, not later than the last working day of each month, an amount of “excess dollars” determined in accordance with English exchange control regulations had to be sold to an authorized bank for sterling. Dollars were sold under this exchange control instruction on November 1, 1977, November 30, 1977, and on January 3, 1978. The last of these sales included dollars received from the defendant on December 12, 1977 that should have been paid on October 5, 1977. The dollar was depreciating against sterling in the period that was relevant in this case.
The court concluded that the defendant bank must have been aware of the facts, and that the plaintiff’s loss was foreseeable by the defendant. The court held, however, that it may not have been foreseeable that Ozalid would delay selling dollars until the latest date for sale, the end of the month of receipt, instead of selling them on the day of receipt. It was appropriate, therefore, for Ozalid to base its claim on notional sales on October 5, 1977, when the defendant should have paid, and on December 12, 1977, when the delayed payment was made. The plaintiff was entitled to an amount of sterling that reflected the change in the exchange rate between the dollar and sterling between October 5 and December 12, 1977, but not between October 5, 1977 and January 3, 1978.
The court awarded sterling and not dollars. The court held that the Miliangos doctrine did not require a plaintiff to make its claim in foreign currency:
The overriding reason for changing the law was to provide a procedure which would enable the Courts to compensate the claimant in full for the wrong which he had suffered. A change which required the plaintiff to claim in foreign currency and to accept sterling at the rate prevailing at the date of judgment could in some circumstances work as great an injustice as the old procedure requiring him to claim in sterling and to adopt the date of breach rate of exchange.27
Nevertheless, the court continued, a plaintiff does not have a free choice. In the circumstances of the Miliangos case, only a judgment in Swiss francs could compensate the plaintiff. Later cases28 had decided that it was for the plaintiff to select the currency in which to make his claim and to prove that an award or judgment in that currency would most truly represent his loss and most fully and exactly compensate him for that loss. The currency of account was a factor of considerable importance but not decisive.
In the Ozalid case the dollar was both the currency of account and the currency of payment. Although the dollar had this double function, the plaintiff’s loss was incurred in sterling, and this fact was reasonably foreseeable by the defendant.
In the light of the foreign exchange regulations of this country, the value of foreign currency to an English company engaged in the export trade must be the amount of sterling which that currency will buy.29
It was irrelevant that the plaintiff had accepted the risk of the depreciation of the dollar between the date of the contract and the due date for payment (October 5, 1977), because the risk was accepted for that period only. The plaintiff’s claim was proper even though the defendant had paid the full dollar amount payable under the contract before the writ making the plaintiff’s claim was issued. That payment had to be credited at the rate of exchange on the date of actual payment against the sterling amount that would have been realized on the due date.
It is difficult to understand why the due date was considered relevant if the plaintiff was claiming a dollar debt. The plaintiff received the dollars payable to it, and the reference to the due date seems to be in conflict with the rejection of the breach date principle in the Miliangos case. If the claim was for damages for the delayed payment of a debt, special, but not general, damages would be recoverable under English law. The discussion of foreseeability suggests that the court might have understood the case as one of special damages caused by the delayed payment.
Another troublesome feature of the decision is the possible reading that a plaintiff has an option to claim sterling even though his claim properly considered is to a foreign currency. This view of the decision, and of the law, is rejected by the English Law Commission’s Report:30
[I]t is clear that to allow the plaintiff to seek judgment in sterling in the case of a foreign-currency claim would be contrary to the principle in Miliangos. It would be unjust to the defendant, since the plaintiff would be able to make his claim in whichever of the two currencies happened to be the more favourable from his point of view.31
There are perhaps two ways of looking at the case. One is that the court considered that in fact a sterling claim was involved, even though the currency of account and payment was the U.S. dollar, because the plaintiff felt the loss most realistically in sterling. The possible alternative view is that when special damages can be awarded as compensation for a late payment, the damages can be awarded in sterling as the true currency of loss even though the plaintiff has a foreign currency claim. The English Law Commission prefers this alternative analysis of the case, although the Commission does not say expressly that sterling should have been awarded as damages.32
In the Miliangos case, the court was inspired by the wish to treat the Swiss exporter fairly in circumstances in which sterling had depreciated against the Swiss franc. In the Ozalid case, the court was probably impressed by the desirability of doing justice to the English exporter in circumstances in which sterling had appreciated against the U.S. dollar. The case makes it clear that sometimes the conflict between contracting parties will be about the currency in which the plaintiff really suffered a loss. This problem is discussed later in more detail.
Another aspect of the Ozalid decision that is difficult to understand is the emphasis placed on the defendant’s foreseeability of loss because the U.S. dollar might depreciate against sterling. Parties should be taken to foresee the possibility of the fluctuation of exchange rates in the present discretionary system of exchange arrangements and the fact that loss will be suffered by a party if the exchange rate of the relevant currency changes in a direction unfavorable to him. Perhaps the courts demand more and require foresight of the way in which an exchange rate actually has developed. If this is indeed the judicial meaning of foreseeability, the standard is unjustifiably high.
A foreign currency debt claimed by a creditor in English proceedings cannot be transformed into a sterling debt, which a defendant might prefer if that would lead to application of the breach date rule when sterling has depreciated after the due date or if sterling appredates and the payment date rule is applied. The question whether a foreign currency debt that remains a foreign currency debt can be discharged in sterling if the debtor elects to follow this course rather than pay in the foreign currency is a separate question. On this question, the Queen’s Bench Division (Commercial Court), in the decision on the effect on Eurodollars of the freeze of Libyan official assets by the United States, reviewed the relevant case law and concluded that the defendant was entitled to discharge a foreign currency debt with sterling. The principle of payment in the sterling equivalent is not confined to the case in which the court orders execution of a judgment expressed in a foreign currency. The court attached two caveats to the proposition recognizing the debtor’s right to discharge his foreign currency debt with sterling. First, the rate of exchange is the one prevailing at the date of actual payment. Second, if payment of the debt in the foreign currency or in sterling is blocked, while the other form of payment is not blocked, the defendant cannot elect to pay in the blocked currency and allege that the obligation is discharged or suspended.33
The House of Lords, in The Folias,34 has confirmed the principle that a plaintiff may choose the currency he claims as damages for breach of contract, provided that his choice represents the true currency in which he feels the loss. A French corporation, with its place of business in Paris, entered into a time charter of a vessel from the Swedish owner. Hire and other items were payable in U.S. dollars. The contract was governed by English law. Cargo shipped by the cargo owner from Valencia to Brazil was damaged because refrigeration failed during the voyage. The charterer settled the claim for damage to the cargo in Brazilian cruzeiros, which the charterer purchased with French francs, the currency with which the charterer conducted its business. The owner accepted liability to the charterer because of the breach of the warranty of seaworthiness in the charter.
The issue in the case was whether judgment should be expressed in French francs, Brazilian cruzeiros, U.S. dollars, or sterling. The arbitrators awarded French francs because the charterer had expended that currency to obtain cruzeiros. The court of first instance held that damages should be awarded in the currency of the country, Brazil, where the loss was incurred. The effect would have been that the charterer would suffer a substantial loss in terms of its own currency because of the depreciation of the cruzeiro. The Swedish owner would enjoy a fortuitous benefit because it would be able to buy cruzeiros with Swedish currency more cheaply than at the date of the settlement by the charterer of the claim for damage to the cargo. The Court of Appeal restored the arbitrators’ award of the French franc as the currency most appropriate to the circumstances.
The House of Lords held that the Miliangos case had made it possible to give judgment for a breach of contract in a currency other than sterling. If contracting parties have agreed on a particular currency as the currency of account and payment in respect of all transactions arising under the contract, including the payment of damages for breach, judgment should be given for damages in that currency. But although a currency is specified for the discharge of obligations under a contract, it does not necessarily follow that the parties have agreed that damages for breach of the contract should be awarded in the same currency. The obligation to pay hire and other amounts in U.S. dollars in this case did not mean that damages for breach of the contract had to be awarded in dollars. If the contract fails to provide a decisive answer to the question of the currency intended by the parties as damages for breach, the currency should be the one that most truly expresses the plaintiff’s loss. That currency is not necessarily the one in which the loss is immediately sustained. The currency that will most effectively compensate the plaintiff must be taken to be the one that was within the contemplation of the parties in entering into the contract. In The Folias, the currency was the French franc. Although the contract was governed by English law, the contract had no connection with sterling. The House of Lords showed no disposition to choose, as a matter of principle, the currency for which the applicable exchange rate would be most favorable to the plaintiff.
A subsequent case35 elaborates a code-like set of principles for the choice of the appropriate currency in which to express a judgment awarding damages for breach of contract. Cargo was shipped on a Belgian vessel from a port in the United States to a port in France. On arrival, part of the cargo was found to be damaged. The receiver of the cargo sued the owner of the vessel for damages for breach of contract and incidental expenses. The sole question for the court was the currency in which judgment for the plaintiff should be expressed. The plaintiff claimed U.S. dollars; the defendant argued for French francs, which had depreciated between the date of the damage and the date of the hearing. The court recognized that changes in the relationship between the two currencies and turbulence in the exchange markets meant that the question of the appropriate currency in which to express damages for breach of contract was financially important and that it would recur, for which reasons the court codified the applicable principles.
The court drew the following principles from the Miliangos line of cases;
(1) Where it is inappropriate to give judgment in sterling but there is more than one possible currency for this purpose, the choice must depend on general principles of the law of contract and on rules of private international law. (It will be recalled from Chapter 11 that Section 2(b) of the Uniform Foreign-Money Claims Act proposed by the Commissioners on Uniform State Laws in the United States would clarify that the lex fori decides when it is appropriate to translate a foreign currency into the currency of the forum.)
(2) General principles of contract law require that so far as possible there should be restitutio in integrum, with due regard to what was in the reasonable contemplation of the parties.
(3) Where, as in this case, the law governing the contract is English law, the first step is to see whether, expressly or implicitly, the contract provides an answer to the question of the appropriate currency to award as damages.
(4) If the contract shows agreement on the currency of account and payment, judgment can be given in that currency as the currency with respect to which the parties have agreed that payments relating to the contract have the closest and most real connection.
(5) If the contract does not show that the parties agreed on the currency of account and payment, the plaintiff should receive damages calculated in the currency in which the loss was felt or in the currency that most truly expresses his loss. This currency may or may not be the currency in which the loss first and most immediately arose. In ascertaining the currency in which the plaintiff should receive damages, the court must ask (a) in what currency payment will as nearly as possible compensate the plaintiff in accordance with the principle of restitution, and (b) whether the parties must be taken reasonably to have had this currency in contemplation.
(6) A decision to award damages in whatever currency a loss was borne or felt can be expressed as equivalent to finding the currency sum that most appropriately or justly reflects the recoverable loss.
These principles are too imprecise to give much guidance. One of the soft elements is the emphasis in paragraphs (2) and (5) on the reasonable contemplation of the parties. Another is the difficulty of reconciling considerations (a) and (b) in paragraph (5).
Similarly, it is not clear what the difference is between the tests of the currency in which the plaintiff feels the loss and the currency that most truly expresses his loss. Perhaps the second test is meant to apply when the currency of loss is not obvious and the court must evaluate the circumstances so as to arrive at the currency in which it would be most realistic to hold that the plaintiff suffered loss. However, the plaintiff can feel loss in more than one currency even though it is understood that they need not be the currencies of expenditure. There should be no reason why the court should not express its judgment in different currencies for different items of loss if the plaintiff truly felt losses in these currencies.
In the case under consideration, the commodity shipped as cargo was usually purchased by the plaintiff, a French company, in the United States or Brazil, or to a small extent in France, for processing in France. The price was always fixed in U.S. dollars and sales of the product after processing might be in dollars, or in francs if the sale was made in France, or in the currency of the purchaser. If the sale was not in dollars, the proceeds were converted at once into dollars. If a forward sale was made for payment in a currency other than dollars, the plaintiff sold the currency forward and at once bought dollars for the date of payment. The reason for this practice was that the dominant currency in trade in the commodity was the U.S. dollar, so that all of the plaintiff’s expenses and receipts were quantified in that currency in order to minimize the effects of exchange rate fluctuations. Futures were bought and sold in the Chicago Futures Market. The cargo in the case was purchased for dollars.
The parties had not expressly agreed on the currency of compensation for breaches of contract. The bills of lading mentioned dollars, but the court did not give this fact great weight in choosing, between U.S. dollars and francs, the appropriate currency in which damages should be expressed or the currency in which the parties would have expected loss to be measured. The court decided, on the basis of all the facts, that the currency in which the judgment should be expressed was the U.S. dollar.
The major purpose of the English Law Commission’s Report was to determine whether legislation should be recommended that would change the law on foreign money liabilities that had grown up largely as a result of the Miliangos decision. The Commission concluded that there was no need to recommend legislative changes. The following paragraphs are the main conclusions and recommendations of the Commission on substantive law:
(1)The principle underlying the decision in Miliangos and the consequences which flow from it are greatly to be preferred to the rules which that decision superseded.
(2) (a) A plaintiff should not be able to obtain judgment in sterling in the case of the enforcement of a claim which ought properly to be expressed in a foreign currency; but
(b) legislative intervention to secure that result is not necessary, since the matter can appropriately be left to judicial decision.
(3) No change is necessary or desirable in the present rule that conversion of a foreign-currency judgment into sterling is to be effected at the date of actual payment or the date on which the court authorises enforcement of the judgment, whichever is the earlier, because in general that rule provides the best practical implementation of the Miliangos philosophy.
(4) Parties should continue to be free to agree:
(a) that payment in England and Wales should be made in a particular foreign currency alone (with no option for the debtor to pay in sterling); and
(b) in relation to any currency conversion, the date at which it is to be made or the exchange rate to be applied.36
In defense of the first conclusion, the English Law Commission answered as follows the question whether judgments in foreign currency are desirable:
3.3 In the working paper we examined the principle underlying the form of judgment approved in Miliangos—namely, that the defendant “do pay, say, 1,000 U.S. dollars or their sterling equivalent at the time of payment”, and we concluded, for the following reasons, that this principle was greatly to be preferred to the sterling-breach-date rule which it has replaced. By ensuring that the value of the debtor’s foreign money liability is measured in terms of the foreign currency, the new approach obviates the injustice to the creditor caused by a fall in the relative value of sterling after the due date but before judgment is given; it prevents a corresponding injustice from arising to the debtor in the converse case (i.e., where the relative value of sterling rises after the due date); and the Miliangos form of judgment preserves the value of the debtor’s obligation in terms of the foreign currency after judgment. None of these advantages applied when the sterling-breach-date rule governed the enforcement of foreign-currency claims. [Footnote omitted.]
The report explains that the time of payment means the date when the court orders enforcement of a judgment if the debtor has not already made payment.
As an addendum to the English Law Commission’s Report on the English law of foreign currency liabilities, it is fitting to quote an English judge’s approval in a lecture of the policy that has inspired the Miliangos line of cases. He described the doctrine as “a revolution reversing a practice which had been regarded as immutable.” He said:
From the point of view of this country’s position as the leading centre for the settlement of commercial disputes the importance of this decision cannot be overstated. Foreigners have confidence in our legal system. But they no longer have confidence in sterling. They can now continue to contract in stabler currencies, but continue to come here for the resolution of their disputes without the danger of having to accept payment in sterling at a devalued rate. . . . [I]t would seem to follow that the entire straightjacket of sterling has gone. A claimant entitled to compensation of whatever kind will now be compensated in the currency or at the rate of exchange which in all the circumstances will afford him the most appropriate measure of compensation. Although the effect of this change is only confined to international cases, it is difficult to think of a more radical change in our law since . . . 1932.37
Set-off creates an interesting puzzle as a result of the Miliangos doctrine. X establishes a claim against Y in one currency and Y establishes a claim against X in another currency in circumstances in which, if no foreign money were involved, Y would be allowed to set off his claim so as to reduce or extinguish the amount for which X is to have judgment. Difficulties can arise when both currencies are foreign or when one is foreign and the other is the currency of the forum. Lord Simon cited problems of set-off and counterclaim as one of the reasons for his dissent in the Miliangos case.38
The problem is discussed in the English Law Commission’s Report.39 Even if the claims by X and Y are governed by different legal systems, English law settles issues of set-off because they are classified as procedural and are resolved, therefore, by English law as the law of the forum. The core of the problem to be faced by English law is that a successful claim in one currency cannot be set off directly against a successful claim in another currency. Furthermore, the court has to determine which is the larger claim so as to decide for which party judgment is to be given for the residual amount of its claim. In the absence of a procedure directing that one party’s judgment is subject to the other’s judgment, set-off can be applied by the court only by translating the currency of one claim into the currency of the other claim, or both into the currency of the forum, as at a date no later than the date of judgment.
As there was no post-Miliangos decision on this problem, the English Law Commission had canvassed three options:
(i) The two currencies should be translated into sterling at the exchange rates prevailing at the date of judgment.
(ii) The translation into sterling should be made at exchange rates prevailing at some specified earlier date, such as the date when the later of the two claims arose.
(iii) Set-off should be excluded in cases involving a foreign currency or currencies, so that each party would be given a separate judgment expressed in the appropriate currency for his claim; but the Commission considered the possibility of introducing procedural rules by which one party could not enforce his judgment without taking the other party’s judgment into account.
The Commission chose the third option as the one that accorded with the Miliangos doctrine. The solution denies set-off understood as a procedure that results in a single judgment for a net amount.40 The Commission left to the appropriate authorities the task of determining whether procedural rules could be adopted to give effect to the possibility raised by the Commission. If, however, it proved impracticable to adopt such rules, the Commission would prefer the first option listed above.
The English Law Commission formulated its conclusion as follows:
The problem of set-off which arises where the parties’ judgments against each other are expressed in different currencies should be resolved:
(a) if a procedure can be introduced whereby neither party’s judgment can be enforced without taking account of the other’s, by giving judgment for each party in the currency applicable to his claim and directing that the judgments should be subject to such procedure in the event that enforcement of either judgment is subsequently sought; but
(b) in the absence of such a procedure, conversion should be effected at the date of judgment, and judgment given in the currency of the claim of the party whose claim on that basis is the larger.41
Under subparagraph (a), the exchange rate for the necessary translation of currency in order to arrive at a net amount would be the one prevailing at the date on which an enforcement procedure was initiated.
The solution favored by the Commission would mean that the judgments awarded to both parties must be enforced at the same time, even if one party precedes the other in initiating proceedings to enforce the judgment in favor of the one taking the initiative. If this result did not follow from the initiative, a curious situation would arise if the party with the judgment for the smaller sum had taken the initiative. The other party would be forced to protect itself by seeking enforcement of the judgment in its favor, although it might be that in any event the court would treat him as having done so. Either step would permit the Commission’s solution to be applied, but the effect would be that the party taking the initiative would have been able to select a date for enforcement at which the rate of exchange was favorable to him. It may be expected, however, that in most instances the party awarded the larger sum would take the initiative to collect the net amount payable to him.
Whether or not the Commission’s preferred solution is considered set-off, it is distinguishable from the approach taken by the law of Germany. Under that law, set-off is not permissible unless the two obligations to be offset are of the same kind. This rule has been taken to preclude set-off between obligations payable in different currencies. Part at least of the rationale for refusing to permit set-off seems to be that if a creditor has a claim to deutsche mark, he should not be compelled to accept a smaller amount of deutsche mark because the debtor has a claim in a foreign currency. This reasoning has been criticized not only as specious if both currencies are convertible, but also because it promotes further litigation and is costly. A Berlin court has responded to objections of this kind, citing as justification the impact of fluctuating exchange rates. Set-off is permitted if a debtor has an obligation to be discharged in Germany that is expressed in but not necessarily payable in a foreign currency and also a claim to deutsche mark. In such a case, the debtor can transform his foreign currency obligation into a deutsche mark obligation, and as the obligations are then similar in kind, he is permitted to offset them.42
The Third Restatement contains provisions on judgments when foreign currency is involved. These provisions are discussed in Chapter 15 of this volume, but it is useful to note here how the Restatement deals with set-off. It will be seen that although the provisions in the Restatement have been influenced to a large extent by the Miliangos and subsequent English cases, there are deviations from the English doctrine. The rule on set-off in the Restatement is formulated as follows in a Comment endorsed by the American Law Institute:
If adverse parties in a single suit prevail in respect of separate claims, each claim is subject to a judgment in accordance with this section. If the judgments so rendered are in different currencies, the judgment for the smaller sum may be converted into the currency of the judgment for the larger sum as of the date of payment and used as set-off.43
The rule in the Restatement resembles the solution favored by the English Law Commission, but there may be a difference. Under the Commission’s solution, it seems that each foreign currency would be translated into sterling at the exchange rate prevailing, as at the date of payment, between the foreign currency and sterling, and the two sterling amounts would be offset against each other. The Restatement, however, seems to choose the exchange rate, as at the date of payment, between the two currencies in which judgments have been awarded, and an offsetting in the currency of the larger sum, with translation of the net amount into dollars (if necessary because the currency of the net amount is foreign and judgment is to be given in dollars).
The English Law Commission left open the question whether the necessary procedures could be instituted to give effect to its preferred solution. Clearly, difficulties were envisaged in “taking account” of an adversary’s judgment. Perhaps for this reason the rule in the Restatement declares that the translation and offsetting may be made in the manner described.44
The Uniform Foreign-Money Claims Act deals with set-off in Section 7(e):
A judgment or award made in an action or distribution proceeding on both (i) a defense, set-off, recoupment, or counterclaim and (ii) the adverse party’s claim, must be netted by converting the money of the smaller into the money of the larger, and by subtracting the smaller from the larger, and specify the rates of exchange used.
A comment on the provision declares that:
Subsection (e) provides for netting the affirmative recoveries of a defendant and plaintiff, whether in the same money or in different moneys, but preserving the quantum of each for appellate purposes. The theory is that when claims are reduced to money, they become mutual debts and should be set-off, so that a person’s exchange rate fluctuation risk continues only for the surplus in its money of the claim. The set-off is made by the judge or arbitrator.
The recommended Act clearly makes set-off mandatory, while the Restatement uses the word “may.” Another contrast between the two is that the Restatement provides that the set-off shall be made on the basis of the rate of exchange between the two currencies of the recoveries prevailing at the date of actual payment of the net amount. The Uniform Act chooses the exchange rate between the two currencies, but the rate is the one prevailing at the date of judgment. This solution is not consistent with the Miliangos doctrine if it is accepted that the foreign currencies of the claims of both plaintiff and defendant should be translated into the currency of the forum at the exchange rates prevailing at the date of actual payment. The solution embodied in the Uniform Act is comparable to solution (b) of the English Law Commission, which was endorsed by the Commission, however, only if satisfactory procedural rules could not be adopted to give effect to its preferred solution. Solution (a), which the Commission preferred, would seem to require the translation of foreign currencies at the exchange rate prevailing at the date of execution of the two judgments.
Only the Uniform Act is explicit that it deals with both set-off and counterclaim. The Commission’s Report and the Restatement use only the expression “set-off,” but perhaps it is intended to apply to counterclaims as one species of set-off. Yet, a distinction exists between the two concepts, and perhaps the distinction should affect the solution of the problem that arises whenever different currencies are involved in adverse claims. A set-off constitutes a defense to the plaintiff’s claim; a counterclaim is a separate cause of action that does not constitute a defense in this sense. It might be argued, therefore, that if there exists a set-off as thus defined, it is justifiable to translate the currencies according to the exchange rate prevailing at the date of judgment, because the party claiming the larger amount has claimed too much. The proper amount of his claim must be adjudged by the court.45 On this hypothesis, the Uniform Act could not be challenged in respect of set-off, but the question of the best solution in relation to counterclaims could still be raised in light of the Miliangos doctrine.
The effects of the Miliangos doctrine have been felt in English law far beyond claims for debt or damages for breach of contract. Numerous areas of the law have been affected, and it is possible that the process has not come to an end. The process should not come to an end, because it brings about a modernization of the law in the era of fluctuating exchange rates. The consequences of the process so far in some areas of the law are examined in this chapter.
In tort, some of the issues have been similar to those involving contractual liabilities, although some differences are inevitable. For example, it is unlikely in most cases that the plaintiff and the defendant contemplated the possibility of the tort and therefore the currency in which compensation would be appropriate.
In The Despina R1 a collision occurred off Shanghai between two Greek ships, one of which was owned by the plaintiff, a Liberian company that had its head office in Greece. The vessel was managed by a company that maintained its principal place of business in the State of New York. As a result of the collision, repairs were carried out at Shanghai, Yokohama, and Los Angeles. In each city the national currency was used to pay for the repairs. Other expenses resulting from the collision were discharged in these same currencies, apart from a small amount that was paid in sterling. All payments in U.S. dollars were made by the managing company on behalf of the plaintiff from a U.S. dollar account in New York. The renminbi, yen, and sterling in which payments were made were purchased with U.S. dollars drawn from the New York account. The main issue in the case was the currency in which the English court should express its award of damages in tort against the defendant, the Swedish owner of the other vessel involved in the collision. The three possibilities considered in the proceedings were the currency in which the expense or loss was immediately sustained (“the expenditure currency”), the currency in which the loss was effectively felt or borne by the plaintiff because of the currency in which the plaintiff normally operated or with which it had the closest connection (“the plaintiff’s currency”), or sterling as the currency of the forum.
The House of Lords decided that the Miliangos case had made it possible to adopt the most equitable solution, the plaintiff’s currency, even though, unlike the case of debt, it was not reasonable to assume that the parties had contemplated that damages in tort would be available in a particular currency. Lord Wilberforce, who delivered the most forceful opinion in the Miliangos case, explained that the principle in such cases of tort had to be flexible. Sometimes, the plaintiff might not be able to establish that in the normal course of events he would use, and be expected to use, the currency in which he usually conducted his operations. In such cases, the appropriate currency in which the plaintiff would be considered to have felt the loss would be the expenditure currency (as defined above).
In another case,2 the plaintiff claimed damages for personal injury suffered as the result of negligent medical treatment in England. The plaintiff was a U.S. national who sustained the injury while on holiday in England. The court held that as the plaintiff’s pecuniary losses were closely linked with U.S. dollars as his national currency, the claim would be expressed in dollars in the judgment. The damages claimed for pain, suffering, and loss of amenity, however, would be expressed in sterling, because in the opinion of the court it would be impossible to assess these damages in dollars. The decision may be an illustration of Lord Wilberforce’s caveat about the impossibility in some cases of establishing the currency in which loss is felt, or the case may demonstrate the difficulty of quantifying damages in the foreign currency in which loss is felt.
In In re Scandinavian Bank Group Plc,3 an English bank owned by five Scandinavian banks resolved to reorganize its capital and to change the denomination of its share capital from sterling to specified amounts in four separate currencies (sterling, U.S. dollar, Swiss franc, and deutsche mark). The purpose was, of course, to have a safeguard against the depreciation of sterling. Ever since the bank was founded, it had kept its accounts in sterling, although most of its assets were denominated in foreign currencies. As sterling depreciated against other currencies, the bank had frequently found it necessary to raise new sterling capital to preserve the ratio of capital to total balance sheet set by the Bank of England. This necessity placed a heavy burden on the owners. The proportions of the four currencies in the reconstituted capital corresponded roughly to the composition of the bank’s assets.
The bank, as an English company, petitioned the court to approve this reorganization under the Companies Act 1985. The question whether under the Act capital can be expressed in a multicurrency form was one of first impression, which the court regarded as “a point of considerable importance and public interest.”4 Among specialist company lawyers there were different opinions on the lawfulness of multicurrency share capital.
One problem was raised by the language of section 2(5)(a) of the Act, which requires the memorandum of a company having a share capital to state “the amount” of the share capital and the division of the share capital into shares of “a fixed amount.” One aspect of the problem was whether the words in the singular were satisfied if the separate amounts in four currencies appeared in the memorandum. The next question was whether a “fixed amount” meant an amount in “lawful money,” which has to be paid in English legal tender. The court found, invoking the Interpretation Act, that the language of the provision was no bar to the proposed capital structure.
The following passage in the court’s opinion is of particular interest for the present purpose:
For myself I do not doubt that there was before and throughout the first half, or perhaps the first two-thirds, of the present century a usually unstated assumption that English companies must have their capital and draw their accounts in English currency. The pound had for so many years been properly called “a pound sterling”; that is a unit with a value in precious metal. Such a unit may fluctuate in internal purchasing power, but can be taken as having a stated value. But the United Kingdom went off the gold standard many years ago, and has ceased to have any fixed rate of exchange for the pound in any foreign currency since the collapse of the Bretton Woods Agreement in 1971. In these changed circumstances the law has had to adjust its perceptions so as not to cause injustice to individuals.
The House of Lords decided in Miliangos v. George Frank (Textiles) Ltd. [1976] A.C. 443 that the long established rule that an English court could only give judgment in what was called sterling, meaning pounds of Great Britain, should be altered. Judgment, it was held, could be given for a sum of money expressed in a foreign currency where the obligation under the contract sued upon was expressed in that foreign currency. The House recognised that the decision was a departure from a decision of the House itself, but that a new rule was needed to keep in step with commercial needs. . . . The decision has had far-reaching effects and is applied very frequently nowadays.5
The court held that an “amount” and a “fixed amount” meant an amount or a fixed amount in any currency. The amounts expressed in foreign currencies are fixed and do not change because the auditors will translate both sides of the balance sheet of a company having a multicurrency share capital into a single currency, sterling, at the exchange rates ruling on the date of the balance sheet. The amounts resulting from the translation may change in successive balance sheets, but this fact does not alter or affect the amount of the underlying asset or liability. The court approved the company’s proposed multicurrency reorganization of its capital.6
The petition created much interest because multicurrency capital can reduce the strain on many companies, including other banks. In monetary matters, the courts have shown sensitivity to national policy considerations.7 The Miliangos case and its progeny are outstanding examples of this disposition. A similar sensitivity was shown by the IMF when it moved to the basket method of valuing the SDR before the Articles, which defined the SDR in terms of gold, were amended.
Whose views of national policy should be brought to the attention of the courts on an issue of monetary importance? The court stated that neither the Bank of England nor the Treasury nor any other public authority held the view that multicurrency capital would cause problems for it. In addition, the Official Receiver saw no difficulty if called upon to administer the liquidation of insolvent companies with multicurrency capital.8
A court of the State of South Australia9 has considered a different problem of company practice. The issue was the interpretation of a provision in a debenture trust deed under which the company was empowered to issue debenture stock from time to time on such terms and conditions as the company determined, and under which all new stock was to rank pari passu with stock already issued. The main question, which was whether the company could issue new stock and stock certificates denominated in a foreign currency, raised the question whether such stock could be said to rank pari passu with stock having a face value expressed in Australian dollars. The debenture stock certificates were to be issued to an overseas bank to be held as security for an advance to be made to the company, which undertook an obligation expressed and payable in a foreign currency.
It was argued that stock denominated in a foreign currency would not rank pari passu with stock expressed in Australian dollars, because a fluctuation in exchange rates might produce a change in the proportionate share of the company’s assets, per unit of paid-up stock issued, that one class of stockholders might expect against another class in the event that the company was wound up. The argument was that the pari passu clause assured stockholders not only of equal rank in their security but also equal treatment in other respects.
The court did not accept this construction of the pari passu provision. The sole function of the provision was to set aside the principle that successive debentures ranked in priority for the purpose of security according to the respective dates of issue. The only effect of the provision was that all stockholders ranked equally without regard to the dates of issue of the different classes of debentures.
Another objection advanced in argument was that fluctuation in the exchange rate for the foreign currency might cause the total amount of stock created or issued to exceed a limit expressed in Australian currency in the debenture trust deed. The court considered this objection to be a serious one, but its bearing was on the exercise of a power to issue debenture stock expressed in a foreign currency and not on the existence of the power itself. The effect of fluctuating exchange rates on legal limits is discussed in Chapter 5 under the subheading “Transcending Legal Limits.”
No mention was made of the Miliangos case in any one of these reactions, but one member of the court, citing a case in the series leading up to the Miliangos decision, said that he saw no reason why general expressions referring to money in the deed should not have the ordinary and natural meaning that includes money in a foreign currency.
Under the provisions of English law governing attachment, only “debts” can be attached to satisfy a judgment. In the past, a sum standing to the credit of a creditor in foreign currency was not regarded as a “debt.” A debt is a claim to money. Foreign currency was regarded as a commodity or some other object. Only a sum standing to the credit of a creditor in sterling in a current or deposit account could be attached by garnishee proceedings.
In Choice Investments Ltd. v. Jeromnimon (Midland Bank Ltd. garnishee),10 the C. Company obtained a judgment expressed in sterling against J. in respect of a debt in sterling and costs. J. had a credit balance in U.S. dollars in a deposit account with a London bank. Withdrawals were subject to seven days notice. The company obtained a garnishee order nisi against the bank attaching a sufficient amount of the dollar account to satisfy the judgment. An order nisi directs the bank to pay such an amount into court or to the judgment creditor within a stated period unless (nisi) the bank has a sufficient reason not to comply. The order nisi is an attachment that prevents the bank from paying the money to its customer, so that the court will have the opportunity to decide whether the garnishee order shall be made absolute, unless the debt is discharged in the meantime. The order is made absolute in the absence of sufficient reason why it should not be. In this case, the bank challenged the legality of the garnishee order nisi.
The Court of Appeal held that since the Miliangos case the dollar account must be considered a debt owed to the customer J., because as a result of that case the customer can obtain judgment in dollars for the amount of the account as a debt in dollars owed by the bank to the customer. The procedure that a bank must follow now on receiving a garnishee order nisi is to freeze the amount of dollars that will realize the amount of the sterling judgment at the buying rate of sterling on the day the bank receives the order. The bank makes the purchase of sterling as soon as reasonably practicable after it receives notice that the order has been made absolute. If the dollars are more than enough to satisfy the judgment debt at the rate of exchange for purchasing sterling with dollars at that date, the balance can be released to the customer on demand. If the amount realized is not sufficient to satisfy the judgment debt, the full amount realized is paid to the judgment creditor as pro tanto satisfaction.
The Master of Rolls (Lord Denning) stated that the principles of the decision would be adaptable to other circumstances.11 For example, the judgment creditor might have a judgment in Swiss francs and then find that the judgment debtor had a bank account in U.S. dollars. There was no reason why a garnishee order could not be made to attach the account in an amount sufficient to meet the judgment in Swiss francs.12 In such a case, the exchange rate would have to be determined not between the currency of the forum and a foreign currency but between two foreign currencies.
It is obvious that fluctuations in exchange rates produce consequences for taxpayers. One expert has written of the tax law of the United Kingdom and the United States that
[t]he relevant law in both countries is both complex and unsatisfactory. It typically is based on statutes and cases that were enacted and decided when currency fluctuations were not major problems. The American literature, in particular, has tended to assume that other currencies, and not the dollar, fluctuate.13
In England, the decision of the House of Lords in Pattison v. Marine Midland Ltd.14 has been influenced by the present state of exchange arrangements. The company carried on the business of international commercial banking. In October 1971 it borrowed US$15 million by issuing unsecured subordinated loan stock at par for that amount, redeemable in ten years. The sterling equivalent of the borrowing when made was £6,024,096. When the company repaid the loan of US$15 million and redeemed the stock, the sterling equivalent of that amount was £8,465,011. The tax authorities viewed the difference of £2,440,915 as a capital loss and not deductible in computing the profits subject to corporation tax.
The company had used the loan to lend U.S. dollars to its banking customers. The company did not speculate in foreign exchange transactions. Its profits consisted of differences between interest paid and interest received. The company repaid the loan after five years when the customers had completed repayment of the loans made to them by the company. The tax authorities claimed that the difference of £2,440,915 between the sterling value of the company’s loans to customers and the sterling value of their repayments was subject to corporation tax as an income profit.
The House of Lords decided that the company had made neither a capital loss nor any other kind of loss when it repaid the loan it had received and that the company did not make any income or other profit when its customers repaid the loans they had received. The company was taxable on the profit it had made as a result of the difference between the interest paid to the holders of loan stock and the interest received from customers. The principle, the House of Lords held, was that a profit may be earned or a loss may be suffered if a borrower exchanges the currency he borrows for another currency, but that profit or loss is the result of the exchange transaction and not the borrowing. There was no exchange profit or exchange loss in the circumstances of the case because the company’s dollar assets and dollar liabilities had been matched, there had been no conversions, and a separate set of accounts had been kept for the dollar assets and dollar liabilities. As changes in the exchange value of these assets and liabilities balanced out because of the matching, nothing was brought into the company’s profit and loss account. In the company’s annual accounts, the monetary assets and liabilities denominated in a non-sterling currency had been valued in sterling at the exchange rate prevailing at the date of the balance sheet, but because of matching no profit or loss was shown.
In reaching this conclusion, the House of Lords affirmed the decision of the Court of Appeal, in which the Master of the Rolls (Sir John Donaldson) drew an analogy between the pre-Miliangos law on the currency of judgments and the position taken by the tax authorities. That position, the House of Lords held, was, in effect, that an English company can have only sterling assets and sterling liabilities and make sterling profits and incur sterling losses, whatever might be the currencies in which those assets, liabilities, profits, and losses were expressed. The Master of the Rolls did not agree that there was any such basic concept.
Prior to 1976, the English courts adopted an attitude which is analogous to that of the revenue [tax authorities] in the instant case. Foreign currencies did indeed exist as a fact of life and they had a distressing habit of changing their exchange values, but it was their value and not that of sterling which changed. All transactions must therefore be converted into sterling and, when this was done, justice would prevail. In Miliangos v. George Frank (Textiles) Ltd.[1976] A.C. 443, the House of Lords recognised that this was far too insular a view and that treating sterling as the only true money of account was in some circumstances to work very grave injustice. And so a new rule was introduced which allowed other currencies to be used as the money of account and, where that was done, brought in sterling purely as a money of payment of last resort.15
The case has provoked much debate and difference of opinion on the proper understanding of the decision, as noted in a consultative document, that is to say a document inviting the public to respond, issued by the Board of Inland Revenue and entitled Tax Treatment of Foreign Exchange Gains and Losses.16 The document, which is really a substantial report on possible changes in the law, notes that since the breakdown of the par value system of the IMF’s original Articles companies have operated in an environment of fluctuating and volatile movements in exchange rates in which sizable changes can occur. These conditions have increased the likelihood that profits will be affected by movements in exchange rates.17 The report notes that under the present tax system of the United Kingdom, gains and losses are not treated in the same way for tax purposes, or are not treated at all. For example, some gains and losses may be treated as trading profits and losses, and some as capital gains or losses, while others fall outside the tax system altogether, so that these gains are not taxed and these losses give rise to no relief.18
The report focuses on three difficulties in particular:
(1) the absence of relief for exchange losses on capital borrowing (although, as a corollary, gains are not taxed);
(2) the hedging of currency exposures may be made ineffective because the hedge is treated differently from the underlying transaction; and
(3) changes in the sterling value of share capital denominated in foreign currency are not taken into account for tax purposes.19
The document considers how these problems might best be tackled for the corporate sector within the framework of the present tax system so as to ensure equitable treatment without unjustifiable costs for the Exchequer. The present legislation of the United Kingdom is almost completely silent on the tax consequences of exchange rate fluctuations. Only a few sections of the tax legislation refer to these consequences specifically. Beyond this extremely limited guidance, the tax treatment of differences in exchange rates is derived from the application of general principles of nonstatutory tax law.20
The locus classicus of English law on the appropriate currency and rate of exchange for granting restitution is the opinion of Robert Goff J. in B.P, Exploration Co. (Libya) Ltd. v. Hunt (No. 2),21 which was affirmed by the Court of Appeal22 and the House of Lords.23 The case involved a contract for the exploration and development by the plaintiff of an oil concession in Libya owned by the defendant, in return for specified benefits that included an interest in the concession. The contract was deemed to be frustrated by the Libyan Government’s expropriation of the plaintiff’s interest in the concession as retaliation against the U.K. Government. The plaintiff had conferred certain benefits on the defendant before the contract had been frustrated. The principles laid down in the Queen’s Bench Division, as summarized below, were strongly influenced by the Miliangos line of cases.
Three currencies (sterling, U.S. dollar, and Libyan dinar) were the possible candidates in which restitution could be awarded in the circumstances of the case, but the contest between the parties related solely to the choice between sterling and the U.S. dollar. A dollar award would have been substantially more valuable than a sterling award, because of the weakening of sterling against the dollar over the relevant period. Sterling had been devalued in November 1967 before accrual of the cause of action and then was allowed to float after the date of accrual. The combined effect was that the pound had been reduced in value against the dollar from US$2.80 to about US$2.
In considering the currency of the award, the court took account of the decisions of the House of Lords in The Despina R, a case of tort, and The Folias, a case of contract, both of which, in their relation to the Miliangos doctrine, have been considered earlier in this monograph. The cases were concerned with the choice of currency in which to calculate the damages to be awarded for a legal wrong. In view of the principles of restitutio in integrum and of the test of the reasonable foreseeability of damage, the courts concentrated their attention in these cases on the plaintiff’s foreseeable loss, and the chosen currency in each case was the currency in which the plaintiff felt the loss. A claim for restitution, however, does not involve a legal wrong. The claim is based on unjust enrichment, and therefore presupposes (1) receipt by the defendant of a benefit, (2) at the plaintiff’s expense, (3) in such circumstances that it would be unjust to allow the defendant to retain the benefit.
The award is related to the benefit obtained by the defendant. The cost to the plaintiff is a prerequisite of his claim, but cost does not limit or control the amount awarded by way of restitution. It follows that the court, in selecting the currency of the award, must look to the defendant’s benefit rather than the plaintiff’s expense.
If the benefit consists of money, there will usually be little difficulty in determining the amount of the benefit or in selecting the currency of the award. In such a case, the defendant’s benefit and the plaintiff’s expense are likely to be the same, subject to such matters as a change in the defendant’s circumstances. The solution will usually take the form of the award of repayment of a like sum in the same currency.
The solution is not so easy if the benefit takes some other form, such as services rendered by the plaintiff to the defendant. The award of restitution then is reasonable remuneration for the services. The criterion of reasonableness will be the market value of the services. The plaintiff’s expenses in rendering the services may be greater or less than the market value of the services, but although the plaintiff’s expenses may sometimes be a factor in assessing the market price, the award is not controlled by the plaintiff’s expenses. The criterion for choosing the currency of the award, in all cases of restitution, whether resulting from the payment of money or the rendering of services, should be comparable to the one applied in The Despina R and The Folias: the currency in which the defendant’s benefit can be most fairly and appropriately valued.
That criterion is not self-executing. If the services have been rendered under a contract involving an international element, the contract often may specify the currency in which the services are to be valued and paid for if the contract is fulfilled in accordance with its terms. In such a case, this currency will frequently be the currency in which the benefit can be most fairly and appropriately valued for the purpose of an award, because it is the currency chosen by the parties themselves for the purpose of paying for the services, even though the choice was made for the purpose of the contract and not restitution. The contractual choice, however, is neither decisive nor presumptive, but in many cases it will be a factor of such importance that it will be applied in accordance with the criterion for restitution.
At this point, the court introduced what it described as a refinement. A contract sometimes distinguishes between the currency of account (in which indebtedness is to be measured) and the currency of payment (in which indebtedness so measured is to be discharged). Frequently, the two currencies are the same, but occasionally the contract may specify different currencies for the two functions.
Where they are the same, the practical effect is that the parties take the risk of fluctuation in the specified currency between the date of the contract and the date of payment, by which I mean fluctuation in that currency in relation to all other relevant currencies. If, however, they differ, the practical result is a little different. Strictly speaking, the parties are taking the risk of fluctuation in the currency of account, between the date of the contract and the date when the debt falls due, in relation to the currency of payment; for it is on that date that the indebtedness crystallises and so falls to be converted from the currency of account to the currency of payment. Thereafter, the parties take the risk of fluctuation in the currency of payment; but if the debt is promptly paid, that has little practical effect on the risk taken by the parties, since the money once paid can be converted at the prevailing rate of exchange into any other currency, including of course the currency of account. If however there is for any reason delay between the date when the debt falls due and the date of payment, then between those dates the parties will be taking the risk of fluctuation in the currency of payment in relation to all other relevant currencies. I have found it necessary to refer to this refinement because in the present case there has been some argument whether, where they differ, the currency of account or the currency of payment should be preferred as the currency in which the defendant’s benefit is to be valued for the purposes of making an award of restitution. It follows from what I have said that the currency of account is generally to be preferred to the currency of payment, unless the contract envisages an appreciable delay between the date when the debt falls due and the date of payment, in which event it may be desirable to make some different award.24
The English Law Commission has questioned the preference for the currency of payment over the currency of account if for any reason there is delay between the date when indebtedness is crystallized according to the currency of account and the date for payment in the currency of payment. This distinction, it will be observed, was made for the purpose of payment under a contract, and was then applied by the court for the purpose of an award of restitution. The Commission has pointed out that the distinction is inconsistent with the principle underlying the Miliangos doctrine.25
Decisions of the English House of Lords are not binding on the courts of other jurisdictions in the Commonwealth but are often considered to have persuasive influence, unless, of course, local statutory law precludes such treatment.
The question whether Australian courts could follow English cases leading up to the Miliangos decision might have been faced by a New South Wales court in a case decided as early as 1975, but the question was avoided.1 The Australian tax service obtained a judgment for arrears of tax in Papua New Guinea while the territory was subject to Australian authority and before it achieved independence. The judgment was expressed in the currency of the territory. The currency was freely interchangeable with the Australian dollar. The defendant sought to prohibit registration of the judgment in the Supreme Court of New South Wales on the ground that a judgment expressed in a foreign currency was not registrable. The court held that the currency was not foreign, because it was authorized by Australian law. In subsequent enforcement proceedings,2 the court held it could issue a writ of execution on the judgment under the inherent power of the court to convert the judgment debt into Australian currency. An Australian expert has concluded there is no procedural, and apparently no substantive, objection to the application of the Miliangos doctrine by the courts of New South Wales.3
According to the judgment of a Queensland court,4 a judge in a New South Wales court had expressed the obiter view that it would be wrong for a judge at first instance to follow the Miliangos doctrine in the light of prevailing authority. Subsequently, however, there had been a number of single judge decisions in New South Wales in which judgments had been expressed in a foreign currency on the principle that a judgment ought to be expressed in the currency that best represents the judgment creditor’s loss.5
In the Queensland case, the appellant objected to an order giving the respondent leave to defend an action commenced by a writ in which the appellant claimed an amount expressed in Swiss francs, for which summary judgment was sought. One of the grounds for giving leave to defend was that there was at least the triable issue of whether or not the court could give judgment for an amount expressed in a foreign currency. The defendant had opposed the request for summary judgment on the ground that the claim for a debt expressed in a foreign currency was not a claim for a debt or liquidated demand in money within the meaning of the order on summary judgment.
The court found no binding authority on the question in Australian case law, although there were many obiter dicta that Australian courts could give judgments only in Australian currency. The court held that the central issue—whether the court could give judgment for an amount expressed in a foreign currency, and whether such a claim was within the order—required careful consideration of the Miliangos decision.
The court cited the view of Lord Wilberforce in the Miliangos case that the modern English doctrine that judgments could be expressed only in sterling had originated in a case decided in 1898 and that the doctrine had become clearly binding only as late as 1961. According to Lord Wilberforce, the pre-Miliangos doctrine was based on practical objections relating to the enforcement of judgments expressed in a foreign currency. The Queensland court was obviously emphasizing the weak historical roots of the pre-Miliangos doctrine, but the court did more:
[B]oth in England and in Australia the commercial world has undergone a significant change in recent years. Even limited experience in the commercial jurisdiction of this Court clearly indicates a marked increase in recent years in traders obtaining loans in foreign currency: the obvious inference to be drawn is that in the modern economy it is necessary for traders to obtain loan funds from overseas and/or to do business in a foreign currency. Fluctuating exchange rates (the Australian dollar is now floated) have not brought about that policy change, but they have made more pertinent the considerations behind the appellant’s attempt here to recover its loan in Swiss Francs. As Lord Wilberforce said in Miliangos (supra) at 465: “I do not for myself think it doubtful that, in a case such as the present, justice demands that the creditor should not suffer from fluctuations in the value of sterling. His contract has nothing to do with sterling: he had bargained for his own currency and only his own currency. The substance of the debtor’s obligations depends on the proper law of the contract (here Swiss law): and though English law (lex fori) prevails as regards procedural matters, it must surely be wrong in principle to allow procedure to affect, detrimentally, the substance of the creditor’s rights.”6
The Queensland court concluded that the former English rule was no more than a principle of convenience adopted by the courts in the exercise of their discretion to deal with procedural problems. The analysis of the court was designed to emphasize that the pre-Miliangos rule was not rooted in the common law. This analysis has helped the courts of other common law countries and the drafters of the Third Restatement to resile from the former rule.
The court was disposed to apply the Miliangos doctrine if it was clearly established that the appellant was entitled to judgment in Swiss francs:
The Rules of the Court should, in my view, be given their ordinary and current meaning, and they must be treated as flexible enough to meet changing commercial situations. When O.6 r.7(a) speaks of “money” it should be construed widely enough to encompass all forms of currency which traders within the jurisdiction regard as “money” for purposes of meeting their trading and contractual obligations. If men of commerce within the jurisdiction are prepared to borrow money in foreign currency (whether because that is the only money available to them or not) the courts must recognise the reality of the situation and ensure that the procedural rules (which are clearly within the discretionary powers of the judges) are such as to recognise and give force and effect to the contractual obligations so entered into.7
Nevertheless, the court held that there was a triable issue and decided in favor of the respondents because it was unclear on the facts of the case whether under the contracts between the parties the respondents’ obligation of repayment at the material time was in Swiss francs or in U.S. dollars. At the exchange rates in effect at the date of the judgment, there was a substantial difference in terms of Australian dollars between repayment in U.S. dollars and repayment in Swiss francs.
Two years later the Queensland decision was followed by the Supreme Court of South Australia as authority for applying the Miliangos doctrine.8 The defendant, a bank, had made a loan of Swiss francs to the plaintiffs that was repayable in the same currency. The court gave judgment in Swiss francs on the defendant’s counterclaim for the amount of the loan. The court awarded damages to the plaintiffs in Australian currency on their claim for breach of duty by the defendant in not arranging hedges for the plaintiffs against the loss they might sustain as the result of the depreciation of the Australian currency against the Swiss franc. The court did not deal with the problem of set-off because the quantum of damages had not been ascertained and was referred to inquiry.
In Canada, the expression of judgments in a foreign currency is widely thought to be impeded by statutory law in the form of section 11 of the Currency and Exchange Act:9
All public accounts throughout Canada shall be kept in the currency of Canada; and any statement as to money or money value in any indictment or legal proceeding shall be stated in the currency of Canada.
One explanation of the provision as it applies to judgments is that they must be susceptible of execution. The sheriff’s officers would have difficulty in attempting to execute a judgment expressed in a foreign currency. However, an Ontario court has said that but for the statutory provision, problems would not arise if a judgment of the court could be expressed in terms of a specified sum of foreign currency together with provision for the payment of an equivalent amount of Canadian dollars.10 Subsequent developments in Ontario law on the subject of judgments are discussed later in this chapter.
The Ontario court held that the Miliangos doctrine could not be applied for the expression of judgments because of the statute, but the Miliangos case influenced the court on another problem in the same case. The plaintiff sought enforcement in Ontario of a judgment expressed in U.S. dollars that had been obtained in Pennsylvania. The problem was the choice to be made of the rate of exchange for translating the U.S. dollars of the Pennsylvania judgment into Canadian dollars.
The Ontario court concluded that the law on the choice of the rate of exchange was judge-made, and that Canadian courts had followed English case law on this matter. Earlier English cases had applied the rate of exchange prevailing at the date of the original judgment (which would be the Pennsylvania judgment in the Ontario case), but the court thought that it should take account of more recent developments in England. The English rule for over three centuries had been that in an action for damages the rate of exchange in effect at the date of a breach of contract or the commission of a tort was the rate to be chosen. The Miliangos case, however, had preferred a more realistic approach to modern economic conditions and had changed the law, because fluctuations in exchange rates were normal now and not the exception. In present conditions, fluctuations occurred between the date of breach and the date of judgment as well as at other times.
Canadian courts had applied the breach date rule, but that rule had been based on English cases now overruled by the Miliangos case. No Canadian case had been cited that applied the breach date rule to actions to enforce foreign judgments. In the absence of such a decision, the court considered itself free to follow the new trend in English law. English courts, the Ontario court assumed, would probably apply the Miliangos doctrine, insofar as it dealt with the choice of exchange rates, to actions to enforce foreign judgments.
The Ontario court considered itself unable to apply the rate of exchange prevailing at the date of actual payment, because that rate cannot be known when judgment is given, and there was no machinery for enforcing the rate. The court would clearly have preferred to apply the Miliangos doctrine, but on the assumption that the Currency and Exchange Act prevented this solution, the court decided that the next best solution was to hold that the appropriate rate of exchange for translating U.S. dollars into Canadian dollars was not the rate prevailing at the date of the Pennsylvania judgment but the rate ruling at the date of the Ontario court’s decision to enforce that judgment.
The English Law Commission’s Report has dealt with this problem and has confirmed that the Commission shared the assumption of the Ontario court that English courts would probably apply the Miliangos doctrine.11 After the Miliangos case, the Report declares, there should be no impediment, in an action on a foreign judgment that met the criteria for enforcement of the judgment under common law, to application of the later exchange rate. Another procedure that is possible is the registration of foreign judgments under statutory law. The Foreign Judgments (Reciprocal Enforcement) Act 1933 provided originally for translation of the foreign currency of the foreign judgment into sterling at the exchange rate prevailing at the date of the foreign judgment. After the Miliangos case, that provision was repealed by the Administration of Justice Act 1977 and registration is now made in the foreign currency. The effect is that the registered judgment is treated as an English judgment for the purpose of discharge in sterling, and the English Law Commission sees no difficulties in applying the Miliangos solution of the exchange rate in effect at the date of actual payment (or at the date of the court’s order to enforce payment if such an order becomes necessary).
In 1978, the United Kingdom acceded to the EC’s Convention on Jurisdiction and the Enforcement of Judgments in Civil and Commercial Matters of 1968. The EC Convention provides for the registration and enforcement in a member state of the Community of judgments by courts of other members of the Community. The United Kingdom’s Civil Jurisdiction and Judgments Act 1982, which implements the EC Convention, contains no provision on the translation of foreign currency, from which the English Law Commission infers that the way will be open to application of the Miliangos solution by courts of the United Kingdom.
Finally, the European Communities (Enforcement of Community Judgments) Order 197212 provides that a “Community judgment” to which the Secretary of State of the United Kingdom has appended an order for enforcement shall be registered in the High Court on an application made by the party entitled to enforce it. The English Law Commission explains that the term “Community judgment” does not mean the judgment of a national court of a member of the Community, which is covered by the 1982 Act, but a judgment by certain specified bodies of the Community, such as the European Court of Justice. The most likely judgments to require registration and enforcement in the United Kingdom are decisions of the Commission imposing fines or penalties. The application for registration would normally be made by the Commission.
The 1972 Order referred to above provided that a Community judgment for a sum of money had to be translated into sterling at the rate of exchange prevailing on the date when the judgment was given. After the Miliangos case, the provision on translation was repealed by the Administration of Justice Act 1977, and no substitute provision was adopted. Again, therefore, the English Law Commission sees no hindrance to the application of the Miliangos doctrine to Community judgments.13
After this excursus on the English law relating to foreign judgments, the discussion of Canadian law is resumed. In a case decided by the Supreme Court of British Columbia14 after the decision in the Ontario case, damages were claimed for breach of a contract that provided for payment in U.S. dollars. An issue in the case was the date as of which to choose the prevailing rate of exchange for translating the U.S. dollar amount into Canadian currency. The Canadian dollar had depreciated substantially against the U.S. dollar between the date when the debt became payable and the date when the case began to be heard.
The court spoke of English law as now conforming to “commercial realities” and referred to the Ontario case as “a step in the same healthy direction.”15 The British Columbia court, however, distinguished the Ontario decision as one that dealt with the enforcement of a foreign judgment, and held that decisions of the Canadian Supreme Court required application of the breach date rule in the British Columbia case, because it dealt with an original cause of action.
In a later British Columbia case,16 the defendant admitted that as of December 26, 1984 it became indebted to the Austrian plaintiff in a specified amount of Austrian schillings. On the motion for summary judgment, the issue was whether the judgment should be expressed in Canadian currency by applying the exchange rate prevailing on December 26, 1984 or on the date of judgment. As a result of the depreciation of the Canadian dollar against the Austrian schilling, the amount of Canadian dollars according to the earlier exchange rate would be half the amount calculated on the basis of the later exchange rate.
The court reviewed English law, culminating in the Miliangos decision, and Canadian law on the subject. Two decisions of the Supreme Court of Canada were often quoted as authorities for the breach date rule, but the court held that the two cases involved special circumstances that made the decisions inapplicable to the case before the court. The examination of other decisions of Canadian courts led the court to conclude that there were considerable differences among them on the date of the appropriate exchange rate.
The court cited the recommendation in the Report of the British Columbia Law Reform Commission, discussed later in this chapter, that legislation should be adopted permitting a British Columbia court in appropriate cases to express judgments in a foreign currency or its Canadian equivalent at the time of actual payment. The court added that perhaps the law had evolved to the point where it was possible to dispense with such a statute.17 Nevertheless, the court held that section 11 of Canada’s Currency and Exchange Act required the expression of a judgment in Canadian currency and prevented expression in a foreign currency.
Perhaps, one reason for the inconsistencies in the authorities arises from different economic times. When domestic currencies in Canada and England were appreciating against other foreign moneys, picking the date of the breach as the correct date to calculate the rate of exchange usually caused no harm to the foreign judgment creditor. For example, if at the date of the breach the foreign currency on a debt payable in Canadian dollars was say $10,000 but the Canadian dollar had appreciated in value from then until the time of the judgment, so that the same $10,000 debt could be discharged by the conversion of $8,000 Canadian then, the creditor did not suffer. The fact that the Canadian debtor could pay the foreign creditor with less Canadian money at the time of the judgment was neither here nor there. It was just a lucky windfall to the debtor. What was important was that the foreign creditor be paid in full.
On the other hand, when Canadian currency is falling as against foreign money, great unfairness can occur to a foreign creditor if the date of the breach is selected as the proper date. In such an instance, the foreign creditor may receive far less in his domestic currency than the debtor originally promised to pay. That is what happened here. If the breach date of December 26, 1984, is selected, the plaintiff will only recover about one-half of its claim, or about 252,000 Austrian schillings, instead of the approximately 504,000 schillings rightfully owed. Further prejudice to the foreign creditor can arise if the plaintiff is kept out of its money while the matter proceeds to appeal.18
Faced with the conflicting case law, the court declared that the correct approach was to try to do justice in the circumstances of the case. It would be inequitable to enable the plaintiff to recover only half the just debt owed to it because of changes in exchange rates over which it had no control. Furthermore, the defendant could have paid at any time after December 26, 1984 and cut its losses instead of waiting until judgment was entered against it. The equities were heavily in favor of the plaintiff. As there was no compelling authority to the contrary, the court gave judgment for the plaintiff in the Canadian dollar equivalent of the nominal amount of the schilling debt at the exchange rate prevailing at the date of judgment.
In a case decided by the Quebec Superior Court (in Bankruptcy)19 before the decision was delivered in the Ontario case, a creditor, resident in Germany, claimed, in the bankruptcy proceedings of the Canadian debtor, amounts under contracts with the debtor that were expressed in deutsche mark. The creditor based its claim on the rate of exchange in effect at the date of submission of its proof of claim in the proceedings and reserved the right to adjust the rate when at later dates dividends were paid by the trustee in bankruptcy.
The court held that under the Canadian Bankruptcy Act20 the claims of creditors must be determined at the time the trustee files with the official receiver the proposal by the insolvent debtor for a compromise with creditors, if indeed the proposal is accepted by the creditors and ratified by the court. The date was relevant for other purposes under the statute and should be chosen for translating deutsche mark into Canadian currency, unless there was a compelling reason to depart from the date. The court considered the solution equitable because the proposal, if made effective, was a new contract and a novation of the contracts under which the claims by creditors arose. Under the new contract, dividends were payable at fixed dates, and a creditor could enter into a forward contract for sale, at the rate of exchange at the date of entry into the contract, of the Canadian dollars the creditor would receive as dividends from the trustee. The court therefore denied the creditor the right to adjust the rate of exchange.
The court was pleased that it was relieved by the Bankruptcy Act from the necessity to involve itself with English decisions, and that it could avoid the “instability”21 that resulted from the decision in the Miliangos case.
Thus a reason, persuasive to me, for applying to its fullest extent—albeit in a somewhat arbitrary and artificial manner—the clear and unambiguous rule set forth in the terms of the above-quoted ss. 42(1) and 95(4) of the Canadian Bankruptcy Act, is the sheer hopelessness of attempting to follow and to apply, on a continuing and current basis, the leading decisions in the law of foreign currency obligations of the highest courts of England (where the bulk of our bankruptcy law comes from, but not thank goodness, ss. 42(1) and 95(4), which are of pure Canadian inspiration).22
The British Columbia Commission Report, published in 1983, was inspired by what the Report describes as the remarkable piece of judicial lawmaking in the Miliangos case. The Report notes that there are four possibilities for selecting the rate of exchange when translation of a foreign currency claim into the currency of the forum is necessary. The rate can be the one prevailing when the claim arises, proceedings are instituted to enforce the claim, judgment is delivered, or the judgment is satisfied. Canadian courts have usually chosen the first of these dates. The last of these dates, now chosen in England, requires legal authority to express judgments in a foreign currency. A secondary issue, if two or more foreign currencies are involved, is determination of the appropriate foreign currency in the circumstances of the case in which the issue arises. The report concluded, after a thorough survey of Canadian case law, that the judiciary had shown considerable dissatisfaction with the choice of the date of breach and had been willing to depart from it in some cases by preferring the date of the institution of proceedings or the date of judgment. The result was a confusing and contradictory body of jurisprudence.
The breach date rule was criticized because it was based on the view that a monetary obligation in a foreign currency is analogous to an obligation to deliver a commodity. If the defendant fails to deliver the commodity on the due date, the plaintiff can go into the market at once and purchase the commodity from another supplier for the same amount of currency that he had undertaken to pay to the defendant, and in this way the plaintiff can mitigate the detrimental effect of the breach. The subsequent rise in price of the commodity either is too remote to alter the size of the plaintiff’s claim or is simply irrelevant.
If, however, the plaintiff’s claim is for an amount of foreign currency payable to him on a specified date for goods supplied to the defendant, and the currency of the forum has depreciated, on the analogy of the commodity approach the plaintiff would be expected to go into the market to purchase the amount of the foreign currency he should have received. The plaintiff could not protect himself in this way, however, because he would have to use his own currency, the currency of the forum, at the depreciated rate to purchase the foreign currency he should have received. Even so, it has been argued that the plaintiff could protect himself against loss in such circumstances, but the question is whether, as the innocent party, he should have to bear the burden of taking steps to guard against an adverse movement in the currency of the forum. It seemed more appropriate that the defendant as the party in breach should bear the burden.
The Report notes that rigid application of the pre-Miliangos law can lead to unfair results. The English cases leading up to Miliangos and those that developed it further were cases in which it has been said that a judgment in the currency of the forum translated at the exchange rate in effect on the date of breach would have been unfair to the innocent plaintiff.
It is necessary to define what is meant by “fairness” in this context. The standard against which the fairness of a result may generally be tested is summed up in the Latin phrase restitutio in integrum: the plaintiff should, as far as possible, be put in the same position he would have been in had the breach not occurred. The clearest case is where the currency of the forum has undergone a relative decline. A rule which requires that a properly founded claim for payment in a foreign currency may be discharged by payment of depreciated currency may fall significantly short of the standard described above.23
If, however, the plaintiff’s currency is a foreign currency that has depreciated against the currency of the forum, the plaintiff, in some cases, may be placed in a better position by applying the breach date rule, which may seem to be unfair to the defendant. In other cases, however, the defendant’s delay or failure to pay may have prevented the plaintiff from mitigating the consequences of the decline in his (foreign) currency, and the breach date rule may come closer to restoring his position than any other solution.
The Report summarizes this part of the inquiry by concluding that it cannot be asserted that the breach date rule consistently or invariably produces an unfair result. It is safe only to observe that in a wide variety of situations, perhaps in a majority of them, application of the breach date rule does not achieve restitutio in integrum. The breach date rule had been defended, however, by two authors of a paper submitted to the British Columbia Law Revision Commission who argued that not only did the former English rule achieve fairer results, but it also gave certainty, which the Miliangos doctrine did not.24 They argued that unfairness to a plaintiff could be moderated by the award of prejudgment interest at the proper rate, and moderated even more effectively if compound interest could be awarded. They pointed out that the English cases did not provide certainty about the circumstances in which a foreign currency will be awarded rather than sterling or about the selection of the foreign currency when two or more such currencies are involved.
The Miliangos decision was delivered at a time when sterling, the currency of the forum, was depreciating, so that it seemed clear the decision was more likely to achieve restitutio in integrum for the plaintiff. This effect appeared to justify abandonment of the old case law. For this reason, the British Columbia Report gave special attention to the case in which the foreign currency of the plaintiff’s claim depreciates in relation to the currency of the forum after the date of breach. If the exchange rate prevailing on the date of actual payment were applied, the plaintiff would receive less than he would have received if the defendant had paid on the due date, and therefore the breach date rule and judgment in the currency of the forum would seem to be more advantageous for him. The Commission did not think that this consideration gave a conclusive answer to the question whether the new law was prejudicial to the plaintiff in such a case. It was true that he obtained less in his own currency than he would have received under the old law, but much depended on what had happened to the real purchasing power of the plaintiff’s currency between the dates of breach and judgment. The Commission concluded that the question of prejudice to the plaintiff could not be answered in the abstract once purchasing power was taken into account, so that it could not be postulated that either the breach date or the date of actual payment rule produced the more equitable results in all cases.
Suggestions had been made that were designed to obtain just results in all cases under a rule that recognized the date of actual payment. Some of the suggestions were that the plaintiff should have the option of choosing between the exchange rate in effect on the date of breach and on the date of actual payment; that the court should have a discretion to choose the date; and that the plaintiff should be able to assert an independent claim for damages caused by the defendant’s delay.
The solution preferred by the Commission is prejudgment interest at the rate considered most appropriate by the court, even though this solution might still fail to yield perfect results in the absence of compounding. British Columbia statutory law grants the courts the discretion to award prejudgment interest at the rate deemed appropriate, provided that the rate must be not less than the rate prescribed by law for postjudgment interest. The Commission concluded that the basic rule should be that British Columbia courts award the rate of interest in effect in the country of the foreign currency if the courts receive authority to express judgments in foreign currency.
The Commission noted that the rule on interest it preferred was followed in the second Miliangos case,25 in which the plaintiff’s claim was to be finally disposed of in the light of the decision of the House of Lords in the first case. In the second Miliangos case, the court chose the simple rate of interest on the Swiss franc in Switzerland:
In my judgment the approach in English law should be: if you opt for a judgment in foreign currency, for better or for worse you commit yourself to whatever rate of interest obtains in the context of that currency.26
(The court refused to award the compound interest rate available in Switzerland, holding that such a rate was appropriate when a party was accountable for money wrongfully used for his own purpose, but the defendant had not behaved in this way.) In a British Columbia case discussed earlier in this chapter,27 the Supreme Court directed that the British Columbia prejudgment rate of interest applied to the plaintiff’s recovery of the Canadian dollar equivalent of a debt expressed in Austrian schillings under a judgment in which the schillings were translated into Canadian dollars at the exchange rate prevailing on the date of the judgment. The court held that it could not give judgment in schillings. The subject of interest is considered in more detail after the further discussion of Canadian law.
The British Columbia Commission did not think there was any great need for recognition of a special cause of action for damages for delayed payment as a means of achieving justice not ensured in some circumstances by the rule relating to application of the exchange rate prevailing at the date of actual payment. Prejudgment interest would go a long way toward compensating the plaintiff whose currency had depreciated, because normally the rate of interest on a currency increases as the currency depreciates. (The Report did not mention that this correlation has not always occurred.) The Commission considered the possibility of recommending that courts should have a discretion to choose the rate of exchange prevailing at any date between the date of breach and the date of actual payment. The idea was that the court would be empowered to exercise the discretion only in exceptional circumstances to do justice between the parties. The Report noted that there had been some dubiety among members of the Commission, but finally the Commission agreed not to recommend that the courts should have any such discretion. One reason for reaching this agreement was that the discretion would introduce a degree of uncertainty into operation of the law.
The British Columbia Commission considered the question whether under the Canadian Constitution the topic of the treatment of foreign currency claims was reserved exclusively to the Federal Government or to the Provinces. The Commission concluded that there was no fundamental impediment to provincial legislation on this topic.
The British Columbia Commission examined also the effect of section 11 of the Currency and Exchange Act and concluded that the provision was ambiguous, did not necessarily apply to judgments, and was not intended to prevent the expression of judgments in a foreign currency. The purpose of the provision was to establish that only one currency was legal tender in Canada and to eliminate the pre-Confederation practice of recognizing that numerous currencies had the character of legal tender. Canadian courts should hold that the provision did not prevent adoption of the Miliangos doctrine when causes of action based on claims to foreign currency are litigated in Canadian courts.
Even if section 11 meant that judgments had to be expressed in Canadian currency, which was the prevailing view, it might still be no infraction of the provision to follow English practice and formulate judgments that would be consistent with the Miliangos doctrine. That is to say, a judgment would order the defendant to pay a specified sum in the appropriate foreign currency or the equivalent, at the time of actual payment, in Canadian currency.
The Commission made four recommendations, of which the first three were formulated as follows:
Legislation be enacted which reflects the following principles:
(a) In circumstances where a currency other than the currency of Canada will most truly express a person’s loss or claim and will most fully and exactly compensate him then a court shall order that judgment be entered in a form which states the defendant’s liability in the other currency or the equivalent, at the time of payment, in Canadian currency.
(b) Paragraph (a) should apply mutatis mutandis to arbitration proceedings.
(a) Ancillary rules of practice concerning the assertion and enforcement of foreign money claims should be promulgated under the Court Rules Act.
(b) The form of judgment provided by the rules should be comparable to the following:
THIS COURT ORDERS that the defendant(s)__________ pay to the plaintiff(s)
(i) (state the sum in foreign currency in which judgment has been ordered to be entered), and
(ii) (interest as claimed or, interest pursuant to the Court Order Interest Act) or the equivalent, at the time of payment, in Canadian currency, and costs to be taxed.
The Court Order Interest Act should be amended by adding a provision to the effect that the court, in the exercise of its discretion as to the rate of interest, should, when awarding interest on a judgment stated in a foreign currency, have regard to the foreign interest rates which prevail with respect to that currency.28
After the British Columbia Commission issued its Report, the Province of Ontario adopted new provisions for the translation of foreign money claims. The provisions are included in Section 131 of Ontario’s Courts of Justice Act and became effective on January 1, 1985. The rules are similar in some respects to the conclusions and recommendations of the British Columbia Commission’s Report, but differ in other respects. An important difference is that the Ontario legislature concluded that section 11 of Canada’s Currency and Exchange Act prevented the expression of judgments in a foreign currency. The new provisions of Ontario law are these:
131(1) Subject to subsections (3) and (4), where a person obtains an order to enforce an obligation in a foreign currency, the order shall require payment of an amount in Canadian currency sufficient to purchase the amount of the obligation in the foreign currency at a chartered bank in Ontario at the close of business on the first day on which the bank quotes a Canadian dollar rate for purchase of the foreign currency before the day payment of the obligation is received by the creditor.
(2) Where more than one payment is made under an order referred to in subsection (1), the rate of conversion shall be the rate determined as provided in subsection (1) for each payment.
(3) Subject to subsection (4), where, in a proceeding to enforce an obligation in a foreign currency, the court is satisfied that conversion of the amount of the obligation to Canadian currency as provided in subsection (1) would be inequitable to any party, the order may require payment of an amount in Canadian currency sufficient to purchase the amount of the obligation in the foreign currency at a chartered bank in Ontario on such other day as the court considers equitable in the circumstances.
(4) Where an obligation enforceable in Ontario provides for a manner of conversion to Canadian currency of an amount in a foreign currency, the court shall give effect to the manner of conversion in the obligation.
(5) Where a writ of seizure and sale or notice of garnishment is issued under an order to enforce an obligation in a foreign currency, the day the sheriff, bailiff or clerk of the court receives money under the writ or notice shall be deemed, for the purposes of this section and any obligation referred to in subsection (4), to be the day payment is received by the creditor.29
The Ontario statute is consistent with the conclusion of the English Law Commission that the parties to an obligation should be free to agree on the rate of exchange at which a foreign currency obligation shall be translated into the currency of the forum, or on the date of the prevailing rate that is to be applied for this purpose. The statute differs from the views of both the English and the British Columbia Commissions in empowering a court to choose a rate of exchange prevailing at a date other than the date of actual payment if equitable considerations justify this departure. Under the Ontario rule, a contractual prescription of exchange rate will exclude both the statutory date under subsection (1) and the court’s discretion to choose a date that would prevent inequity.
Subsection (1) of the Ontario statute achieves a result in Canadian currency close to the Miliangos body of law and the recommendation in the British Columbia Commission’s Report by rejecting the breach date rule. Indeed, by choosing the rate of exchange in effect on the day before receipt of payment by the plaintiff, Ontario has chosen an exchange rate that may be even later than under English practice, according to which, if it is necessary for the court to authorize enforcement of a judgment, the appropriate rate of exchange is the rate prevailing on the day when enforcement is ordered. There can be delay between adoption of the order and execution of it.
The dictum quoted above from the second Miliangos case must be seen within the broader context of English law on the award of prejudgment interest for late payment. The subject of interest merits this excursus because of the economic deduction that prima facie there is an inverse relationship between exchange rates and interest rates. It will be seen that the Miliangos doctrine has had considerable influence on the subject of interest also.
The English Law Commission’s Report explains that the recovery of interest is determined to a large extent by the lex causae.30 The right to recover interest on a contractual debt by virtue of an express or implied term in the contract is governed by the proper law of the contract. If the proper law is foreign, the court will have to determine whether or not under the foreign law a creditor is entitled as of right to interest on an overdue debt. If the proper law of the contract is English law, interest is not recoverable as of right in the absence of a term in the contract to that effect. The court, however, has a discretion to include interest in any sum for which a judgment is given or to award interest on any sum paid after commencement of the proceedings but before judgment. A claim for interest not as an express or implied term of the contract but as damages for breach of contract is governed by the proper law of the contract. According to the Report, there was no direct authority on the law with respect to the right to recover interest in the case of a claim in tort.
Once it is determined that the lex causae enables the plaintiff to claim interest, the second question to be settled is the law that governs such issues as the rate of interest or the award of compound interest or simple interest. The choice to be made is between (a) the lex causae as the law governing the right to interest, on the theory that the further issues are substantive in character and (b) the lex fori as the law that governs matters of procedure, on the theory that the further issues are procedural in character.
If the claim to interest is by virtue of a term of the contract, the issues are resolved according to the proper law of the contract. The law was unclear on the rate of interest when interest is claimed by way of damages. There was no authority in tort, and the authorities were in conflict in relation to contractual claims for interest as damages. Some opinion favored English law as the lex fori and other opinion preferred the proper law of the contract. If English law applies, either as the lex fori or because English law is the proper law of the contract, the court has a discretion to grant simple interest. According to the approach in the second Miliangos case, the court should exercise its discretion, if the payment is expressed in a foreign currency, by award of the prevailing rate of interest on that currency in the country of the currency. In a later case, however, the Court of Appeal has stated that this principle is prima facie guidance only.31
The English Law Commission concluded that, on the whole, the settled law as summarized above was satisfactory, but the Commission set forth its preferences where the law was uncertain.32 The conclusions were, first, that the lex causae should govern the questions (a) whether there is a right to claim interest on the basis of a contractual term and (b) whether there is a claim to interest as damages. Second, if interest is claimed by virtue of a contractual term, both the validity of the term and the rate at which interest is to be paid33 should be governed by the proper law of the contract. Third, English law as the lex fori should govern the rate of interest for damages. Fourth, when the court exercises its discretion to award interest, it should do so, prima facie but not as an absolute rule, at the rate prevailing in the country of the currency in which the judgment is expressed.
In a case34 decided after the Commission’s Report, one of the questions before an English court was whether it had a discretion to award interest on a judgment of a Saudi Arabian court expressed in the currency of that country. The English proceedings were brought to enforce the judgment. Interest on the Saudi Arabian judgment is not payable under the law of that country. It was argued that, for this reason, an English court could not award interest, because the question of interest in legal proceedings is a substantive and not a procedural issue. This argument, for which the second Miliangos case was cited, was rejected. The court held that the statutory provision granting courts a discretion to award interest had to be classified as procedural and not substantive. Therefore, English law, the lex fori, applied, and not the proper law of the obligation. The decision would not affect contractual rights to interest, but it appears that interest on claims to damages for breach of contract or for tort, where there is no express or implied contractual right, is now governed by English law as a matter of procedure.
The English Law Commission dealt also with postjudgment interest—that is to say, interest on judgment debts—and concluded that the Miliangos doctrine made a legislative change in the law desirable in relation to judgments and arbitral awards expressed in a foreign currency.35 Existing legislation provides that every judgment debt shall carry the rate of interest fixed by order and in force at the date of the judgment.36 The reform proposed by the Commission results from the anomaly that while prejudgment interest may be awarded in some cases at the rate prevailing on a foreign currency in the country of the currency, according to the principles summarized above postjudgment interest, whether on judgments expressed in sterling or in a foreign currency, is always fixed in the light of the interest rates prevailing in the United Kingdom at the date of judgment. This rate applies automatically.
The Commission was of the opinion that the Miliangos principle that foreign currency claims are not to be treated as sterling claims applied after judgment as forcefully as before judgment. The Commission recommended, therefore, that the High Court and arbitrators should be empowered to direct that a sum expressed in a foreign currency in a judgment or in an arbitral award should carry interest at such fixed or variable rate as the court thinks fit instead of the statutory rate that would otherwise apply.
The Third Restatement contains the following Comment by the American Law Institute on prejudgment and postjudgment interest:
The date for commencement of interest on an obligation or a judgment is determined by the law of the forum, including its rules on choice of law. When a statutory rate of interest is applicable in the forum, that rate must be applied, even if the judgment is given in a foreign currency. If no statutory rate of interest is applicable, the court may, in appropriate cases, order interest to be based on the interest rate applicable at the principal financial center of the state issuing the currency in which the judgment is payable.37
This Comment is condensed and not altogether clear, although it appears to lean more toward the domestic rules of the lex fori than the lex causae, which may be foreign law. The clause “including its rules on choice of law” in the first sentence, however, might mean that the right to interest is determined by the lex causae if that solution is permitted by the private international law of the forum. The second sentence, however, makes the statutory rate of the forum applicable for both prejudgment and postjudgment interest whatever may be the currency in which a judgment is expressed. Only if the lex fori contains no statutory rate of interest will the court have discretionary authority to apply the rate of interest prevailing on the foreign currency in which the judgment is payable.
Section 9(a) of the proposed Uniform Foreign-Money Claims Act endorses a thorough dedication to the lex causae on prejudgment interest, in some aspects of which it goes beyond the English Law Commission and the Third Restatement. If a foreign money claim is involved, the recovery of prejudgment or pre-award interest and the rate of interest in an action or distribution proceeding are considered matters of substantive law governing the right to recovery under the conflict of laws rules of the forum. Both the right to the recovery and the rate of interest are subject to the private international law of the forum State. A comment describes this rule as the majority rule in the United States. A comment in the January 1989 draft recognized that considerable authority exists in favor of regarding interest rates as matters of procedure and therefore governed by the lex fori without reference to conflicts rules of the forum. The commentary in the January 1989 draft explained that the treatment of interest rates as substantive rather than procedural was related to the choice of the payment date rule for the translation of foreign currencies, and that the effect would be that in most cases the foreign rate of interest would be applicable. This assertion was not explained.38 The earlier comment has been omitted from the commentary on the final version of the Act.
The final commentary recognizes that the provision on prejudgment interest differs from English law on the subject. The commentary states the English law to be that the court will apply either the rate of interest the plaintiff pays on borrowing or the rate of interest applied on the foreign currency of the judgment in the country of that currency.
The commentary in the January 1989 draft noted that domestic law on interest in the United States varied greatly. Some jurisdictions awarded fixed interest rates, others variable rates. Three jurisdictions (one of which was the United States) permitted compounding. This last practice—one would have thought the difference between fixed and variable rates also—permitted forum shopping by parties seeking foreign money judgments. The conflict of laws approach, it is said, would ensure that forum shopping was of no avail.
Another comment in the January 1989 draft was that, according to economists, current interest rates reflect expectations about future inflation (which will affect exchange rates), but prejudgment interest relates to the past and therefore should be based on compensation for the actual lower purchasing power of money. The commentary drew no normative conclusion from this contrast, but the argument could be made on the basis of it that prejudgment interest should be awarded at rates prevailing from time to time since the cause of action arose.
A comment in the final version includes the caveat that although prejudgment interest is one form of damages, provision for prejudgment interest must not be understood to preclude other damages that can be awarded under the substantive law applicable to the determination of damages in accordance with the private international law of the forum.39 For this proposition, the comment draws attention to the New Zealand Naylor case discussed in Chapter 11 and later in this chapter.
Section 9(b) of the Uniform Foreign-Money Claims Act provides that the prejudgment or pre-award interest that would otherwise be payable in a judgment or award in foreign currency may be increased or decreased in certain circumstances to the extent that this qualification is imposed by the law of the enacting State. The circumstances are defined as those in which there is “a failure to make or accept an offer of settlement or offer of judgment, or conduct by a party or its attorney causing undue delay or expense.” Some American States reduce or increase interest rates in order to encourage realistic pretrial offers of settlement and the acceptance of them. The realistic character of an offer is assessed by measuring the offer against the ultimate judgment or award. The increase or decrease in the rate of interest can be considered a sanction against one party or the other. The enacting State may provide, for example, that in the circumstances it specifies the rate of prejudgment interest will be the rate of the lex fori on U.S. dollar claims instead of the rate on the foreign money claim under the lex causae. A comment explains that the State laws under which there is authority to modify the rate of prejudgment or pre-award interest can be considered as either procedural or an expression of public policy, for either of which reasons the lex fori should be applicable.
Finally, Section 9(c) of the final version of the recommended Uniform Act establishes a distinction that was not made by the January 1989 draft. Under that draft, no distinction was made between prejudgment and postjudgment interest, and the provisions as explained above for prejudgment interest applied to postjudgment interest also. Section 9(c) of the final version of the Uniform Act provides, however, that postjudgment interest on a foreign money claim is imposed at the same rate as applies to other judgments of the enacting State, namely the rate that applies to judgments on dollar claims.
The commentary explains that the drafters faced a problem that led them to prefer the solution of Section 9(c). The explanation is that great discrepancies exist among the States in their rates for postjudgment interest. Most countries, including the United States, have fixed statutory rates, which therefore do not respond to changes in the rate of inflation. The implication of this remark appears to be that the economic relationship between exchange rates and statutory interest rates is not allowed to function in the normal way. Without this impediment, the relationship would normally bring about changes in the postjudgment interest rate awarded by courts. To allow the lex causae to determine the interest rate in these circumstances could produce the undesirable consequence of undercompensation or overcompensation. Application of U.S. interest rates to the foreign money judgments of courts in the United States might have similar consequences. The choice between the two sets of undesirable consequences might as well be determined by traditional private international law under which interest on judgments is classified as a problem of procedure and governed by the lex fori.
In an Admiralty action in Cyprus,40 the plaintiff, ships agents in Spain, entered into a contract with the defendant, a Cypriot firm carrying on business of various kinds related to shipping. Under the terms of the contract, the plaintiff, in return for a commission, agreed to find cargo for three of the defendant’s vessels that were to call at Spanish ports on various dates. The third vessel failed to call at the agreed date or at any later date. The plaintiff claimed the loss of commission and the expenses incurred in procuring cargo as damages in consequence of this failure. The parties reached agreement on the plaintiff’s damages at a sum in Spanish pesetas, and the court gave judgment expressed in pesetas for this sum.
The court referred to the Miliangos line of cases:
The decision in Miliangos is a species of judge-made law in response to the problems of our times, such as inflation and great fluctuations in the rate of exchange between various currencies. The internationalization of trade and the use of more than one currencies [sic], as a basis for exchange, were, on surmise, the basic reasons behind the recent evolution of the law.41
The development of English law along its present lines was dictated not by any problems peculiar to English society but by the need to facilitate international trade and keep the avenues of commerce open, considerations relevant to the policy of the law in every country. The solution is a just one and in the absence of any legislative restrictions, it should be followed in Cyprus with equal benefit.42
The legislation of Cyprus regulating the authority of courts to issue judgments placed no restrictions on the power of the court to give judgment in any particular currency. On the contrary, the courts are expressly authorized to issue judgments on “such terms and conditions as the court thinks just.” The power was broad enough, the court held, “to do justice, in this area, in the light of the merits of each case.”43
Isaac Naylor & Sons Ltd. v. New Zealand Co-operative Wool Marketing Association Ltd.,44 decided by the New Zealand Court of Appeal, is an example of the effect the Miliangos case can have even in jurisdictions in which the courts hold that they are unable to express judgments in a foreign currency. The case is discussed in Chapter 11 of this volume, so that it is necessary to recall only a few salient facts here. Naylor, an English company, purchased wool from the Cooperative, a body of New Zealand wool farmers. The practice of the Co-operative was to have sterling receipts converted at once into New Zealand currency and remitted to New Zealand. Naylor was aware of this practice. Shipments were delayed at the request of Naylor, subject to reservation by the Co-operative of its rights resulting from the delay. Payments were made by Naylor at the contract price, but the Co-operative claimed that the delay had caused them various losses, including loss occasioned by the depreciation of sterling against the currency of New Zealand, for all of which the Co-operative claimed damages.
Naylor argued that the recovery of damages for exchange losses was ruled out by the principle of nominalism. A debt expressed and payable in a particular currency may be discharged by payment of the same number of units of the currency as is called for by the contract even if payment is delayed and the currency of payment has depreciated during the period of delay. The court rejected the argument of nominalism.
It should be noted that if the court had held the principle of nominalism to be relevant, the Miliangos decision would have seemed more obviously compatible with that principle than the practice that the decision replaced. The Miliangos case held that a claim to Swiss francs in an English proceeding remained a claim to Swiss francs. Under the pre-Miliangos practice, a claim to Swiss francs would have been transformed into an obligation to pay sterling.
The court stated that notwithstanding the attractiveness of the more realistic solutions made possible by the Miliangos doctrine, New Zealand courts could give judgment only in New Zealand currency. Nevertheless, the Miliangos line of cases gave
some encouragement for the approach that in contracts made in international trade and resulting in the exchange of currency by one party, there is no special rule against the recovery of exchange losses. On this approach such losses will be recoverable if the criteria ordinarily applied in damages cases in contract are satisfied. As is well known the most important of these is usually foreseeability.45
The court held that the loss sustained by the Co-operative because of the depreciation of sterling against the New Zealand dollar during the period of delay was foreseeable and therefore not too remote to justify damages. The court awarded damages for the loss.
The court regarded the case as one of first impression on this point of law. The rationale of the decision on the remoteness of damage can be interpreted to mean that in modern conditions contracting parties, at least if they are experienced traders, must be taken to foresee that exchange rates may fluctuate and that, in the circumstances of the case, loss attributable to fluctuation may be the consequence of failure to perform contractual obligations on time. The allowance of damages for this kind of loss may put a creditor in a financial position similar to the one that would result from applying the Miliangos doctrine, even though the court can express judgments in its domestic currency only.
The New Zealand case resembles the English Ozalid case46 in the emphasis placed on the reasonable foreseeability of an exchange loss as a specific loss suffered because of delay in the payment of a currency, foreign to the forum, in which the contract called for payment. In both cases, the defendant had foreseen, or should reasonably have foreseen, that the plaintiff immediately on receiving the currency of payment would have exchanged it for the currency of the forum. The foreseeability of this special fact had to be shown to sustain the claim for damages and not the foreseeability of changes in the exchange rate, about which there should be no controversy. The requirement of proof of the special fact is the reason why the clause “in the circumstances of the case” appears in the preceding paragraph. Foreseeability was emphasized in the Naylor case because of the role it plays in both English and New Zealand law on damages for breach of contract. The specific character of the loss was stressed because both those legal systems are opposed to a straightforward proposition that damages can be recovered for delay in the payment of a debt.
It has been seen that the true understanding of the Ozalid case is subject to some doubt. It is clear, however, that, in emphasizing the need for the foreseeability of special loss to justify a claim for damages, the courts in the Ozalid and Naylor cases were rejecting the principle that a plaintiff has a prima facie entitlement to damages for loss sustained as the result of the fluctuation of exchange rates that occurs after the contractual date for payment. But it has been argued earlier in this study, with the apparent support of the Naylor case in its treatment of remoteness of damage, that contracting parties engaged routinely in international activities will be aware that exchange rates may fluctuate and cause loss. There must be few parties, whatever their transborder activities may be, who are not aware of these conditions.
If judicial notice were taken of this evident fact, something like a prima facie entitlement to compensation for late payment would be recognized. The dividing line between general loss and special loss might be difficult to discern, and might disappear for practical purposes. The effect of such a development would be nullified to a large extent, however, if foreseeability were understood to require foreseeability not of the obvious fact that exchange rates are fluctuating but of the exchange rates that actually emerge. In these days of volatile and sometimes erratic changes in exchange rates, it is extraordinarily difficult to foresee the course that the exchange rates for many currencies will take over the short, medium, or long term.
Legislators and courts might oppose a prima facie entitlement to damages for loss because of fluctuating exchange rates and late payment because such a principle would seem to favor plaintiffs with foreign currency claims and to discriminate against plaintiffs with domestic currency claims. Evidence exists of such an attitude. Article 4 of the Annex to the Council of Europe Convention on Foreign Money Liabilities (1967) provides that if a monetary obligation, including a debt, is paid late and the creditor suffers a loss as the result of adverse exchange rate fluctuations, the creditor is automatically entitled to an additional sum equivalent to the difference between the rate of exchange prevailing at the date of maturity and at the date of actual payment. If exchange rates behaved in the same way between the date of judgment and the date of actual payment, the creditor would have a similar right to compensation under Article 7. The English Law Commission criticized these provisions because they gave an automatic right to damages irrespective of the currency in which the judgment should properly be expressed under the Miliangos doctrine. The Commission preferred the Miliangos approach as a means of doing justice in a world of fluctuating exchange rates rather than a right to damages for the late payment of a debt (except when there was a specific and foreseeable loss). Furthermore, there should be no special exception for foreign money obligations.
We believe that the introduction of a specific right of compensation applicable to foreign-currency creditors but not to those whose claim is in sterling would create an anomaly.47
The Commission advised that the United Kingdom should not become a party to the Convention, and this advice has been followed. The Commission might not object to a rule on the award of compensation for the late payment of a debt if English law should develop a general right of this kind.
In a case of first impression in Scotland,48 L. owed C. Bank a debt in deutsche mark as the result of a loan. L. failed to repay, and C. Bank sought judgment for the deutsche mark amount of the loan or the sterling equivalent. The Lord Ordinary reviewed the Scottish cases, the general tenor of which can be summarized by citing a sentence from an earlier judgment:
I think the inconvenience involved in attempting to enforce a decree expressed in foreign currency is too great to justify me in granting the warrant craved.49
The Lord Ordinary then reviewed the Miliangos line of cases, and recommended that they should be followed. If they were not followed,
it seems that we would be falling behind England and, I think, other European countries in allowing procedural rules to produce relative injustice in times of sudden and substantial variations in exchange rates.50
The option to repay in sterling was necessary, because a debtor willing to repay in the appropriate foreign currency might be prevented from doing so by exchange control in force at the time of repayment. But in view of the novelty and importance of the issue, the Lord Ordinary reported the cause to the Inner House (a superior court).
The Inner House held that in conditions of rapidly fluctuating exchange rates it was not bound by former decisions on the expression of judgments, and it was free, therefore, to consider the problem in the light of the true objectives of the law of Scotland. For this purpose, the court quoted the following remarkable passage on the law as it stood at the end of the sixteenth century:
[22] . . . In the case, firstly, of a transaction between the subjects of different sovereigns, the creditor is not bound to accept payment in the money of his debtor’s country if any prejudice would be caused to him thereby (D. 46.3.99). . . . The sound rule, however, in these matters is that strict regard should be paid to the terms of the bargain between the parties. Thus, if the agreement is that payment should be made in the usual coin of the realm current for the time being—which is a common form of agreement—then it should receive effect, and the nominal value of the public coin will become the measure of the private debt. But sometimes it is specially provided that the loan shall be made in gold, in ‘écus’ as is sometimes provided, or in angels, or testers; and in that case repayment must be made in the stipulated coin, or in the like quantity and quality of the precious metal. A creditor thus avoids the risk of being the loser by accommodating his debtor which he may have done without stipulating for interest. . . . [23] If the parties have made no special agreement on the subject, and the value of the currency has become depreciated since the debt was incurred, it becomes important to ascertain whether (on the one hand) the debtor has been late in making payment, or whether (on the other hand) the creditor has been at fault in not accepting it. In the former case, the loss arising from a fall in the value of the currency, occurring subsequent to the date fixed for payment, falls on the debtor. In the latter case, the loss arising from a similar cause falls on the creditor, provided he has refused to accept payment when tendered to him.51
The court concluded that the objectives in this statement were the same as those declared by the House of Lords in the Miliangos case, including the now famous statement by Lord Wilberforce that a creditor contracting for Swiss francs does not bargain for sterling and that rules of procedure, unless imperative, should not be allowed to alter the bargain. The court applied a solution similar in all respects to the Miliangos doctrine.
The discussion of relevant South African jurisprudence can begin with a decision of the Witwatersrand Local Division of the Supreme Court in 1984.52 The plaintiff entered into contracts to purchase a specified quantity of a commodity from the defendant against payment in South African currency. The defendant wrongfully repudiated the contracts. The plaintiff suffered loss as a result of purchasing the commodity from another supplier for U.S. dollars at a higher price. The court held that not only was the defendant entitled to pay in rand, but also that the court was obliged to give judgment in that currency, although the court confessed that it could not find the origin of the latter rule. The issue was the choice of the appropriate exchange rate for translating U.S. dollars into rand.
That exchange rate according to the plaintiff was the one prevailing at the date of judgment, and according to the defendant the rate prevailing at the date when the breach occurred. The defendant’s contention would produce an amount in South African currency equivalent to about 55 percent of the amount claimed by the plaintiff.
On the strength of Roman-Dutch authority, South African cases, and South African authors, the court decided to adopt the defendant’s contention. Fluctuations in exchange rates subsequent to the date of breach had to be ignored. It was possible that the loss suffered by the plaintiff as a result of the depreciation of the U.S. dollar since the date of breach could be recovered as an additional head of damage, but this point had not been argued. The court held that to apply the exchange rate prevailing at the date of judgment would alter the quantum of the debt according to the fortuitous date when judgment was given after the plaintiff chose to bring his claim.
Otherwise, why should the depreciation in the value of money caused by inflation, or, maybe one day its appreciation, between breach and actual payment, not similarly be taken into account? It was not suggested that this can be done, or is, done.53
The court discussed the Miliangos case and subsequent English cases and referred to “the attractive and persuasive reasoning”54 in them. The cases rested, however, on the ability of English courts to express judgments in foreign currency and therefore to apply the exchange rate prevailing at the date of judgment or later. The plaintiff could not rely on the doctrine of the English cases, because South African courts had no power to give judgment in a foreign currency, and the plaintiff had not argued that there was such a power. The court applied the exchange rate in effect at the date of breach.
The next case in the development of South African jurisprudence was decided in June 1986 by the Appellate Division, the highest court.55 In a consolidated action in rem in Admiralty under an English Admiralty statute of 1890 that applied in South Africa, a number of seamen claimed wages due and payable to them by the owner of a vessel. The claims were expressed in U.S. dollars. The court first held in February 1986 that this fact raised the questions (a) whether the court’s order in such a case was to be expressed in dollars or in rand, (b) the date of the exchange rate for translating dollar claims into rand, and (c) who should make the calculation in view of the fact that the appropriate rate of exchange prevailing on the relevant date or dates would have to be ascertained. As these questions had not been canvassed, the parties were permitted to file their written agreement on the questions.56
The order did not imply that the decision of these matters was being delegated to the parties, because the court declared that it would formulate its final order after having received details of the parties’ agreement. The parties did not reach agreement, so that the court had to answer the questions without any benefit that it might have derived from an agreement. The seamen argued that the Miliangos doctrine should be regarded as declaratory of the English common law as of 1890, which was applicable in admiralty, and should be followed by the South African court. The owner argued that an English admiralty court sitting in 1890 would not have applied the Miliangos doctrine. The House of Lords in the Miliangos case was departing from the earlier law and was not expounding the common law with retrospective effect.
The Appellate Division in its second decision recalled that the dissenting Law Lord in the Miliangos case (Lord Simon) had said that the majority opinion
involves that the law must be deemed always to have been as my noble and learned friends now declare it.57
Nevertheless, in the opinion of the Appellate Division, it would be wholly unrealistic to regard the Miliangos decision, which relates essentially to matters of a procedural character, as representing the law and practice current in the English Admiralty Court of 1890. The decision was a radical (perhaps “revolutionary”) departure from the established rules of practice, dictated by changed conditions in exchange rates and currency stability. The court decided, therefore, that judgment in the case had to be expressed in rand, and that the breach date rule should apply.
This conclusion posed a novel difficulty in the choice of exchange rates. The seamen’s claims included a variety of items: payments for wages, overtime, Saturday and Sunday work, holidays, leave, subsistence. The seamen were paid monthly. The court noted that while determination of the monthly shortfall might be possible in respect of some items, other items would raise difficulties. Furthermore, it would be complicated and cumbersome to ascertain and apply a separate exchange rate for each monthly amount. In the circumstances of the case, it was not possible to apply the breach date rule, and so an alternative ad hoc procedure would be necessary. The court decided to adopt the global amount for each seaman as calculated by the trial court, and that March 15, 1980 would be chosen as the date that would determine the applicable (middle) exchange rate. That day was the last one of the period that formed the basis of the seamen’s claims. The calculation in rand would be made by the Registrar of the trial court. The Appellate Division emphasized that its decision related solely to the circumstances of the case and that the decision would not necessarily be a precedent for actions under the Admiralty statute of 1983. If the court was able and willing to be practical and flexible about calculating the seamen’s claims as a matter of procedure, why should the court not have been equally practical and flexible about a Miliangos solution as it too was considered essentially procedural?
A third case to be examined as part of this jurisprudence was decided by the Cape Provincial Division in August 1986.58 The Japanese plaintiff issued a summons against the South African defendant for an amount in rand. The alleged cause of action was based on a contract dated August 19, 1982 under which the plaintiff would manufacture certain machinery for the defendant and would deliver the machinery f.o.b. at a Japanese port, in return for payment of a specified amount of yen, to be effected by an irrevocable letter of credit due at sight. The defendant failed to provide the letter of credit, although the plaintiff had tendered the machinery against payment. The plaintiff claimed an amount of rand calculated at the yen-rand exchange rate in effect on August 19, 1982.
The plaintiff, after instituting these proceedings, gave notice of a proposed amendment to its pleadings. The defendant’s objection to the proposal gave rise to the issue in the case. Among the changes the plaintiff wished to make was a request for an order requiring the defendant to pay the amount in yen specified in the contract and alternatively the rand equivalent at the exchange rate obtaining on the date on which payment would be effected. The defendant’s objections were, first, that a South African court can express its judgments in rand only (save in the exercise of admiralty jurisdiction); and, second, that the English rule permitting judgment to be given in a foreign currency and translated at an exchange rate prevailing at a date related to enforcement, instead of the contractual due date, was contrary to Roman-Dutch law.
The court dismissed both of the defendant’s objections. The Witwatersrand case was distinguished on the ground that it involved a claim by a foreign creditor seeking damages against a South African debtor in a South African court. In such a case, the court thought, damages would probably be awarded in rand, calculated at the exchange rate prevailing at the date of breach. The instant case was different: it involved a foreign creditor seeking to enforce in a South African court, as the forum of the debtor’s domicile, a contractual debt payable in a foreign currency at the creditor’s domicile. In such a case, unless there was a rule of law to the contrary, logic and morality dictated that the plaintiff should receive what he had bargained for. The terms of the contract should not be changed by substituting another currency for the foreign currency of payment.
A tardy debtor suffering disadvantage as a result of adverse developments in exchange rates would have no one to blame but himself for his loss. A creditor detrimentally affected by his debtor’s delay in making payment is not in law prevented from claiming damages occasioned by the delay while at the same time holding the debtor to the agreement. For his part, the creditor is obliged to mitigate damages. It will be observed that the court held that a creditor can claim damages for delayed payment of a foreign currency debt, as was held by the New Zealand court in the Naylor case and perhaps by the English court in the Ozalid case.
The court could find no rule of law that barred the expression of a judgment in a foreign currency. Any so-called rule probably had its roots in practical convenience. An unsatisfied judgment leads to process in execution. South African bidders are not likely to offer yen for the debtor’s assets put up for sale to satisfy the judgment.
The court held that logically the translation of a foreign currency into South African currency had to be made when payment takes place and not when it falls due. To hold otherwise would pave the way for a defaulting debtor to profit by his default. Cases in which the due date had been applied were distinguishable or wrong.
In a case59 decided on May 15, 1987 the full bench of the Natal Provincial Division was thus faced with the conflicting conclusions of the single judge of the Witwatersrand Local Division and the single judge of the Cape Provincial Division. The plaintiff, a Danish company, carried on business in Copenhagen as shipowners; the defendant, a South African company, carried on business as a ship repairer in Durban. The lower court had held that the plaintiff had suffered loss, either in the sense of expenditures or moneys not received, in amounts of U.S. dollars, Danish kroner, and rand. The lower court followed the Witwatersrand decision and held that judgment for these amounts could be expressed only in South African currency.
The Natal court preferred the approach of the Cape decision and held that the so-called rule that judgments had to be expressed in the domestic currency was rooted in supposed reasons of convenience related to execution. A court might want to take these considerations into account in exercising a discretion on the currency in which judgment should be expressed, but there was no absolute prohibition of the expression of judgments in a foreign currency. The modern English approach was said to be in accordance with this view. For determining the appropriate currency, the court cited with approval the criteria applied in the English cases of The Despina R and The Folias.
The court held that it had a discretion to decide what was the appropriate currency in the circumstances of the case. The fact that the amount of damages might have to be assessed in a foreign currency at the date of breach did not mean that those damages had to be quantified in South African currency as at that date. In the instant case, according to the criteria of the English cases, the plaintiff felt his loss in the three foreign currencies.
When judgment is given in a foreign currency it is necessarily implicit that it may be satisfied in South Africa by payment in the foreign currency or by the payment of its equivalent in rand when paid.60
The Cape decision had held that a judgment could be expressed in a foreign currency when a contractual debt was payable in that currency. The Natal court went further and held that damages for breach can be awarded in a foreign currency in appropriate circumstances.
The Durban and Coast Local Division,61 on August 12, 1987, gave further evidence of the new tendency, but added an interesting nuance on causation in dealing with the consequences of this development. The plaintiff conducted a maritime service between Europe and South Africa. The defendants were liable under Section 5(4) of South Africa’s Admiralty Jurisdiction Regulation Act 105 of 1983 for the improper arrest of the plaintiff’s vessel. The issue was the quantum of the plaintiff’s loss and damage caused by the arrest. On this issue, admiralty law was the same as English and South African common law.
The parties agreed on the amounts of U.S. dollars that should be awarded for loss of hire and the consumption of fuel. The parties agreed on the amount in rand for port, agency, and marine charges, but disagreed on whether judgment for this collective item should be expressed in that currency or in U.S. dollars. The charges had been incurred and settled in rand. The plaintiff’s argument was that freight moneys payable in South Africa were due in dollars but collected in rand at the exchange rate between the two currencies prevailing at the date of arrival of a vessel. From time to time, the plaintiff’s agents remitted the dollar equivalent of these collections to the plaintiff’s headquarters in Geneva. The plaintiff contended that if the charges had not been incurred because of the wrongful detention of the vessel, the agents would have remitted the dollar equivalent of a larger amount of rand. In addition, a more favorable rate of exchange would have applied than the current one, because the rand had depreciated against the dollar. The defendants’ argument for expressing this item in rand was that the charges had been incurred and paid in that currency, and that if the rand had not depreciated there would have been no issue. The proximate cause of the loss, therefore, was the exchange rate and not the attachment of the vessel.
The court accepted the defendants’ argument, and, applying the criterion of the currency in which the loss is felt as stated in The Despina R, held that this currency was the rand. In reaching its conclusion, the court emphasized that “the money did not have to be sent here from overseas to pay the claims but was already here in rands to pay. . . . It is somewhat difficult to imagine, had the rate of exchange gone the other way, that the plaintiff would not have insisted on an award of R4 302,69!”62
It is submitted that the location of funds should not necessarily settle the question of the currency in which an enterprise suffers a loss if the single main base of its activities, to which receipts are remitted, is in another country. As for the court’s comment on appreciation, it does not follow that the choice of the appropriate currency should be left to the discretion of the claimant and not determined by the court in accordance with established rules.
A more surprising aspect of the opinion is the court’s reaction to the alleged issue of causation. In fact, there was no issue once the court decided that the appropriate currency for the item in question was the rand. The depreciation of the rand was then irrelevant. But suppose that the appropriate currency was the dollar. It should not be held on that hypothesis that the depreciation of the rand against the dollar was too remote to be taken into account. A cause of action does not arise because of a depreciation. A cause of action is always something else—such as the improper arrest of a vessel as in this case—but the loss arising from such wrongful behavior can then be increased by the depreciation of a currency against the appropriate currency.
Various legal fees and charges incurred in the United Kingdom, the Netherlands, and Durban were to be treated and recovered as allowable costs of the legal proceedings in which they were incurred and not as damages, so that the issues of the appropriate currency and exchange rates did not arise in relation to this collective item. A party has to finance his own litigation and, if successful, to recover such costs as he may be entitled to through the applicable process. If actual costs exceed recoverable costs, the balance cannot be claimed as damages. Certain legal costs incurred in the United Kingdom were distinguished, however, as not having been related to litigation and could be treated as damages. The items of damages awarded to the plaintiff were expressed respectively as amounts of U.S. dollars, rand, and sterling, or, in other words, the currency of the U.K. forum and two currencies foreign to that forum.
In August 1987, the High Court of Zimbabwe considered the question whether judgments had to be expressed in the currency of that country.63 The plaintiff claimed damages in U.S. dollars for misrepresentation as the result of which it alleged it had made an overpayment to the defendant of a substantial amount of U.S. dollars. The court reviewed the English precedents and the first three South African cases discussed above. The defendant applied to have the reference to U.S. dollars struck from the plaintiff’s claim on the ground that a court in Zimbabwe could express judgments only in the currency of the forum. The defendant argued that the law to be administered, according to section 89 of the Constitution of Zimbabwe, was the law in force in the Colony of the Cape of Good Hope on June 10, 1891, and that the law on the matter in issue at that time was the law of England. The court thought, however, that English legal rules in force at that time were persuasive but not binding in the Cape of Good Hope.
The defendant also argued that even if the court could give judgment in U.S. dollars, the alleged loss was suffered in Zimbabwean currency and not in the foreign currency. The court gave judgment in U.S. dollars but did not explain why it failed to accept the defendant’s argument that the loss had not been suffered in that currency. The Supreme Court, the decision of which is discussed below, thought that the lower court had implicitly held that a plaintiff is entitled to judgment in the currency in which the loss was immediately sustained even if the loss was effectively felt or borne in another currency.
The defendant relied on an earlier decision of a Zimbabwean court,64 in which a novel argument was endorsed. In the earlier case, the court thought that English courts had no inhibition about giving judgments in foreign currency because the United Kingdom did not have exchange control legislation. In Zimbabwe, however, judgments could not be expressed in a foreign currency because Zimbabwe did have exchange control legislation. The court in the instant case did not accept this distinction, although it regarded the earlier decision as highly persuasive, because the defendant had not cited any provision of Zimbabwe’s exchange control legislation that prohibits the expression of judgments in a foreign currency. The court pointed to section 11 of Canada’s Currency and Exchange Act 1970 as an example of a statutory provision, for which, however, no corresponding provision of Zimbabwean statutory law had been mentioned. Instead, the court cited with approval the decision of the Cape Provincial Division discussed above.
A strange feature of the case is that, according to the law as seen by the court, the plaintiff, if successful, would be entitled to judgment for the amount of U.S. dollars he claimed or the equivalent in Zimbabwe dollars at the rate of exchange prevailing at the date of payment. The plaintiff, however, claimed, as the alternative to U.S. dollars, Zimbabwe dollars at the exchange rate in effect on April 6, 1984, the due date for payment. The defendant stated that it did not dispute this date. Perhaps the exchange rate in effect on that date was more favorable to the defendant than the exchange rate likely to prevail on the prospective date of payment. The English Law Commission has concluded that parties should be free to agree on the date for the choice of exchange rate,65 and perhaps the defendant’s acquiescence in the date advanced by the plaintiff in its claim constituted such an agreement.
On appeal, the Supreme Court66 agreed with the lower court that there was no legal principle that judgments had to be expressed in the domestic currency. On the contrary, justice between the parties demanded that, if necessary, judgments should be expressed in the appropriate foreign currency. This principle would bring the law of Zimbabwe into line with many foreign legal systems.
Fluctuations in world currencies justify acceptance of the rule not only that a court order may be expressed in units of foreign currency, but also that the amount of the foreign currency is to be converted into local currency at the date when leave is given to enforce the judgment. Justice requires that a plaintiff should not suffer by reason of a devaluation in the value of currency between the due date on which the defendant should have met his obligation and the date of actual payment or the date of enforcement of the judgment. Since execution cannot be levied in foreign currency, there must be a conversion into the local currency for this limited purpose and the rate to be applied is that obtaining at the date of enforcement.67
That the majority of the Law Lords [in the Miliangos case]…opted for a more realistic approach to modern economic conditions is strongly illustrative of the concept, never to be overlooked, that the law is a living system that adapts to the necessities of present times and is to be given new direction where on principle and in reason it appears right to do so.68
The Supreme Court agreed with the lower court that the presence or absence of exchange control legislation was irrelevant.
The reference to the exchange rate obtaining at the date of enforcement of the judgment must be understood to mean that enforcement is necessary in the circumstances of the case. If payment is made without an order for enforcement of the judgment, the exchange rate for translating the amount of the judgment into the domestic currency should be the exchange rate prevailing on the date of actual payment. If enforcement is necessary, the rate of exchange prevailing at the date when enforcement is ordered might be different from the rate when the plaintiff receives satisfaction from the proceeds of sale of the defendant’s assets in execution of the judgment. Application of the earlier rate of exchange, however, may be unavoidable if the rules of the court require that the enforcement order must prescribe the amount to which the plaintiff is entitled in the domestic currency.
The Supreme Court held, notwithstanding the principle it endorsed on the currency of judgments, that the lower court had erred in deciding that the appropriate currency in which the judgment should be expressed in this case was the U.S. dollar.69 The foreign currency was the one in which the loss had been immediately sustained, but that test was not correct for determining the currency of judgment. The correct test was the currency in which the plaintiff avers and proves that the loss had been effectively felt or borne. The plaintiff (respondent on appeal) had suffered its true loss in Zimbabwe dollars. The plaintiff was a Zimbabwean company that conducted its business in Zimbabwe. It had not been alleged that the business was normally conducted in U.S. dollars or that the plaintiff owned holdings of that or any other foreign currency. The plaintiff had been required to obtain permission of the Reserve Bank of Zimbabwe to purchase U.S. dollars with the domestic currency in order to discharge its contractual obligations. This fact was not sufficient to establish that the plaintiff’s loss was truly felt or borne in U.S. dollars rather than Zimbabwe dollars. The plaintiff had the closest, if not the only, connection with the latter currency.
The plaintiff advanced two further arguments, both of which failed. First, the judgment should be expressed in U.S. dollars because Zimbabwe’s reserves of foreign exchange had suffered a loss in that currency, and therefore public policy justified the plaintiff’s claim to U.S. dollars. The court agreed that the nation’s foreign exchange reserves had suffered a loss, but the test is the currency in which the plaintiff, and only the plaintiff, has effectively felt or borne a loss.
Second, the plaintiff’s claim to dollars was supported by the existence of a clause in the agreement between the parties under which if a dispute went to arbitration, the arbitrators were authorized to make an award for payment in a foreign currency. The court held that the arbitrators would award a foreign currency only if it was the currency in which the plaintiff effectively felt or bore his loss. The clause would not justify a court to apply a different test.
The traditional position in the United States has been that judgments by courts in that country can be pronounced in U.S. dollars only, whether a foreign currency claim was deemed to be domestic because the claim was payable or arose in some other way in the United States or was foreign because the claim was payable or arose in some other way in a foreign country. If the claim was domestic, the federal courts originally applied the exchange rate prevailing at the date of breach or injury in translating the foreign currency into dollars. The principle relied on for this choice was that the plaintiff should be put into the position he would have been in if payment had been made at the due date or if he had been compensated immediately for tortious injury (or put into the position he would have been in if the tort had not been committed). If the claim was foreign as described above, it was regarded as arising under foreign law. A dollar claim in respect of a foreign claim was asserted for the first time when an action was filed in the United States and was sustained when judgment was given for the plaintiff. Therefore, the appropriate exchange rate was the rate prevailing at the date of judgment. Most State courts in the United States have tended to avoid these niceties and have favored a breach date exchange rate without regard to these distinctions.1 Since Erie Railroad Co. v. Tompkins,2 federal courts have usually followed State jurisprudence in these matters.
Can the original federal jurisprudence be explained in accordance with the following hypothesis? If a foreign currency claim arises under U.S. law, the plaintiff is likely to be a U.S. resident. The breach date rule will favor him if the foreign currency has depreciated after the due date (or the date of injury). If the claim arises under foreign law but is pursued in the United States, the defendant is likely to be a U.S. resident. The judgment date rule will favor him if the foreign currency has depreciated after the due date. In both cases, the reverse will be true, of course, if the foreign currency has appreciated after the due date, but the assumption may have been that the dollar will be stable or the stronger currency, so that the cases are more likely to involve a weakening foreign currency. This assumption seemed to be unchallengeable while the dollar was the hegemonic currency. The function of the currency in the par value system was a further affirmation of belief in the rocklike stability of the dollar. This view of the dollar was supported by the evidence of the leading treaty of the international monetary system. The assumption is an obvious fallacy in present conditions.
The American Law Institute has published its Restatement of the Foreign Relations Law of the United States as part of the Restatement of the Law Third.3 For the first time, the Restatement contains provisions—three in number—on aspects of international monetary law. The last of these provisions, Section 823, is entitled “Judgments on Obligations in Foreign Currency: Law of the United States.” The American Law Institute is a professional and not a governmental body. The influence of the Institute’s Restatements on courts in the United States is enormous.
Each section of the Restatement is set forth as black-letter law, and is succeeded by a Comment and then Reporters’ Notes. The black-letter section and the Comment are approved by the Council and membership of the Institute and represent the views of the Institute. The Reporters’ Notes contain supporting authority, explanation, and other discussion by the Reporters, but are not subject to review by the Council and membership and are not statements of the Institute.
The Restatement now reflects the fact that the hegemonic role of the U.S. dollar is no longer a postulate of international monetary relations and that the interests of the United States are not promoted by acting on the former assumption. It was easier for English courts to come to such a conclusion at an earlier date with respect to sterling and British interests.
Section 823 of the Restatement is brief:
(1) Courts in the United States ordinarily give judgment on causes of action arising in another state, or denominated in a foreign currency, in United States dollars, but they are not precluded from giving judgment in the currency in which the obligation is denominated or the loss was incurred.
(2) If, in a case arising out of a foreign currency obligation, the court gives judgment in dollars, the conversion from foreign currency to dollars is to be made at such rate as to make the creditor whole and to avoid rewarding a debtor who has delayed in carrying out the obligation.
The Comment declares that the traditional rule that courts in the United States are required to render money judgments only in U.S. dollars has been attributed either to a statute of 1792 that seems to have had a different purpose but in any event has been repealed, or to a principle of Anglo-American common law. The British House of Lords, however, has repudiated the alleged principle. The Miliangos case, therefore, has had an influence beyond the Commonwealth.
There has been minimal judicial authority in the United States to support the view that judgments can be expressed in a foreign currency. The Comment strongly suggests that Section 823 is a recommendation rather than a true restatement of the law:
Given a fundamentally changed system of exchange rates, in which all major currencies, including the United States dollar, fluctuate in value against each other…, and given the absence of conclusive authority to the contrary, this section…takes the position that there is no impediment to issuance by a court in the United States of a judgment denominated in a foreign currency. However, a judgment in a foreign currency should be issued only when requested by the judgment creditor, and only when it would best accomplish the objective stated in Subsection (2).4
By pointing out that the pre-Miliangos English practice was not embedded in the English common law and therefore not inherited by American law, the drafters of Section 823 have concluded that they were free to endorse a better practice.
The statements that courts are “not precluded” from granting judgments in foreign currency and that there is “no impediment” to doing so go too far for at least one reason. Some States have statutes that do expressly preclude such judgments, and other States have statutory provisions that have been or could be interpreted to reflect this same intent. This limitation on the authority of courts affects not only the State courts bound by these statutes but also, at least prima facie, the federal courts exercising diversity jurisdiction in the same States.
To overcome the problem created by the absence of uniformity, one commentator has proposed the following alternative to Section 823 of the Restatement:
823. Obligation in Foreign Currency: Law of the United States
(1) Courts in the United States may give judgment on causes of action arising in another state, or denominated in a foreign currency, in U.S. currency, in foreign currency, or in an amount in U.S. currency which is the equivalent of the amount of the obligation in the foreign currency at the time of payment.
(2) Courts should give judgment in the most appropriate currency, taking into consideration:
(a) the currency in which the obligation is denominated, if any (“currency of account/payment”);
(b) the currency in which the loss was incurred (“expenditure currency”);
(c) the currency used by the plaintiff to make payment for the loss when it occurred (“plaintiff’s currency”); and
(d) the foreseeability of loss in a particular currency.
(3) If the currency in which judgment is given pursuant to subsections (1) and (2) has depreciated in value as compared to another currency which is related to the cause of action, a court may, in appropriate circumstances, award damages for the loss caused by the depreciation of the judgment currency.
(4) In giving judgment on a foreign currency obligation, a court may award both pre-judgment and post-judgment interest at such rate or rates as shall be appropriate, taking into consideration the statutory rate of interest, if any, otherwise applicable and the rate of interest generally available in the market on investments made in terms of the currency in which judgment is rendered.5
The intent of this proposed Section 823(1) was to impress uniformity on the courts of all jurisdictions in the United States. It may be doubted that this effort would succeed, because the courts might give different weight to the considerations set forth in Section 823(2) and render different judgments under Section 823(1). However, another objective of the proposal is to ensure that judgments would grant the plaintiff the same economic recovery whether the judgment was expressed in a foreign currency or in U.S. dollars. The author regards his proposal as inconsistent with the Miliangos case, perhaps because there is no provision that the ruling exchange rate is the one prevailing at the date of actual payment. Instead, damages could be awarded as compensation for loss suffered because of the depreciation of another currency considered relevant to the cause of action.
The Comment in the Restatement mentions a reporter’s note on a New York statute in which he expressed the view that there was no impediment to the entry of judgments in foreign currency. Section 27 of the New York Judiciary Law used to read as follows:
In all judgments or decrees rendered by any court for any debt, damages or costs, in all executions issued thereupon, and in all accounts arising from proceedings in courts the amount shall be computed, as near as may be, in dollars and cents, rejecting lesser fractions; and no judgment, or other proceeding, shall be considered erroneous for such omissions.
The sentence has been retained, but has become one of two subdivisions, the second of which took effect on July 20, 1987 as an amendment of the statute:
(b) In any case in which the cause of action is based upon an obligation denominated in a currency other than currency of the United States, a court shall render or enter a judgment or decree in the foreign currency of the underlying obligation. Such judgment or decree shall be converted into currency of the United States at the rate of exchange prevailing on the date of entry of the judgment or decree.6
The second sentence would seem to be unnecessary unless the effect is to give the defendant the option to discharge a judgment either in the amount of the foreign currency expressed in the judgment or in the U.S. dollar equivalent at the date the judgment was entered. The interpretation that the defendant has this option would be consistent with the Miliangos decision except for the important difference that the exchange rate would be the one prevailing at the date of judgment under New York law instead of the date of actual payment as required by Miliangos.
A decision of the New York Supreme Court7 discusses New York law on this topic as it stood before the amendment of Section 27 of the Judiciary Law. The judgment was delivered on February 17, 1988 but did not refer to the amended Section 27. The reason was that the issue before the court was the choice of the exchange rate to be applied to a judgment of December 2, 1986, namely, a judgment that preceded the amendment. The decision of February 17, 1988 is of continuing interest because it illustrates the disposition, and the reasoning, of courts to apply an exchange rate that was in effect at a date later than the date of breach in order to mitigate somewhat the unfortunate consequences of the absence of authority to express judgments in a foreign currency. The decision is of further interest because it is authority for the view that Section 823 of the Restatement is not a correct formulation of present law in the United States unless the law of a jurisdiction has been changed by statute to conform with the Restatement or courts have been persuaded by the Restatement.8
The plaintiff was a small Swiss company that manufactured machinery, for which it charged Swiss francs. The plaintiff sued the American defendant for deliveries in respect of which the defendant had delayed payments for more than three years. The court had found that the defendant owed 71,224 Swiss francs plus interest. The issue was the exchange rate between the U.S. dollar and the Swiss franc to be applied to the amount of the defendant’s liability. The court framed the issue as the choice to be made between the traditional breach date rule of New York and the more modern judgment day rule of federal practice. Between the date of the last invoice and the date of judgment the U.S. dollar had lost about one third of its exchange value against the Swiss franc.
The court regarded it as settled law that the state and federal courts had no power to award judgments in a foreign currency, and no case had been found as authority for such a power. The court noted that the law had been criticized, that English law was now different, and that the Restatement, then in draft, recommended a similar change in American law. An award that would make the plaintiff whole was unavailable in New York or anywhere else in the United States at that time, and therefore the rules for choosing an exchange rate had to be considered so as to produce a result as close as possible to the effect of a judgment expressed in Swiss francs.
The court then turned to the decline of U.S. hegemony and the unstable dollar.
Many of the problems which flow from the unavailability of foreign money judgments are actually a result of worldwide currency fluctuations over which the courts have no control. Until recently, the dollar was the pre-eminent and pre-eminently stable currency in the world, the currency against which, at least from the Bretton Woods Agreement of 1944, all other were measured.9
The court explained that the United States had been required to supply the world with sufficient U.S. dollars to permit steady growth and the accumulation of reserves. (There was, of course, no legal requirement of this character.) The balance of payments deficits of the United States had reduced its international competitiveness and had led to termination of the official convertibility of the dollar on August 15, 1971. The U.S. dollar floated and its exchange value fell, sometimes sharply, against other currencies. The United States had suffered economic decline and had lost political hegemony. This bleak analysis by the court was obviously intended to justify the conclusion that the old law had to be reconsidered:
The reasons for past judicial confidence that a dollar award would make foreign plaintiffs whole have thus been, and continues to be, seriously undermined by the realities of the world economy. A situation, apparently continuing into the foreseeable future, where the dollar is as likely to be devalued as foreign currency once was, requires rethinking of the premises underlying the breach-date rule and its continued viability.10
The theme that runs through this part of the judgment is not the advantages to the United States of a change in the rule that would encourage access to its courts and choice of its law in a world in which the United States no longer exercises hegemony. Rather, the theme is the fair treatment of foreign litigants and respect for the principles on which the law of damages rests. In a footnote,11 for example, the point is made that foreign litigants should receive equal treatment with domestic litigants whose causes of action involve domestic transactions with dollar values. Parties who do not receive dollar amounts payable to them sue to recover dollars, and by receiving judgments in dollars do not suffer the losses (and do not enjoy the windfall profits) that may occur in foreign currency cases.
The court held that the cases supporting choice of the exchange rate prevailing at the date of breach were based on the supposition that the rule produced equitable results for both parties. There was authority in support of the judgment date rule when the breach date rule did not produce equitable results. The court concluded that New York courts had not subscribed rigidly to the breach date or any other rule. The guiding principle was to do justice to the parties, which called for consideration of the fluctuation of exchange rates when appropriate. In current conditions, the court leaned in favor of the judgment date rule:
In a time of substantial fluctuation in the value of the dollar against other currencies, as now, the real New York ‘rule’ may well require increasing use of the date of judgment as the appropriate time for measuring conversion of a plaintiff’s foreign currency entitlement into dollars.12
The court clearly considered the judgment date rule preferable “[u]nless and until courts are empowered to award judgments in the foreign currency denominated by the parties,”13 and the court applied the judgment date rule in the instant case.
Section 27 of the New York Judiciary Law as amended now authorizes, and indeed requires, courts to express judgments in the foreign currency of an obligation. But the statute requires also that the court apply the judgment date rule for translation of the foreign currency into U.S. dollars. This requirement can undermine the principle of equity that the court cited as the rationale and justification of the judgment date rule. In the instant case, judgment for the plaintiff was given on December 2, 1986, but it was not until February 17, 1988 that the court decided to apply the exchange rate prevailing at the earlier date. Fluctuations in the exchange rate between the Swiss franc and the U.S. dollar in this period, the length of which was occasioned by the slowness of the judicial process, were ignored, even though by the time of actual payment the effect of ignoring the prevailing exchange rate at that date might have been highly disadvantageous for the plaintiff.
There is now at least one later case14 in which a court, in this case a federal court, has expressed its judgment in a foreign currency. In proceedings resulting from the Amoco Cadiz disaster, a District Court in Illinois gave judgment on October 5, 1987 for the plaintiff and expressed the judgment in sterling as the currency in which the plaintiff felt its loss. The plaintiff instituted a motion on October 14, 1987 for clarification of the judgment, and argued that such a judgment was inappropriate because an American forum can give judgment in U.S. dollars only. On January 12, 1988 the court disagreed with this contention and decided that the statement of the judgment in sterling would remain the order of the court.
Section 823 of the Restatement does not provide explicitly that the plaintiff has an option to request judgment either in U.S. dollars or in the foreign currency in which the obligation owed to the plaintiff is denominated or in which he felt the loss, but the Comment asserts that there is such an option. For this proposition, the Reporters’ Notes cite a working paper of the English Law Commission. The Reports of that Commission and the British Columbia Commission, which were issued long before publication of the Third Restatement, reject such an option. The Reports explicitly conclude that, under the Miliangos doctrine, a plaintiff should not be able to obtain an English judgment in sterling in respect of a claim that should properly be expressed in a foreign currency.15 In the opinion of the English Law Commission, an option would be unfair treatment of the defendant, because the plaintiff would always choose the currency that was more favorable to him. The implication of this objection is that the plaintiff might be overcompensated, which would constitute unfair treatment of the defendant.
The assumption the Restatement makes about the plaintiff’s conduct if he has an option and the mistaken understanding of English law seem to have been inspired by the thought that if the foreign currency has appreciated against the U.S. dollar since the claim arose the plaintiff will be justified in claiming the foreign currency. If, however, the foreign currency has depreciated against the dollar, the plaintiff will demand, and will be justified in demanding, dollars. The Comment states that while the preference of the creditor is to be taken into account, the decision on the currency to be awarded must be made by the court. In making its decision, the court is to be guided by the principle of ensuring that neither party receives a windfall or is penalized as a result of the translation of currency ordered by the court.16
This reasoning leads the Institute to distinguish between cases in which the currency of the obligation (whether in contract or in tort) has appreciated or depreciated against the U.S. dollar for the purpose of choosing the appropriate exchange rate. If the foreign currency has depreciated after the breach or injury, judgment should be given in dollars at the rate of exchange prevailing on the date of breach or injury. Only that rate will give the plaintiff the advantage he justly seeks in opting for dollars. If the foreign currency has appreciated, judgment should be given for the nominal amount of the foreign currency at the rate of exchange prevailing on the date of judgment or the date of payment. Once again, this rate will give the plaintiff the advantage he justly seeks by opting for the foreign currency. The Comment makes the reservation, however, that the court is free to depart from these guidelines when the interests of justice would be served, as, for example, when a plaintiff refrains from pursuing remedies in the country in which the obligation arose in expectation of a more advantageous result in the United States.
From this account of the Restatement, it will be apparent that there are differences beyond those already mentioned between the Restatement and the Reports of both the English and the British Columbia Law Commissions. The Reports endorse the exchange rate prevailing on only one date for the translation of foreign currency obligations into the currency of the forum: the rate at the date of actual payment, which for practical reasons is the rate at the date when execution of a judgment is ordered if execution is necessary. The Restatement distinguishes between judgments expressed in a foreign currency and judgments expressed in U.S. dollars. A judgment expressed in a foreign currency may be satisfied either in that currency or by payment of an equivalent amount in dollars calculated at the rate of exchange prevailing on the date of actual payment. For judgments expressed in dollars on foreign money obligations the Restatement recognizes the possible application of the exchange rate prevailing on three different dates—breach, judgment, and actual payment—among which the choice to be made is the one that would best serve the ends of justice in the circumstances of the case. The courts are taken to have broad discretions in choosing the appropriate date, although the Restatement does not go so far as to allow the choice of any date between breach and judgment or actual payment even if justice requires such a choice in exceptional circumstances.
There are two major differences in underlying ideas between the Restatement on the one hand and the two Law Commission Reports on the other hand. First, as noted already, the two Reports subscribe to the view that claims properly regarded as foreign currency claims are fundamentally different from claims properly regarded as claims to the currency of the forum, and the distinction must be rigidly observed in dealing with the legal consequences of them. The Restatement makes no such assumption.
Second, although all three documents subscribe to the idea of restitutio in integrum, the two Reports accept the necessity for some moderate qualification of it in circumstances that are expected to be rare, while relying on the rate of interest, and possibly damages for breach in some circumstances, to compensate the plaintiff for any shortcoming in restitutio in integrum. The British Columbia Report also invokes the possibility that an increase in purchasing power of the currency of judgment may provide compensation. The subject of interest has been discussed in the preceding chapter of this volume. The two Commissions emphasize that the compensating benefit for any shortcoming in their views is greater certainty, particularly for the mercantile and financial communities. The Restatement is not dedicated to certainty at the cost of the views it holds about what restitutio in integrum requires.
The difference in approach to the problem of the proper currency of judgments may be a consequence of different approaches to restitutio in integrum. All three documents purport to seek a solution of the problem that will ensure that neither the plaintiff nor the defendant will suffer an unfair disadvantage or enjoy an unfair advantage. Fairness is judged by comparison with the situation the parties would have been in had there been prompt discharge of a foreign money obligation in that currency arising from breach of contract or tort.
The Reports of the two Commissions, however, do not insist on a thorough application of this view of restitutio in integrum. The initial postulate of the Miliangos case, which the two Commissions accept, is that a plaintiff entitled to an amount in a foreign currency—namely, a currency foreign to the forum—must receive that amount in the foreign currency. The character of the claim does not change and become a claim to the foreign currency or the currency of the forum, at the option of the plaintiff, or a claim to the currency of the forum without an option on the part of the plaintiff. Therefore, the plaintiff must receive the number of units of the foreign currency obligation or an amount of the forum currency at the time of actual payment that will enable the plaintiff at that time to purchase the number of units of the foreign currency to which he is entitled. The defendant has the option to pay in either currency, because the plaintiff will be at no disadvantage whatever is the currency in which the judgment is satisfied, given the fact that his right is to a nominal amount of foreign currency.
The Reports of the two Commissions recognize that it would be more advantageous for the plaintiff if the breach date rule were applied when the currency of the forum has appreciated against the foreign currency by the time of actual payment. This solution, it is held, would overcompensate the plaintiff, because if the plaintiff could recover an amount of the forum currency calculated at the exchange rate prevailing at the date of breach, the plaintiff would be able to purchase more of the foreign currency at the time of actual payment than the nominal amount of the obligation in foreign currency. This result is considered unfair to the defendant, and is prevented by the Miliangos doctrine.
The Commissions accept the fact that, given certain changes in exchange rates, the breach date rule can be shown to be more advantageous for the plaintiff, or the payment date rule more advantageous for the defendant. The Commissions expect such situations to be less frequent, and they prefer a single solution—the payment day rule in all circumstances—in the interests of simplicity and clarity. It seems clear that the Miliangos decision was overwhelmingly influenced by the expectation that sterling would go on being a depreciating currency and by the desirability, therefore, of ensuring that the plaintiff should receive enough sterling to enable him to obtain the nominal amount of the foreign currency obligation.
The Restatement does not start from the assumption that a foreign currency claim must retain that character and cannot be transformed into a U.S. dollar claim. To the extent that the Restatement is guided by an initial principle, it is, as noted above, a principle of restitutio in integrum, as that concept is understood by the drafters, from the zealous pursuit of which no shortcoming is permitted. This principle has led the drafters of the Restatement to grant the plaintiff an option to claim either the foreign currency or dollars, even though in the case of a contractual obligation the option would seem to give the plaintiff the opportunity to make a unilateral change in the terms of the contract. The justification of the option is said to be that the plaintiff, in advancing his claim, will choose the currency that is more favorable to him and therefore the currency that will truly give him the advantage he would have had by prompt payment in the money of a foreign currency obligation. It is true that the plaintiff’s choice is not necessarily binding on a court, but the court must take the plaintiff’s preference into account.
The rationale of the Restatement on the plaintiff’s choice of currency and restitutio in integrum seems to be that if the plaintiff had received the foreign currency to which he was entitled without delay, the plaintiff would have had the option of retaining or of disposing of that currency. In view of the delay, the assumption about his conduct should be the one more favorable to him. If the foreign currency has depreciated against the dollar since the due date, the assumption should be that he would have disposed of it promptly on the due date. He will then claim dollars, and the exchange rate prevailing at the date of breach will assure him of the same amount of dollars as he would have received had he been able to dispose of the foreign currency at that date.
If the foreign currency has appreciated against the dollar since the due date, the more favorable assumption for the plaintiff is that he would have retained the foreign currency had it been paid on the due date. He will then claim the foreign currency, and the dollar equivalent will be calculated at the exchange rate prevailing at the date of actual payment. In that way, he will obtain the same number of dollars as he would have been able to obtain had he received the foreign currency at the due date, retained it, and disposed of it at the exchange rate prevailing at the date of actual payment.
The approach to the problem of the choice of exchange rate is sometimes said to be that the objective is to put the plaintiff into the position he would have been in if the breach or other wrongdoing had not occurred or if he had been compensated at once. The objective of the approach outlined above would be more exactly described as an attempt to put the plaintiff into the more favorable position he might have been in if he had had the opportunity to choose. The logical conclusion of this approach would be that the plaintiff should be entitled to claim the exchange rate most favorable to him that prevailed at any time in the period beginning on the date of breach and ending on the date of actual payment. In short, the plaintiff would be entitled to claim the solution not merely more favorable but most favorable to him.
This approach ignores the practice normally followed by the plaintiff in managing his receipts of foreign exchange, even if there is evidence of what he would have done with his receipts. The approach must also be understood to mean that it does not unfairly penalize the defendant, even though normally a more advantageous solution for one party is a less advantageous solution for the other.
The problems of the appropriate exchange rate for calculating the equivalence of one currency in terms of another and damages for loss following upon a change in exchange rate are separate problems, but they are confused in a footnote to the judgment of the United States Court of Appeals for the First Circuit in a case17 discussed in Chapter 10. The case was one in which the court applied the breach date rule. The footnote is interesting for a number of reasons: The failure to distinguish between the two problems mentioned above; the consideration of certainty, which the Reports of the English and British Columbia Commissions have emphasized; and views that the Restatement has not accepted. The full text of the footnote is as follows:
The object of the breach day rule is to restore the plaintiff to the position he would have enjoyed had the contract not been breached. See Hicks, 269 U.S. at 80, 46 S.Ct. at 47 (“The loss for which the plaintiff is entitled to be indemnified is ‘the loss of what the contractor would have had if the contract had been performed’”); Note, Conversion Date of Foreign Money Obligations, 65 Colum. L.Rev. 490, 493 (1965). The breach day rule, however, may fail to fully compensate plaintiffs like K & L who would have retained the foreign currency, which appreciated in value relative to the dollar, had the agreement been performed. To put K & L as nearly as possible in the position it would have enjoyed had the contract not been breached, we would have to use the judgment day rate of exchange, a result not reconcilable with our reading of Supreme Court precedent.
We recognize that more flexibility in determining the “breach date” for the purpose of awarding full compensation in cases like this, i.e., permitting a court to use the judgment day rate of exchange in order to give the plaintiff its full measure of expectancy damages, might be desirable. But we also believe that because this is a rule governing commercial transactions, the parties’ interest in a clearly defined rule, which affords them some degree of certainty, should be weighted heavily. Thus, we believe that the “breach date” selected should indeed be the date at which the contract is broken and the loss incurred, rather than some other date that gives plaintiffs like K & L the fullest possible recovery.18
The Restatement sees the problem of the exchange rate as the choice to be made among the rates prevailing at the dates of breach, judgment, and payment. In England, if execution of a judgment is necessary, the rate of exchange is the rate prevailing on the date when the court authorizes execution. A delay before actual execution is levied is still possible, and exchange rates may change after the court authorizes execution. The English Law Commission considered the possibility of a procedure by which a judgment creditor would be able to choose from time to time later exchange rates prevailing after execution is ordered and before actual payment is received. The Commission concluded that while such a procedure would be desirable, the question whether difficulties would make it impracticable deserved further investigation. The Commission foresaw also a procedure by which the creditor could withdraw proceedings for the execution of a judgment and reinstitute them later so as to get the benefit of a more favorable exchange rate. Such a procedure, however, could involve disadvantages for the creditor.19
Some jurisdictions take account of rates of exchange prevailing at other dates if considerations of fairness as seen by the court make it desirable to do so. For example, Belgian courts can express judgments, with certain exceptions, only in Belgian currency. In some cases the court has decided that an obligation in U.S. dollars is to be translated into Belgian francs at the highest rate prevailing on the date when the summons in the suit was served, so as to avoid unfairness to the plaintiff because of the subsequent depreciation of the dollar. Another approach has been to apply the highest exchange rate prevailing on the date of actual payment, provided it is not less than the highest rate on the date when the summons was served. These solutions are applied pursuant to the doctrine of the Cour de Cassation that if a contract is governed by Belgian law, and delay occurs in the payment of a foreign currency obligation, the court may award damages and in doing so take into account depreciation of the currency since the due date.20
In an action to enforce the sterling judgment of an English court, the U.S. Court of Appeals for the Second Circuit raised21 the question whether the appropriate rate of exchange was the one prevailing on the date the complaint was filed or the date the American judgment is rendered. The court preferred the American judgment date as between these alternatives, because it is the date on which the sterling obligation is transformed into a U.S. dollar obligation. The court noted the argument that this date might enable a party to benefit by delaying the entry of judgment because of his expectations about future exchange rates. The court responded to this objection by attempting to show that this conduct was unlikely for financial reasons, and also that a party could protect himself against risks imposed on him by the other party’s delay.
In Germany, the Bundesgerichtshof (Federal Supreme Court), which tends to prefer to express judgments in deutsche mark, at least in tort cases, applies the rate of exchange prevailing at the time of judgment or of the last oral proceedings in the court hearing the factual evidence. Not all lower courts have followed this jurisprudence, some preferring the date of actual payment.22
Finally, it will be recalled that Section 131, subsection 3 of Ontario’s Courts of Justice Act authorizes the court to depart from applying the exchange rate prevailing on the day before actual payment and instead to apply the exchange rate ruling at any other date that would be equitable in the circumstances of the case if the basic rule would be inequitable to any party.
The Restatement authorizes courts to give judgment in the currency in which the obligation is denominated or the loss was incurred. This formulation may mean that the currency of account and not the currency of payment is the currency to be awarded if they are not the same. The English Law Commission has reached a somewhat similar conclusion. For debts and liquidated damages for breach of a contract that specifies a currency as both the currency of account and the currency of payment, that currency is deemed to be the appropriate judgment currency. If the currency of account and the currency of payment are different, the currency of account is to be awarded, although the English Law Commission stated this view somewhat tentatively.
If the claim is for unliquidated damages for breach of a contract governed by English law, the Commission concludes that the appropriate currency is the one that is designated, explicitly or implicitly, as both the currency of account and the currency of payment. If no such currency was designated, the appropriate currency is the currency in which the plaintiff felt the loss or which most truly expresses his loss. This latter principle applies to claims for damages in tort.
On February 12, 1986 the United States Court of Appeals for the Second Circuit delivered a judgment in Competex S.A. (in Liquidation) v. LaBow23 in which the court sharply criticized some aspects of what has become Section 823 of the Restatement. The court was reacting to Tentative Draft No. 6, the last Tentative Draft preceding the Institute’s approval of the Third Restatement, but there were no substantive differences between the draft and the final text of Section 823.
LaBow, a resident of New York, lost a large amount of money speculating on the London Metal Exchange. His broker, Competex, a Swiss corporation, satisfied LaBow’s debts. Competex obtained a default judgment in England for £187,929.82, and then brought this action in the federal courts in New York to recognize and enforce the judgment. The lower federal court held that the English judgment was entitled to recognition and enforcement. The court held also that New York State law applied and that the breach date rule governed translation of the sterling amount of the English judgment into U.S. dollars. (The case was decided before the amendment of Section 27 of New York’s Judiciary Law took effect on July 10, 1987.) The court reasoned that the American claim was based on the English judgment and not on the underlying contract between LaBow and Competex, because the original cause of action had merged in the English judgment. Therefore, the creditor’s American claim accrued on the date of entry of the English judgment, at which date the exchange rate was £1 = $2.20. The court entered judgment for $583,201.78.
Between the dates of the two judgments, the exchange rate for sterling had depreciated against the U.S. dollar, and at the date of the American judgment the rate was £1 = $1.50. The pound sterling continued to depreciate. The debtor moved for a clarification of the American judgment and for a declaration that he was entitled to satisfy the American judgment by paying the amount of the English judgment in sterling. The debtor borrowed the necessary amount of sterling and made this payment while his motion was pending. The lower court denied the motion, holding that the American judgment could be satisfied only by payment of the U.S. dollar amount of that judgment. The court credited the amount of sterling the debtor had paid, and for this purpose it applied the exchange rate prevailing on the date of payment, which was £1 = $1.20. This calculation left an unpaid balance of approximately $236,000. The defendant appealed, moving for relief from the American judgment.
The Court of Appeals pointed out that the issue before it was solely whether denial of the debtor’s motion was correct. This issue was not equivalent to an appeal that questioned the bases for the lower court’s judgment and, in particular, the lower court’s application of the breach date rule for selecting the rate of exchange. Nevertheless, the question of the correct rate of exchange could not be ignored altogether, because a determination of the question whether a foreign judgment was satisfied turned on the rationale of the rule on the choice of exchange rate for the translation of currencies.
Under New York’s breach date rule (then in force), a New York court applied the exchange rate prevailing on the date of the English judgment. The rationale of the New York rule, the court continued, was that the creditor must be made whole by protecting him against fluctuations in exchange rates. Had the debtor discharged the English judgment in sterling on the date of the judgment, the creditor could have exchanged the sterling for U.S. dollars on that date, and avoided loss because of the subsequent depreciation of sterling.
The breach date rule, however, did more, the court held, than protect the creditor against loss because of the depreciation of sterling. The rule generously allowed the creditor to benefit if sterling appreciated by the time the creditor obtained execution of the English judgment against the debtor’s assets in England. The “game of creditor’s choice” was possible, however, only if the debtor had property in both jurisdictions sufficient to satisfy an English or an American judgment in accordance with the creditor’s choice of the place of satisfaction. If the debtor had property only in the United States, the creditor had no choice but to seek execution of an American judgment in the United States. The American court would apply the rate of exchange prevailing on the date of the English judgment, because that date would be taken to be the date of breach. The creditor was unable in such a case to benefit from the appreciation of sterling after the date of the English judgment by obtaining execution of that judgment in England. The creditor would receive the dollar equivalent at the time of breach and not sterling that he could exchange for dollars at a profit. In these circumstances, the breach date rule became one of neutrality between the parties and not a rule that gave the creditor a choice that he could exercise for his profit.
Tentative Draft No. 6 of the Restatement, the court said, went further by allowing the creditor to benefit from fluctuations in exchange rates even though the debtor did not have property in both jurisdictions. According to the draft, the court continued, if sterling depreciated after the English judgment was entered, the American court should follow the breach date rule and apply the rate of exchange prevailing on the date of the English judgment. The rule was neutral in such circumstances because the creditor did not suffer as a result of the depreciation of sterling. He obtained the U.S. dollar equivalent as at the date of breach and not an amount reduced because of the subsequent depreciation of sterling. The draft advanced the proposition, however, that if sterling appreciated after the date of the English judgment, the American court should apply the rate of exchange prevailing on the date of the American judgment. The creditor in such a case obtained the benefit of the appreciation of sterling, even though he could not get satisfaction of the English judgment in England. This result was not neutral. Under the approach of the Restatement, the debtor need not have property in England for the creditor to be allowed to engage in currency speculation without risk. The court regarded the posture of Tentative Draft No. 6 as remarkable, in view of the principle it advanced that neither party should receive a windfall or be penalized as a result of the choice of exchange rates.
The court did not accept the argument that the debtor could avoid consequences that were unfavorable for him by satisfying the English judgment at once. To accept the argument would mean that the debtor had to give up any legal objections he might have in American proceedings to the enforceability of the English judgment.
The court said that the “gamesmanship” of the breach date rule it found objectionable could be avoided by a rule of general application that was truly neutral between the parties. The court did not clarify its concept of neutrality, but it seems to have meant that the creditor should not receive any benefit, or the debtor suffer any detriment, because the creditor sought satisfaction in one jurisdiction rather than another in which satisfaction could be obtained. The concept of neutrality does not seem to have meant that the parties had to be placed in the position they would have been in if the breach or the tort had not occurred or if the creditor had been compensated without delay, although there is no reason to think that the court was dissenting from this formulation as an apt expression of fairness or restitutio in integrum.
If, in the Competex case, the English judgment was regarded as primary, which was considered in principle the superior view, neutrality could be achieved, the court held, by entering the American enforcing judgment in sterling (first solution), or, alternatively, by entering the American judgment in an amount of U.S. dollars determined on the basis of the exchange rate prevailing on the date of payment of the American judgment (second solution). If the American judgment was regarded as primary, neutrality could be achieved by translating the English judgment into dollars at the exchange rate prevailing on the date of the American judgment (third solution).
The court noted that judgments can be entered in a foreign currency in England, France, and Germany. This rule was obviously attractive in offering a neutral solution by preserving the original judgment as inviolate and by placing on both parties the risk of fluctuations in the exchange rate of the currency of the original judgment, but the rule had received little support in the United States for a procedural reason. Most American courts had assumed that judgments must be entered in U.S. dollars, but the court thought that this assumption should be re-examined in view of the repeal of Section 20 of the Coinage Act of 1792:
The money of account of the United States shall be expressed in dollars or units, dimes or tenths, cents or hundredths, . . . and all accounts in the public offices and all proceedings in the courts shall be kept and had in conformity to this regulation.
Notions of sovereignity and this provision had been the main objections to the expression of judgments in a foreign currency.
The first and second neutral solutions, the court said, were economically equivalent to each other. Indeed, as shown by the Miliangos case, the first solution becomes the second solution when execution is sought in the currency of the forum of a judgment expressed in a currency foreign to the forum. There was some opinion in the United States, however, that judgments could be entered only for a sum certain and not for an amount to be determined in the future, even if an objective criterion was prescribed for this determination, but the federal rules of procedure contained no prohibition of this latter practice.
The court declared that courts wishing to avoid the procedural objections to the first or second solution could apply the third solution. The creditor receives under an American judgment the equivalent of what he would have received had he sought execution of the English judgment (as of the date on which he obtains the American judgment). It is true that the creditor may be speculating on the choice of date at which to obtain the American judgment, but the gains or losses will be the same in England and in the United States, so that there is no inducement for forum shopping. The court reinforced this argument with the following example. The plaintiff holds an English judgment for one pound sterling and the value of one pound has depreciated from $1 to $0.60 by the date of the American judgment. The American court enters judgment for $0.60, and the plaintiff loses $0.40. If the plaintiff had executed on his English judgment, the effect of the exchange rate prevailing at the time of actual payment, which the English court would apply, would again be that the plaintiff loses $0.40. Conversely, if the value of one pound appreciates to $1.30, the American court enters judgment for $1.30, and the plaintiff enjoys a gain of $0.30, which is what he would receive by executing on his English judgment.
After this analysis, the court concluded that it would have preferred to select either the second or the third solution. However, the court held that it was not free to choose an ideal solution, because the court had to apply the rule of the New York State courts. Furthermore, the court’s only function was to review the denial of the debtor’s motion.
The court held that New York’s choice of the breach date rule for determining the appropriate exchange rate clearly implied that New York required satisfaction of a New York enforcing judgment by payment of the U.S. dollar amount specified in that judgment and did not consider an enforcing judgment to be satisfied by payment of the amount of foreign currency specified in the underlying foreign judgment. The breach date rule protects the judgment creditor against fluctuations in currency values even by going to the length of allowing him to speculate without risk. It was from this rationale of the rule that the court drew the deduction that New York would not permit the creditor’s preference to be negated by the debtor’s option to pay in depreciated pounds the nominal amount of the English judgment. The Court of Appeals upheld the judgment of the lower court, even though it rested on a solution that was not neutral according to the Court of Appeals.
In a footnote, the court expressed the opinion that the same result would be reached in jurisdictions following the judgment date rule. The reason would be that the underlying sterling obligation is converted into a U.S. dollar obligation once the American enforcing decision is delivered. This reason would have been sufficient to dispose of the case under the breach date rule without relying on the implication of favorable treatment for the plaintiff the court deduced from that rule, which the court did not admire but found unavoidable. The footnote is particularly interesting because the amended Section 27 of the New York Judiciary Law has adopted the court’s so-called third option (the judgment date rule).
The strongest impression conveyed by the Second Circuit court’s decision is the desire for a neutral solution between the parties in the sense of neutrality as understood by the court. The idea that the plaintiff should have preferential rather than neutral treatment was strongly opposed. In particular, the court was critical of the option the Restatement concedes to the plaintiff. The Restatement mentions the tendency of the courts to prevent the innocent party from suffering loss as the result of fluctuating exchange rates, but this approach may be different from the Second Circuit court’s desire for a neutral solution. The Reporters show that they were aware of the Competex case, but though they noted the court’s disagreement with their views, the Reporters did not modify their approach.
The reasoning in the Competex case is involved and not clear, but one version of it might have a bearing on an issue discussed earlier in this chapter. The issue is whether the remedy of restitutio in integrum should be applied according to some abstract principle, such as giving the plaintiff an option with respect to the currency of his claim, which would entitle him to choose the solution more favorable to him on the basis of exchange rates, because he would have been in that position had the claim been settled on time. The discussion of a neutral solution in the Competex case implies that the actual circumstances of the case should be taken into account, such as the plaintiff’s ability in that case to obtain satisfaction in England of the English judgment in the plaintiff’s favor. The answer to that question would depend on whether the defendant had assets in England against which the plaintiff could have obtained satisfaction of the judgment in full. If this understanding of the court’s analysis is correct, the reasoning would support the approach that the plaintiff’s normal practice in managing his receipts should be taken into account in applying the remedy of restitutio in integrum.
Section 10(a) of the Uniform Foreign-Money Claims Act rejects the solution adopted in the Competex case. It will be seen that the Act requires judgments to be expressed in the foreign currency of a foreign money claim and authorizes the judgment debtor to pay the amount of the foreign currency set forth in the judgment or the U.S. dollar equivalent on the day before actual payment. This approach combines the Second Circuit court’s first and second solutions instead of treating them as alternative solutions.
The Act provides that its rule applies to judgments to enforce a foreign judgment expressed in a foreign currency that is recognized in the enacting State as enforceable. The rule applies whether or not the foreign judgment confers an option on the debtor to pay an equivalent amount of U.S. dollars. Section 10(c) provides that satisfaction of or partial payment made upon the foreign judgment must be credited against the amount of foreign currency specified in the foreign judgment, notwithstanding the entry of judgment in the enacting State. If foreign currency is paid, it is credited against the foreign currency amount of the foreign judgment. If dollars are paid, the equivalent in foreign currency at the exchange rate applicable under the Act is credited against the foreign currency amount of the judgment (Section 7(d)).
The authors of the commentary on the January 23, 1989 draft of the Act regarded the Competex decision as one that awarded the plaintiff drastic overcompensation. The drafters comment on the similarity between the Competex case and the decision of the English Court of Appeals in Société des Hotels Le Touquet Paris-Plage v. Cummings.24 In both cases, the issue was the effect of paying the foreign judgment or the foreign currency debt to the creditor in the foreign country after suit was pending or judgment was entered in the forum state. In the Competex case, the debtor paid the amount of the English judgment after the American judgment was entered and received credit only for the U.S. dollars spent to procure the foreign currency. In the English case, the defendant’s plea of payment in full was sustained.25 The commentary pointed out that the cases could be distinguished because the payment in the American case was made after the American enforcing judgment was entered, while in the English case payment was made before any judgment was delivered. The authors of the commentary on the draft of January 23, 1989 thought that this distinction did not justify different results. The English Law Commission, however, recommends that this distinction should be observed once an order is entered to enforce an English judgment on a foreign currency claim. After that step is taken, the defendant should not be allowed to argue that he has satisfied his liability in full by paying the original amount of his liability in the foreign currency.
The Act includes a provision (Section 10(d)) that deals with the treatment of judgments among States of the Union. A judgment entered in U.S. dollars only in the court of State A must be enforced in State B (the forum State) by a judgment in dollars only even if the judgment in State A was entered on a foreign currency claim. This rule is designed to comply with the full faith and credit clause of the U.S. Constitution. A dollar judgment of a sister State on a foreign currency claim must be enforced as entered in that State whatever rule the court of that State may have followed for the translation of the foreign currency claim into dollars.
The Miliangos doctrine, including the form of judgment in cases covered by the doctrine, would seem to permit the defendant to pay the amount of a foreign currency debt (including a foreign judgment debt) after English proceedings are brought to collect the debt. The English Law Commission, however, has concluded, although there is no decision under present law, that, as noted earlier, a judgment debtor should not be allowed to pay the amount of the foreign debt once an English court has ordered enforcement of the judgment.
Earlier, the Commission had taken a different view on the ground that even in such circumstances it remained true that a debtor against whom the creditor had a foreign currency claim had no concern with sterling. In its Report, however, the Commission explained that a distinction had to be made between the situation before and after enforcement of a judgment is ordered. Before that date, the debtor has no concern with sterling, and so the judgment tells him that if he decides to discharge the judgment debt in sterling he must do so at the rate of exchange prevailing at the date of actual payment, but payment in the foreign currency of the amount awarded in that currency is permissible. The situation is different once enforcement is ordered. It is ordered only in sterling, so that the debt is then transformed into a fixed sum of sterling, calculated at the exchange rate prevailing at the date of the order, and the debtor’s obligation is no longer measured by reference to the foreign currency of the judgment. The foreign currency judgment debt may revive in its original form only if the enforcement proceedings are withdrawn or if they have failed (for example, because the debtor has no assets that the sheriff’s officer can reach). Furthermore, the judgment creditor is not precluded from accepting the foreign currency if he wishes, even if the enforcement procedure is extant.26
The difference between the Uniform Act and the position taken by the English Law Commission is that the rule according to which a cause of action merges in a judgment does not apply to an enforcing judgment under the Uniform Act but does apply under English law according to the English Law Commission. In its Report, the Commission recognized that under its rule a creditor would suffer a loss if the exchange rate for the foreign currency appreciated against sterling after enforcement was ordered. By contrast, the creditor would profit if the exchange rate for the foreign currency depreciated against sterling. The creditor’s risks would be balanced. To allow the debtor an option to pay the amount of foreign currency specified in the judgment instead of the sterling amount for which enforcement is ordered would free him from risk. The debtor should not be allowed this benefit. To paraphrase the court’s language in the Competex case, to allow the option would be to concur in a “game of debtor’s choice.”
The Uniform Foreign-Money Claims Act prepared under the auspices of the U.S. National Conference of Commissioners on Uniform State Laws is a meticulous codification of a proposed uniform law on foreign money claims and is far broader in scope and detail than any present statute in the field. Only the leading features of this admirable instrument that are relevant to this monograph are discussed here.
A Prefatory Note to the Act explains that a Uniform Act among American jurisdictions has become desirable because foreign currency claims have increased greatly as a result of the growth in international trade; exchange rates involving the U.S. dollar fluctuate more over shorter periods than in the past; American jurisdictions differ from most of the major trading partners of the United States in the treatment of foreign currency claims; and the lack of uniformity among states in resolving problems of such claims stimulates forum shopping and creates uncertainty in the law.
American courts, the Prefatory Note continues, have applied the breach date or the judgment date rule in translating foreign currency into the U.S. dollar. Many other countries, however, apply the payment-date rule, and the merits of this approach have begun to be recognized in the United States and are accepted by the Uniform Act.
A simplified version of the facts in the Competex case is then presented as follows to show the wildly disparate results of the three approaches to making an injured person whole:
An American citizen owes £18,790 to a British company. The creditor sues in New York; sterling is depreciating against the dollar. The three rules work as follows:
Judgment is given for $41,338 on the basis of the breach date rule, which is equivalent to £34,449 on the date of payment, and represents an excess of £15,659 over the actual loss.
The Prefatory Note draws the following inferences from this example. If the payment date rule applies, the creditor is recompensed with his own currency or the equivalent in dollars; the debtor bears the risk of depreciation, or reaps the benefit of appreciation, of his currency. If the breach date or judgment date rule applies, the creditor bears the risk of fluctuation in the exchange value of a currency not of his own selection. The real issue is who should bear the risk of fluctuation if the parties have not agreed on the currency that governs their relationship. In those circumstances, the Act gives the aggrieved party the amount to which he is entitled in his own currency or in the currency in which he suffered the loss. The principle of the Act is restoration of the aggrieved party to the economic position he would have had if the wrong had not occurred. If the cause of action is a tort, courts should enter judgment in the currency customarily used by the injured person.
The payment day rule, on which the Act is based, meets the reasonable expectations of the parties involved. It places the aggrieved party in the position it would have been in financially but for the wrong that gave rise to the claim. States which adopt it will align themselves with most of the major civilized countries of the world.
The solution may meet the reasonable expectations of the parties, although that is a supposition. Another supposition can be made: if the creditor had received his own currency without delay, he could have invested it in a currency that was not depreciating. For example, in the case cited above if a breach had not occurred and the creditor had received the £18,790 to which he was entitled he could have purchased and held $41,338. In effect, therefore, the authors of the Restatement would argue that the aggrieved party is not placed in the position he would have been in if the breach had not occurred.
The Act provides in Section 3 that the effect of its provisions may be varied by agreement of the parties at any time before or after the commencement of an action, distribution proceeding, or the entry of judgment. The parties are free, for example, to agree upon the currency to be used in a transaction giving rise to a foreign currency claim, and may use different currencies for different aspects of the same transaction. The parties may agree that the rate of exchange applicable in proceedings involving their transaction shall be the rate prevailing at some date other than the one that would apply under the Act in the absence of agreement. After entry of judgment, the parties may agree upon how the judgment is to be satisfied. In short, the parties have full freedom to agree on all aspects of a claim when foreign currency is involved, whether the claim is contractual, quasicontractual, tortious, or based on any other form of liability.
Under Section 4, if the parties have not selected the proper currency of the claim, that currency is to be determined, normally in the order shown, as the currency:
(1) regularly used between the parties as a matter of usage or course of dealing; or
(2) used at the time of a transaction in international trade, by trade usage or common practice, for valuing or settling transactions in the particular commodity or service involved; or
(3) in which the loss was ultimately felt or will be incurred by the plaintiff.
A comment explains that prior dealings between the parties may indicate the desired currency of the claim, but if there is no such dealings it is appropriate to use the currency indicated by trade usage or custom for like transactions. The third choice is said to be taken from English cases. The example cited is the use of U.S. dollars by a French company to buy Japanese yen for ship repairs, in which case the loss is felt in the depletion of the claimant’s dollar resources.
Section 5 of the Act deals with determination of the amount of contractual claims when the money of account and the money of payment are different. If the foreign currency of payment is measured by reference to a specified amount of a different currency,27 the amount to be paid is determined on the basis of the exchange rate between the two currencies on “the conversion date.” (The concept of the conversion date is discussed later.) If the parties have provided that the calculation is to be made on the basis of the exchange rate prevailing on a date prior to default,28 that exchange rate applies but only to payments made within a reasonable time after default, which must not exceed 30 days. After that period, the calculation is made at the bank-offered spot rate on the conversion date.
A limited period after default for application of the exchange rate prescribed by the parties is intended to prevent the use of an exchange rate that may differ substantially from the exchange rate prevailing on the conversion date as defined by the Act. What is meant by a reasonable time after default can be a difficult question. Perhaps in deciding what is a reasonable time in the circumstances of a case, a court might take into account the extent of the departure of the current exchange rate from the exchange rate prescribed by the contract. If this interpretation is correct, it might have been advisable to include language to express it in the text. The question then would have been whether the terminal date of 30 days after default served a useful purpose.
The Act provides that if, because of unexcused delay in payment of a judgment or arbitral award, the amount received by the creditor is not equivalent to the amount of foreign currency specified by the contract, the court or arbitrator shall have jurisdiction, and shall exercise it, to amend the judgment or award. The kind of case envisaged by this provision is one in which a loan is made by a Japanese bank to an American borrower; the loan is made with dollars purchased by the bank with yen; and the agreement provides that repayment by the borrower is to be made in the amount of dollars that, when received by the bank, would enable it to purchase the same amount of yen as was used to make the advance in dollars.
A person may assert a claim, whether as plaintiff or defendant, in a foreign currency, but if a foreign currency is not asserted, the claim is deemed to be made in U.S. dollars (Section 6(a)). The opposing party may prove that the proper money of a claim is other than the one asserted (Section 6(b)), but there is a serious ambiguity that is not clarified by the comments. The ambiguity exists because of the use of the word “asserted.” It is not clear whether contest by the opposing party is confined to the assertion of a foreign money claim against him or extends also to the claim that the claimant “makes” in U.S. dollars. The latter interpretation is probably intended.
The Uniform Act might appear to accept the principle of the Restatement that the plaintiff has an option with respect to the money of his claim. This reading would be mistaken, because the opposing party would be allowed to prove that the proper money of the claim was other than the foreign currency that has been asserted or perhaps the dollar. Furthermore, the determination of the proper money of the claim is declared by Section 6(d) to be a question of law. Therefore, the court determines the proper money of the claim on the facts of the case. Here again, however, there is a serious ambiguity. It arises because of the phrase “if contested” in a comment. It is not clear whether the court determines the proper money in all cases, because this issue is a question of law, or only if there is a contest on it between the parties.
Section 7 takes up a central issue in matters of foreign currency claims. The Act chooses a solution close to the Miliangos doctrine. If a foreign money claim is successful, the judgment or award must be expressed in the money of the claim. The judgment is payable in that foreign currency, or, at the option of the debtor, in the amount of U.S. dollars necessary to purchase the amount of the foreign currency at the exchange rate on the “conversion date” at a “bank-offered spot rate” as defined by the Act. Each payment in dollars must be accepted and credited against the amount of foreign currency expressed in the judgment. The amount of the credit is the amount of the foreign currency that could be purchased with the dollars at a bank-offered spot rate of exchange at or near the close of business on the conversion date for that payment.
The definition of the “conversion date” is a concept that has many uses under the Act.
“Conversion date” means the banking day next preceding the date on which money, in accordance with this [Act], is
(i) paid to a claimant in an action or distribution proceeding;
(ii) paid to the official designated by law to enforce a judgment or award on behalf of a claimant; or
(iii) used to recoup, set-off, or counterclaim in different moneys in an action or distribution proceeding.
The choice of the banking day next before the date of actual payment29 is taken from the Ontario statute.
Three other definitions must be quoted:
“Bank-offered spot rate” means the spot rate of exchange at which a bank will sell foreign money at a spot rate.30
“Spot rate” means the rate of exchange at which foreign money is sold by a bank or other dealer in foreign exchange for immediate or next day availability or for settlement by immediate payment in cash or equivalent, by charge to an account, or by an agreed delayed settlement not exceeding two days.31
Rate of exchange” means the rate at which money of one country may be converted into money of another country in a free financial market convenient to or reasonably usable by a person obligated to pay or to state a rate of conversion. If separate rates of exchange apply to different kinds of transactions, the term means the rate applicable to the particular transaction giving rise to the foreign-money claim.32
The second sentence of the definition of “rate of exchange” contemplates the existence of multiple rates of exchange for the currency. The applicable rate is then the one that applied to the particular transaction giving rise to the foreign currency claim. If there are multiple rates of exchange, the exchange markets must be controlled by the monetary authorities. What then is meant by a “free financial market” in the first sentence? The expression can mean a market free from official control or it can mean a market to which the obligor has unimpeded access for the exchange transaction in which the obligor wishes to engage.33 On the first hypothesis, the definition would seem to exclude from the scope of the Act cases involving a foreign currency in which the debtor has access only to a controlled exchange market for that currency and there exists notwithstanding the control a unitary rate of exchange. Problems involving such a currency may arise, and perhaps they would be settled by the law of the forum State apart from the Act. If this assumption is correct, the pre-existing law would not become defunct. For this reason, an enacting State should avoid abrogation of the pre-existing law even though it is made subject to the Act when applicable.34 It is probable, however, that the drafters intend the second hypothesis: a “free financial market” is one to which an obligor has unimpeded access, whether or not there is official control of the market.
Another comment on the definitions is that if the relevant exchange rate is one of the rates in what the IMF regards as a multiple currency system, or if the exchange rate is considered a discriminatory currency arrangement, there is no requirement that the exchange rate must be consistent with the IMF’s Articles.35 This solution is supported by the English case entitled Lively Ltd. and Another v. City of Munich36 and should be endorsed.
The comment on the provision authorizing judgments to be expressed in a foreign currency and dealing with consequential problems (Section 7) notes that the proposed Act, if adopted, would change the law in at least 18 States, in which statutes can be construed as requiring all currency values in legal proceedings to be expressed in U.S. dollars. New York State is listed among these 18, but although the law of that State requires judgments to be expressed in a foreign currency in appropriate circumstances, the law differs from the Act. Under the New York statute, for example, an amount of foreign currency in a judgment must be translated into dollars at the exchange rate prevailing on the date the judgment is entered.
Section 8 of the January 23, 1989 draft of the Act contained provisions on incidental and consequential damages, all of which have been deleted from the final text. The draft provisions that have been abandoned without any substituted treatment of the topics are of sufficient interest to merit the summary and discussion that appear in the remaining paragraphs of this chapter.
According to the earlier draft, if the currency of the claim is not the currency in which the plaintiff keeps his funds, the damages that can be recovered can include an amount equivalent to (i) the costs reasonably incurred after the defendant’s default under any forward exchange contract or option entered into by the plaintiff so as to enable him to obtain the currency notwithstanding the default, or (ii) the interest paid on loans not exceeding the equivalent of the amount of interest due from the date of default to the date of payment.
In the absence of agreement to the contrary, the plaintiff asserting a foreign currency claim can recover damages if he shows that (i) he has suffered a loss in relation to another currency because of depreciation of the currency of the claim by delay in payment, and (ii) the defendant should have known of the plaintiff’s need of the other currency, or (iii) the defendant knew that the plaintiff regularly converted the currency of the claim into the other currency on receipt. In such circumstances, the plaintiff can recover damages equivalent to the difference between the amount of the other currency obtainable at the rate of exchange prevailing on the date when payment was due and the amount obtainable at the rate of exchange prevailing on the judgment date. The ratio decidendi of the New Zealand Naylor case and possibly the English Ozalid case resembles this principle of the January 23, 1989 draft and may have inspired the attempt to give statutory force to the principle.
Furthermore, the plaintiff was not precluded from recovering other damages available under the substantive law applicable to the case according to the private international law of the forum. The purpose of allowing the plaintiff to recover damages for loss attributable to changes in exchange rates, as well as the treatment of interest by the Act, may have been to compensate the plaintiff to some extent if he suffered detriment because of the combined effect of a judgment in foreign currency and application of the exchange rate prevailing at the date of actual payment in accordance with other provisions of the draft.
In President of India v. Lips Maritime Corporation,37 the English House of Lords rejected a claim to general damages for late payment that caused an exchange loss. There was no finding, however, that the plaintiff had made it known to the defendant that sterling paid under the contract would be exchanged at once for U.S. dollars. The contract fixed the exchange rate for translating the money of account (the U.S. dollar) into the money of payment (sterling). The House of Lords treated this exchange rate as binding at all times under the contract. The final version of the Uniform Act, however, creates a presumption that a rate of exchange fixed by contract is applicable only for a reasonably brief period after the due date. After that period expires, the market exchange rate at the time of actual payment must be applied.
The provisions on damages of the draft Uniform Act may have been deleted because the topic is too controversial and because it is seen as part of the broader law of damages, on which probably there is much diversity among the various jurisdictions. It is likely that each jurisdiction continues to be free to apply its own law on damages and that this consequence is recognized by Section 13 of the Act, which is entitled Supplementary General Principles of Law and is formulated as follows:
Unless displaced by particular provisions of this [Act], the principles of law and equity including the law merchant, and the law relative to capacity to contract, principal and agent, estoppel, fraud, misrepresentation, duress, coercion, mistake, bankruptcy, or other validating or invalidating causes supplement its provisions.
Damages are not mentioned but the word “including” should not be interpreted to confine the supplementary principles of law to those listed after that word. Nevertheless, it is not clear whether the law relating to damages would fall within the scope of “other validating…causes.”
The complexities of claims in a foreign currency and judgments based on such claims suggest the question whether judgments can be expressed in the SDR or the ECU when one of these units of account is the contractual unit of account and the means of payment for discharging the obligation giving rise to the claim. If judgments can be expressed in this way and are discharged in instruments or deposits denominated in one of these units as the contractual unit of account and payment, the problem of choosing the appropriate date of an exchange rate disappears. The judgment would be satisfied by the defendant’s transfer of instruments or deposits denominated in the SDR or the ECU, as the case might be, in an amount equivalent to the amount of the judgment. If, however, a plaintiff sought enforcement in currency of a judgment expressed in the SDR or the ECU, or the defendant sought to discharge the judgment debt in currency, the problem of the exchange rate would have to be faced, provided that the plaintiff was entitled to this form of enforcement or the defendant was entitled to discharge his obligation in this way. A plaintiff might see some advantage in obtaining a judgment expressed in the ECU if he were entitled to obtain settlement in the currency of any member state of the Community. The problem of exchange rate might be less contentious, however, in view of the relative stability in the exchange value of the unit of account.
It must be assumed that a plaintiff who contracted on the basis of the SDR or the ECU as the unit of account saw some advantage in that form of agreement, whether the advantage was relative exchange stability of the unit or something else. Although hitherto the likelihood is that he entered into such a contract without the assurance that in the event of breach he could get judgment expressed in the unit of account, establishment of the principle that this form of judgment is possible might encourage more extensive use of the unit of account. The member states and officials of the EC constantly strive to promote a broader use of the so-called private ECU.
If sufficient interest were to exist in the expression of judgments in the SDR or the ECU, the legal feasibility of such judgments would depend on the answers to a number of questions.
The first question would be whether it was valid under the applicable law to contract in the SDR or the ECU as a unit of account. To contract in this way may be invalid, or the contract may be valid but may require a license from the authorities. In some countries of the EC, various exchange control restrictions have been imposed on transactions in ECUs. For example, the residents of a country may have been denied the right to establish deposits denominated in ECUs with banks in other countries. The invalidity of a composite unit of account does not mean that by reason of that fact a clause requiring payment in a currency or currencies in such circumstances must also be invalid. It is fairly common practice in certain kinds of transactions to provide that if denomination in the ECU is ineffective, settlement is to be made in a currency or currencies. The question of the appropriate exchange rate would then arise if it had not been specified in the terms of the transaction.
In Germany, the Currency Act of 1948 establishes and guarantees the deutsche mark in its role as the sole legal tender. Residents must be authorized by the Deutsche Bundesbank if they wish to contract in currencies other than the deutsche mark. The Foreign Trade and Payments Act of 1961 authorized residents to enter into commitments in foreign currencies with nonresidents, and in the same year the Bundesbank issued a general authorization allowing commitments in foreign currencies between residents. This general authorization was not applied to the ECU, on the ground that it was a form of indexation and not a foreign currency. The situation changed on June 16, 1987 when the Bundesbank decided to allow private use of the ECU under the same conditions as foreign currencies. Residents were authorized to open accounts denominated in ECUs with German banking institutions and to contract debts in ECUs with these same institutions. The Bundesbank decided also to grant authorization on demand for invoicing and settlement of contracts with nonresidents for transactions in goods and services denominated in ECUs.
Notice No. 1002/90 of the Bundesbank now spells out eight categories of obligations denominated in ECUs or SDRs that residents may contract. Other categories are subject to authorization by the central bank of the pertinent Land, but the Notice declares that ad hoc authorization will usually be granted for two further specified categories. Paragraph 3 of the Notice provides an example of invalidity. The authorization granted by the Notice does not cover contractual obligations denominated in the ECU or the SDR if the amount is to be determined by future currency or gold quotations or by the future price of other goods or services. The present tendency in all Community states is to treat transactions denominated in the ECU as if they were transactions in foreign exchange and subject therefore to the same freedom that exists for these latter transactions.1
The size of the financial and other markets in the United States makes it necessary to consider whether there is any legal impediment to the use of the SDR or the ECU as a contractual unit of account. On June 5, 1933, the Congress of the United States adopted the Joint Resolution to assure uniform value to the coins and currencies of the United States.2 The Joint Resolution provided that thereafter the discharge of obligations in the United States had to be made in U.S. legal tender, so that gold clauses became invalid. The Supreme Court of the United States construed the Joint Resolution to render unenforceable any clause for payment in foreign currency, including multicurrency clauses.3
After August 15, 1971 sentiment about legislation that prevented the private holding of gold and denied the validity of gold clauses began to change. The United States had terminated its willingness to convert foreign official holdings with gold, and was urging that the role of gold in the international monetary system should be reduced. Congress adopted statutes in September 1973 and August 1974 to permit private persons to purchase, hold, sell, or otherwise deal with gold in the United States or abroad.4 On October 28, 1977, Congress repealed the Joint Resolution with respect to obligations issued on or after the date of the relevant provision of the new enactment.5 This action disposed of the question that arose after the 1973 and 1974 legislation whether those statutes had implicitly repealed the Joint Resolution and had validated gold clauses and foreign currency clauses. The Treasury had thought that the Joint Resolution remained in effect. The Federal Reserve Bank of New York requested Chase Manhattan Bank to delay the initiation of services in New York involving the use of the SDR as a unit of account while the validity of the services was being studied. The Treasury sounded ominous in pointing out that the law on this question was subject to various legal interpretations and that, as in other cases of statutory construction, the courts would have to be the final arbiters.
In view of the 1977 statute, the Joint Resolution no longer interposes an obstacle in the United States to the private use of the SDR or the ECU as a unit of account, even though no statutory provision expressly recognizes the validity of the practice. The Uniform Foreign-Money Claims Act, however, states explicitly that the denomination of claims in units of account created by intergovernmental agreement would be valid. Section 3(b) provides that the parties may agree upon the money to be used in a transaction giving rise to a foreign money claim. Section 1(5) declares that foreign money means money other than money of the United States. “Money” is defined as follows by Section 1(7):
“Money” means a medium of exchange for the payment of obligations or a store of value authorized or adopted by a government or by inter-governmental agreement.
The corresponding definition in the draft of January 23, 1989 was even more explicit (Section 1(6)):
“Money” means a medium of exchange authorized or adopted as a part of its currency by a domestic or foreign government or adopted by inter-governmental agreement, for the payment of debts, or other obligations or as a store of value. The term includes European currency [sic] Units, Special Drawing Rights, and other composite stores of value now existing or hereafter created.
A comment in the final version makes it clear that the SDR and the ECU are within the concept of a store of value, because they are used to determine the quantity of payment in some international transactions. By implication, the SDR and the ECU are not covered by the concept of a medium of exchange, but the commentary nevertheless refers to them as “composite currencies.” The commentary states also that “foreign money” includes the SDR even though the United States is a member of the IMF. It would have been equally appropriate to add that the SDR is foreign money for the purposes of the Act even though the U.S. dollar is included in the basket of currencies according to which the SDR is valued.
The definition does not limit composite units of account in which it would be valid to express obligations to the SDR and the ECU, but any other unit of account would fall within the definition of “money” only if the unit of account was authorized or adopted by a domestic or foreign government or by international agreement. The definition does not specify the government that can authorize or adopt a medium of exchange or a store of value. It would seem that the government must be one in whose courts a claim denominated in a composite unit of account could be pursued.
For a composite unit of account created by intergovernmental agreement to be considered money, it is not required that the agreement must provide that the unit of account can be used for denominating claims of the kind that are being pursued. Private units of account that do not reflect the value of a composite unit of value created by intergovernmental agreement would not qualify as money under the Act, unless authorized or adopted by a government. The reference to units of account created by intergovernmental agreement resembles the test the IMF applies in authorizing the settlement in SDRs of obligations denominated in a unit of account that is “composed of currencies and is applied under an intergovernmental agreement.”6
A question that might arise under the Uniform Act is whether a contractual composite unit of account that reflects the value of a unit of account created by intergovernmental agreement but not the current value would be covered by the definition of money. A contract may provide that an earlier method of valuing the composite unit of account shall apply under the contract, or that a change in the method shall not have immediate effect for the purposes of the contract. The Act allows parties to agree on an exchange rate for a currency that departs from provisions of the Act, without concluding that a currency is no longer involved. It would seem, therefore, that if the parties agree on an exchange rate for a composite unit of account, the choice should not be deemed to deprive the unit of account of its character as money as defined by the Act. The IMF itself agreed at one time to repay borrowings on the basis of an earlier valuation of the SDR.7
Most American States have usury laws regulating the maximum rate of interest that may be charged for the use of money, and that impose civil or criminal sanctions for violation of the law. These laws do not regard the form of a transaction as conclusive and may go beyond it to determine that the parties have agreed on a rate of return on a loan that exceeds the rate permitted by law.8 Sometimes, in the past, State courts have decided that contracts in which there is a foreign exchange index are usurious. In some cases in the past the courts have found that usury existed when the contract provided for a discount on disbursements of a loan or a premium on repayment of it for the alleged purpose of compensation for the risk of exchange rate fluctuations or the costs of transactions. The courts found that these terms were stratagems designed in reality to provide for an excessive rate of interest. The explanation of the absence of recent cases may be that courts are disinclined to apply usury laws in an era of higher interest rates and the increased use of foreign currencies in commercial transactions entered into by residents of the United States. It is unlikely, therefore, that the use of the SDR or the ECU as a unit of account will be held nowadays to be a cloak for usury.
The Uniform Foreign-Money Claims Act contains a provision designed to fend off the application of usury laws. Section 5(c) declares that “[a] monetary claim is neither usurious nor unconscionable because the agreement on which it is based provides that the amount of the debtor’s obligation to be paid in the debtor’s money, when received by the creditor, must equal a specified amount of the foreign money of the country of the creditor.” The provision would apply, for example, to a borrowing of U.S. dollars by an American enterprise from a Japanese bank, which had purchased with yen the dollars to be lent. The borrower is entitled to repay in dollars, but the lender requires that it receive ultimately the same amount of yen that it had expended to purchase the dollars. To ensure this result, the loan agreement contains the following term, which is in common use:
The payment obligations of the Company and the Guarantor under this Agreement shall not be discharged by an amount paid in another currency or in another place, whether pursuant to a judgment or otherwise, to the extent that the amount so paid on conversion to Japanese yen and transferred to the Bank in Tokyo under normal banking procedures does not yield the amount of Japanese yen due hereunder. The Company and the Guarantor each hereby agrees as a separate obligation and notwithstanding any judgment to pay on demand any difference between the sum in yen due hereunder in Tokyo and the amount of yen actually received in Tokyo by the Bank as a result of payments made on any judgment or voluntarily.
It is not clear how the provision on usury in the Act would affect monetary claims in which the SDR or the ECU is the unit of account. The references to the “debtor’s money” and the “foreign money of the country of the creditor” might seem to prevent application of the provision to contracts in which the SDR or the ECU is the unit of account. It is possible, however, that the definition of “money” in the Act would make it possible to hold that the provision on usury applies to these contracts also. There would seem to be no reason of policy why it should not.
Canada has adopted legislation to establish the validity of units of account. An Act to amend the Currency and Exchange Act and to amend other Acts in consequence thereof was passed in 1977 and has added subparagraph (b) to an earlier statutory provision:
Subsection 12(1) of the Currency and Exchange Act is repealed and the following substituted therefor:
“12.(1) Every contract, sale, payment, bill, note, instrument and security for money and every transaction, dealing, matter and thing whatever relating to money or involving the payment of or the liability to pay any money, that is made, executed or entered into, done or had, shall be made, executed, entered into, done and had according to the currency of Canada, unless it is made, executed, entered into, done or had, according to
(a) the currency of a country other than Canada; or
(b) a unit of account that is defined in terms of the currencies of two or more countries.”9
This provision permits Canadian authorities and private parties to enter into obligations expressed in terms of the SDR or the ECU or any other unit of account defined in terms of at least two currencies. It is also valid for Canadians to enter into obligations expressed in a single non-Canadian currency.
It is not a condition of the validity of a composite unit of account under the Canadian provision that the unit of account is created by intergovernmental agreement. Furthermore, composite units of account covered by category (b) are not declared to be money.
In the United States, the Uniform Commercial Code (UCC), which has been adopted, in the same or slightly modified form, in most States of the United States, raises some questions of the effect of denomination in SDRs or ECUs on negotiability. The same questions may arise under any system of law. The UCC requires as a condition of negotiability that an instrument, such as a draft, check, certificate of deposit, or note, contains “an unconditional promise or order to pay a sum certain in money.”10 A promise or order to pay a sum in a foreign currency is for a sum certain in money. Unless the instrument specifies a different medium of payment, the promise or order may be satisfied by payment in U.S. dollars at the buying sight rate for that currency on the day on which the instrument is payable or, if payable on demand, on the day of demand. If the instrument specifies a foreign currency as the medium of payment, the instrument is payable in that currency.11
An official comment states that the test of a foreign currency is whether it carries the sanction of the government that recognizes the circulating medium in the currency as a part of the official currency of that government.12 There is no mention of a unit of account composed of currencies, but if it is indeed regarded as a composite of currencies, all of them carry the sanction of the governments that issue them. If this view were taken, a claim denominated in a composite unit of account could be recognized as a claim to pay a sum certain in money. Nevertheless, the question whether the SDR or the ECU is itself a money might arise.
Article IV, Section 1(b) of the World Bank’s Articles of Agreement provides that the Bank may borrow funds or guarantee loans in accordance with Section 1(a) only with the approval of the member of the Bank in whose markets the funds are raised and the member in whose currency the loan is denominated, and again only if those members agree that the proceeds may be exchanged for the currency of any other member without restriction. When the Bank made its first borrowing denominated in the ECU, the General Counsel of the Bank concluded that the ECU was not the “currency of the member” within the meaning of Article IV, Section 1(b), so that the requirement of the consent of any member based on the involvement of its currency could not readily be applied. He held that only if the ECU ceased to be used in the EMS could the requirement of a member’s consent be applied. The consent in that event would be the consent of each of the members whose currencies were substituted for the ECU by the fiscal agent in accordance with the fiscal agency agreement.
The position taken in the World Bank means that, at least for the purpose of Article IV, Section 1(b), the question whether the ECU itself is a currency does not arise. The issue was whether the ECU was the currency of a member of the Bank and it was concluded that the ECU was not. The conclusion meant that, for the purpose of the provision in the Bank’s Articles, the ECU would not be considered the currencies of the members whose currencies composed the definition of the ECU.
The concept of a “sum certain” in the UCC does not create a difficulty if an instrument is denominated in a foreign currency but is payable in U.S. dollars. An official comment states that for the purposes of negotiability the UCC clarifies that such an instrument is for a sum certain, notwithstanding fluctuations in exchange rates.13 Therefore, no problem of negotiability should arise with respect to the concept of a sum certain because of denomination of an instrument in the SDR or the ECU. If an instrument fails to meet the criteria for negotiability, the instrument may nevertheless be enforceable as a contract.
The proposed United Nations Convention on International Bills of Exchange and International Promissory Notes14 deals explicitly with issues left to conjecture by the UCC. A bill of exchange is defined as a written instrument that satisfies four criteria, one of which is that it contains an unconditional order by which the drawer directs the drawee to pay “a definite sum of money” to the payee or to his order.15 “Money” or “currency”
includes a monetary unit of account which is established by an intergovernmental institution or by agreement between two or more States, provided that this Convention shall apply without prejudice to the rules of the intergovernmental institution or to the stipulations of the agreement.16
This broad language covers the SDR and the ECU as well as units of account established by states without action by an intergovernmental institution. The provision reflects the understanding that in the discretionary system of exchange arrangements steps may be taken by governments to create various monetary units of account. The word “monetary” may mean that the unit of account serves purposes or performs functions deemed to be monetary. The word may be taken, however, to mean that the units of account must be composed of currencies and not, for example, commodities.
If the sum payable is expressed in a monetary unit of account within the meaning of the Convention and the monetary unit is transferable between the person making payment and the person receiving it, payment is to be made by transfer of the monetary units of account, unless the instrument specifies a currency of payment. If the monetary unit of account is not transferable between payor and payee, payment must be made in the currency specified in the instrument, or if no currency is specified, in the currency of the place of payment.17
The sum payable under an instrument is deemed to be for a definite sum even though the instrument provides that it is to be paid (i) according to a rate of exchange indicated in the instrument or to be determined as directed by the instrument, or (ii) in a currency other than the currency in which the sum is expressed in the instrument.18
Issues similar to those mentioned above have been examined in the United Kingdom by the Review Committee on Banking Services Law appointed by the Chancellor of the Exchequer and the Governor of the Bank of England. The committee submitted its report on December 30, 1988, and it was presented to Parliament in February 1989.19 The terms of reference of the committee were to examine the need for reform of law and practice relating to the provision of banking services. Chapter 8 of the report deals with negotiable instruments.20 The committee recommended that a new Negotiable Instruments Act should replace the Bills of Exchange Act 1882.
The committee concluded that the new statute should contain provisions to deal with units of account.
It is clearly desirable to change the definition of a bill of exchange and a promissory note in order to include those drawn in units of account such as the ECU (European Currency Unit), since it is probable that, as the law now stands, these units of account would not be regarded as “a sum certain in money” (Sections 3(1) and 83(1) of the 1882 Act).21
It is not completely clear whether the committee thought that instruments expressed in a composite unit of account probably did not meet the test of a “sum certain in money” because a composite unit of account might not be regarded as “money,” or because the unit fluctuates in value in relation to money and thus does not provide for a “sum certain,” or perhaps because of both objections. On the whole, it seems that the reason for the doubt was that as a unit of account fluctuates in value, the amount of an instrument expressed in a unit could not be ascertained at the date of issue of the instrument.22 According to this same reasoning, in the discretionary system of exchange arrangements an instrument expressed in one currency that provides for payment in another currency would fail to meet the test if the instrument did not specify a rate of exchange.
The committee recommended that the words “a sum certain in money” in the Bills of Exchange Act 1882 should be replaced by “a certain or ordinarily determinable sum,” but to avoid doubt the new Act should also provide that this new expression embraced “a monetary unit of account established by an inter-governmental institution.”23
To assist in the determination of the amount payable in accordance with instruments expressed otherwise than in sterling, the committee recommended that:
(a) instruments are ordinarily payable in the currency in which they are expressed;
(b) the amount may be expressed in one currency with provision for payment in another;
(c) if an instrument is expressed in a unit of account which is capable of being freely transferred from one person to another, it is so payable; if, however, it is expressed in a unit of account which is not transferable, and no currency of payment is specified, payment should be made in the currency of the place of payment;
(d) where a currency conversion is necessary to determine the amount payable, the rate of exchange or the method of determining the rate of exchange may be stated on the instrument or, failing that, it should be determined by reference to the paying bank’s sight draft rate or some other generally acceptable published rate on the day of payment (or dishonour). For units of account, the conversion should be an appropriate published rate for that same day.24
In one important respect, the language quoted above goes beyond the draft of a new statute prepared by an advisor that was circulated by the committee without carrying its endorsement. The text proposed that:
A sum payable by an instrument may be certain or ordinarily determinable within the meaning of this Act, although it is required to be performed:
.
.
.
(e) In a currency the value of which can be determined only by reference to the value of one or more other currencies.25
This language would provide for payment only in a currency even if the amount was expressed in another currency or a unit composed of other currencies. The committee’s recommendation contemplated payment in a composite unit of account, although the committee avoided any conclusion that, say, the ECU or the SDR was a currency or that the committee was restricting its recommendation to composite units that had been recognized as currencies.
The committee’s recommendation was narrower in one respect than the advisor’s draft. He did not define his composite unit of account, but the committee had in mind only monetary units of account established by an intergovernmental institution. The committee’s main concentration was clearly on the ECU.
The committee’s category of composite units of account is narrower than the version accepted by the United Nations Convention discussed above, because the Convention refers not only to composite units adopted by an intergovernmental institution but also to units adopted by agreement between states. The latter units also, it must be presumed, are composed of currencies. The proposed U.S. Uniform Foreign-Money Claims Act also refers to composite units established by intergovernmental institutions. The amendment of Canada’s Currency and Exchange Act refers to any unit of account defined in terms of the currencies of two or more countries. Negotiability is not the subject matter of the proposed U.S. measure and the Canadian statute but all these proposed or existing measures demonstrate growing recognition of the advisability in the discretionary system of exchange arrangements of making provision for composite units of account in various areas of the law. Experience also shows that choices have to be made among possible categories of composite units of account and that policy may dictate the selection of a broad or a narrow category.
The Government’s response to the committee’s report was published in March 1990.26 The Government did not accept the recommendation that the Bills of Exchange Act 1882 should be replaced by a new statute, but the Government decided instead that the existing statute should be amended27 in some respects to take account of modern conditions. The Government stated that:
The Review Committee recommended (Rec 8(5)) that the sum payable on a negotiable instrument should no longer have to be certain at the date of issue provided it is “certain or ordinarily determinable” in accordance with provisions which will be set out in amending legislation. This recommendation was intended to facilitate the use of instruments denominated in units of account like the ECU. The Government accepts that bills denominated in units of account like the ECU should be brought clearly within the 1882 Act and the 1882 Act will therefore be modified in due course so that the expression “a sum certain in money” is defined to include “a monetary unit of account established by an intergovernmental institution” or by agreement between two or more states.28
The category (or, more properly, categories) of units of account chosen by the Government accords with the United Nations Convention.
In England, there might have been doubt at one time about the validity of the denomination of obligations in the SDR or the ECU. A case decided in 1956 raised for the first time the question whether a gold value clause was valid in a purely domestic contract.29 The issue was not settled because the court construed the clause in question as one that dealt with the mode of discharging the debt and not as measuring its extent. It was held that the obligor was permitted alternative modes of payment of a fixed amount of sterling, one of which was a specified amount of “gold sterling” and the other the same specified amount of Bank of England notes. The obligor was entitled to settle in accordance with the latter alternative and was not required to pay the market value of the specified amount of gold sovereigns or their gold content. The validity of a gold value clause in a domestic English contract was questioned, however, in one of the opinions in the Court of Appeal. Lord Justice Denning, as he then was, declared that although it was common for parties to protect themselves against depreciation by means of a gold clause, in England a pound was always looked upon as a pound whatever its international value might be.
This opinion was obiter, and in a later case30 the court did not follow it. In a domestic transaction, a loan was made on a mortgage under which the principal repayable and the interest were expressed in sterling but subject to adjustment. The payments were to be “increased or decreased proportionately, if at the close of business on the day preceding the day on which payment is made the rate of exchange between the Swiss franc and the pound sterling shall vary by more than three per cent” from the specified rate prevailing on the date of the mortgage.
The court held that this clause was enforceable and was not contrary to public policy.31 Among the reasons given for this conclusion were the widespread use of index clauses in relation to amounts expressed in sterling, particularly in long-term commercial contracts and contracts of employment; the linking of pensions and savings bonds to the cost of living under Parliamentary authority, which cannot, therefore, be deemed to be contrary to public policy; the disagreement among economists on the question whether indexing promoted inflation; the rapid erosion of the value of the currency; the danger that capital might not be forthcoming if lenders could not protect themselves; and the validity of indexing in some other countries. Moreover, in connection with a somewhat analogous problem it had been held in the Miliangos case that judgments could be expressed in currencies other than sterling. Lord Denning himself joined in this departure from the nominalist principle on which he had relied in 1956.
The decision can be taken to imply that a clause in a domestic or transnational contract providing that an obligation expressed in sterling was to be varied in accordance with the value of sterling in terms of the SDR or the ECU would be valid in English law. The decision probably implies also that it is valid to express an obligation in SDRs or ECUs.
One of the questions with which the court dealt was the question whether equitable relief was available because of the substantial depreciation of sterling. The court’s reaction deserves to be recalled, particularly in view of the discussion of hardship earlier in this monograph.32
In opening, the plaintiffs advanced the contention that even if at the date the mortgage was entered into it was unobjectionable the court would not now enforce it in its full rigour because the dramatic fall in the value of the pound was not foreseen in 1966 and hardship would be caused to the plaintiffs. I am not sure that such contention was persisted in, but I know of no such dispensing power vested in the court and I agree … that, if there was such a power, the doctrine of frustration of contracts and all the legal difficulty that it has caused would have been unnecessary. A contract is not frustrated just because the parties had not foreseen the event which occurred, but only if the provisions of the contract do not cover that event.
If equity could, ever since 1875, have relieved a party from the harsh consequences of unforeseen events, one would expect the point at least to have been argued in some case: but I have not been referred to any such case. On the contrary in White and Carter (Councils) Ltd. v. McGregor [1962] A.C. 413, 445 Lord Hodson said:
‘It is trite that equity will not rewrite an improvident contract where there is no disability on either side. There is no duty laid upon a party to a subsisting contract to vary it at the behest of the other party so as to deprive himself of the benefit given to him by the contract. To hold otherwise would be to introduce a novel equitable doctrine that a party was not to be held to his contract unless the court in a given instance thought it reasonable so to do. In this case it would make an action for debt a claim for a discretionary remedy. This would introduce an uncertainty into the field of contract which appears to be unsupported by authority either in English or Scottish law save for the one case upon which the Court of Session founded its opinion and which must, in my judgment, be taken to have been wrongly decided.’
Therefore although I have considerable sympathy for Mr. and Mrs. Mara who will obviously suffer considerable hardship as a result of the unforeseen fall in the value of the pound sterling, I must declare that the whole of the provisions of clause 6 of the mortgage are valid and enforceable.33
In this context, it is appropriate to recall the English case entitled The Rosa S,34 decided on July 21, 1988. In this case, the contract was not domestic. The decision shows that there is no objection to the continuing effectiveness of a gold value clause in such a case. The question was the meaning of the pound sterling as the monetary unit for the limitation of liability under the International Convention for the Unification of Certain Rules of Law Relating to Bills of Lading dated August 25, 1924 (the Hague Rules), which provides that the monetary unit was to be taken to be gold value. The bills of lading in the case had been made subject to the Hague Rules. The court held that it was still possible under English statutes to determine the gold content of one pound gold sterling (the sovereign). Acts of 1971 and 1983 preserve the concept of gold coins as currency and provide that gold coins can be legal tender. The gold clause prescribed a standard of value and not the means of payment.
The plaintiffs had properly claimed Kenya pounds under the Miliangos line of cases. The court decided that the limit on the defendants’ liability had to be calculated on the basis of the sterling value of the quantity of gold, determined in accordance with the gold value of sterling under English statutory law, and not on the basis of the nominal amount of sterling. The sterling value had to be translated into the nominal equivalent in Kenya pounds. The gold value of one gold pound sterling was taken to be 66.30 current pounds sterling.
The question whether judgments to enforce debts or to award damages must be expressed in a “currency” or “money” is one to be decided by the lex fori. It is probably safe to guess that most legal systems require such judgments to be expressed in this way, even though there may be differences among systems in defining precisely what is meant by “currency” or “money.” As was said by one English judge:
I have, of course, no power to make an award in oil. I can only make an award in money. If, however, it was necessary for me to choose the currency which most closely represented oil, on the evidence before me that currency would be the US dollar.35
It is likely that a rationale of the requirement that a judgment to enforce a debt or to award damages can be expressed only in currency or money is associated with the execution of judgments. How will the executive officers of the legal system know how much to collect in satisfaction of a judgment they are instructed to enforce unless the court tells them in what currency and how much they are to collect? This rationale, according to the Miliangos case, was the foundation on which the pre-Miliangos law rested. In those days, a foreign currency was usually considered a commodity, and judgments could not be given in commodities. Even when the Miliangos decision changed the law, the new principle was accompanied by the further principle that a judgment expressed in a foreign currency could be discharged or enforced in sterling.
Present English law does not prevent a defendant from making payment into court in a foreign currency if
(i) the payment is lodged in satisfaction of a claim for debt or liquidated demand and is in the currency in which the claim is made, or
(ii) the court so directs or permits.
The English Law Commission has recommended that the leave of the court should not be required if the defendant wishes to pay into court sterling in discharge of a claim to unliquidated damages expressed in a foreign currency.36
Although it may be that a judgment must be expressed in a currency, the question may arise in what means of payment the judgment must or may be performed. Here the problem is sometimes described as what is meant by “money.” For example, it is possible that a court may hold that an indebtedness can be discharged in some form that does not meet the concept of money under the applicable law. The court may hold that the obligation to pay a sum certain in a currency can be discharged in a manner other than the transfer of legal tender bills denominated in the currency. The reason may be that the court considers it absurd in modern conditions and beyond the contemplation of the parties to require payment in legal tender. Between banks, for example, an unconditional payment order involving no element of credit for the debtor may be treated as equivalent to cash.37 Settlement with such means of payment may be possible, however, only on the theory that settlement in this form is expressly or implicitly prescribed or permitted by the contract between the parties.
If it is concluded that in a particular jurisdiction an SDR or ECU clause is valid, that judgments to enforce debts or award damages must be expressed in a currency, and that judgments can be expressed in a foreign currency, the next question is whether judgments can be expressed in the SDR or the ECU as a foreign currency. This question can arise with respect to the ECU in the courts of member states of the EC or in the courts of other countries. In a single issue of one well-known periodical,38 an extraordinary number of references by authors are made to the ECU as being, or becoming, a currency basket, foreign currency, foreign currency sui generis, parallel currency, international money, Community currency, joint European currency, proper currency, fully fledged currency, and quasi-national currency.39 In this extensive glossary, there is evidence of considerable differences of opinion, including the view that the ECU is a currency, that it is not a currency, and that if it is a currency it is not a traditional currency. It must be recognized, however, that the traditional view of a currency as an expression of the sovereignty of a state has not prevented the emergence of common currencies, or the use of the currency of one country as the currency of another country, or the co-existence of two or more currencies as legal tender within a territory.40
In early 1989, the Committee for the Study of Economic and Monetary Union, appointed under a mandate of the European Council, with Jacques Delors as Chairman, issued its Report on economic and monetary union in the European Community. The Report sets forth the ideas and recommendations of members of the Committee in their personal capacities. The mandate of the Delors Committee was to study and propose concrete stages leading toward economic and monetary union within the EC. One topic the Report considers is the role of the ECU, and in the course of that discussion the Report refers to the character of the ECU.
The most interesting passage on this aspect of the ECU runs as follows:
Firstly, the Committee examined the role of the ECU in connection with an eventual move to a single currency. Although a monetary union does not necessarily require a single currency, it would be a desirable feature of a monetary union. The Committee was of the opinion that the ECU has the potential to be developed into such a common currency. This would imply that the ECU would be transformed from a basket of currencies into a genuine currency. The irrevocable fixing of exchange rates would imply that there would be no discontinuity between the ECU and the single currency of the union and that ECU obligations would be payable at face value in ECUs if the transition to the single currency had been made by the time the contract matured.41
This paragraph might seem to deal only with the question whether the ECU should develop into a common currency, but it is also said that the ECU is now “a basket of currencies” and not “a genuine currency.” This analysis is supported by language elsewhere in the Delors Committee Report. For example, the Committee states that
ECU-denominated deposits by the non-bank sector have stagnated since 1985, suggesting that the ECU’s appeal as a near money substitute and store of liquidity is modest.42
The Report makes it clear in addition that the Committee does not regard the present ECU as a parallel currency:
Secondly, the Committee considered the possibility of adopting a parallel currency strategy as a means of accelerating the pace of the monetary union process. Under this approach the definition of the ECU as a basket of currencies would be abandoned at an early stage and the new fully-fledged currency, called the ECU, would be created autonomously and issued in addition to the existing Community currencies, competing with them. The proponents of this strategy expect that the gradual crowding-out of national currencies by the ECU would make it possible to circumvent the institutional and economic difficulties of establishing a monetary union. The Committee felt that this strategy was not to be recommended for two main reasons. Firstly, an additional source of money creation without a precise linkage to economic activity could jeopardize price stability. Secondly, the addition of a new currency, with its own independent monetary implications, would further complicate the already difficult endeavour of coordinating different national monetary policies.43
The SDR or the ECU as a unit of account, and not as the official SDR or the official ECU, has been the subject of legislation in a number of countries. A distinction must be made between a formulation that declares the SDR or the ECU to be a foreign currency and a formulation that requires the private SDR or the private ECU to be treated for a specified purpose or purposes as if it were a foreign currency. The first model would seem to confer on the SDR or the ECU the status of a foreign currency, but courts might nevertheless interpret the language to refer exclusively to the purposes of the statute in which the language appears. The second model would seem to create a legal fiction, according to which the unit of account was to be treated in the same way as if it were a foreign currency for limited purposes without declaring that it was a foreign currency. A slight variant on the second model would be the formulation that operations in the ECU were to be treated as if they were operations in a foreign currency. A third basic model can be imagined between the extremes of the two models: the ECU or the SDR is declared to be a foreign currency for particular purposes.
The third model may be made clearer by citing the example of an English statute, the Export Guarantees and Overseas Investment Act 1978.44 Section 15(1) provides that for the purposes of the statute
“foreign currency” means any currency other than sterling, including special drawing rights; “foreign currency liabilities” means liabilities which are measured in a foreign currency, whether or not they are to be discharged in a foreign currency;
If in a jurisdiction there is a statute in the form of the first model, the bold statement that the SDR or the ECU is a foreign currency should mean, at least prima facie, that judgments can be expressed in SDRs or ECUs by the courts of that jurisdiction. There would be no such presumption if the second model, or its variant, is adopted, unless one of the specified purposes is the expression of judgments. The third model would seem to be closer to the second model than to the first, unless again the expression of judgments is among the specified limited purposes. All three models relate to the SDR or the ECU as a foreign currency. It is doubtful that at present they would be declared by law to be a parallel domestic currency. If, however, this step were taken, there would be no reason why judgments could not be expressed in the SDR or the ECU, unless the statute contained language to prevent this consequence.
Without the close analysis of statutory texts that would enable one to determine which of the three models had been followed, it can be said that over time there have been three distinct official reactions to the characterization of the private ECU. It has been seen that one reaction, in Germany, had been that the ECU was simply a form of indexation and, as such, could not serve as a unit of account for residents; but that by a decision of June 16, 1987 the Deutsche Bundesbank now authorizes the private use of the ECU on the same conditions as apply to foreign currencies. Italy was the first country to give official recognition to the private ECU and to treat it as a convertible foreign currency. France, Belgium, and Luxembourg have given the ECU the official status of a foreign currency. In Ireland, the Netherlands, and the United Kingdom, there has been no explicit general recognition of the private ECU as a foreign currency, but neither is there the denial of such a status. It could be said that there has been tacit recognition of the validity of the use of the ECU as a unit of account, but it is debatable whether this permissiveness is equivalent to tacit recognition of the ECU as a foreign currency even in the transactions and operations in which the ECU has served as the unit of account.
According to one author,45 the former official view in Germany that the ECU was not a currency, or qualified to be treated as if it were, rested mainly on four objections: (a) The ECU is not backed by an independent monetary authority responsible for its internal and external value. (b) There is no guarantee of continuity in the value of the ECU as long as changes can be made in the weights of currencies in the basket. (c) There is no institution or arrangement to ensure the ready convertibility of the ECU into reserve currencies. (d) There is no clear way to establish a role for the ECU as an intervention currency. Even for economists, who often take a broader view of what constitutes a currency than do some lawyers,46 the ECU lacks some of the salient characteristics that are traditionally associated with a currency. The ECU, for example, is not issued by a monetary authority and is not legal tender anywhere, so that it has no home.47
The English Law Commission’s Report notes that a step has been taken to enable a “Community judgment” to be registered for enforcement under English law. Originally, it had been provided that such a judgment or order had to be translated into sterling at the rate of exchange prevailing when the judgment or order was given. After the Miliangos case, the original English measure was amended by omitting any reference to the date of the exchange rate. The English Law Commission concludes that a Community judgment will be registered in the currency in which it is expressed, “[i]ncluding presumably, European Units of Account.”48
The Report points out that Community judgments mean, not the judgments of the courts of member states of the EC, but the judgments or orders of certain specified Community bodies. The Report states that although normally the Community judgments would be those of the European Commission imposing fines or penalties formulated either as lump sums expressed in the EUA or as percentages of an offending firm’s turnover, the judgments of the European Court of Justice were included in the concept of Community judgments.
The English Law Commission refers inexplicably to the EUA, which had been replaced by the ECU in Community accounts in 1979, some years before the English Law Commission issued its Report, but nothing should turn on this sequence of events for the purpose of the present discussion. That is to say, the English Law Commission’s conclusion about the EUA must be taken to apply to the ECU, and indeed even more forcibly in view of the much enhanced role of the ECU as compared to the EUA. The original composition of the ECU was the same as that of the EUA.
Reference to the EUA recalls Société anonyme générale Sucrière and Others v. Commission of the European Communities and Others,49 a case decided by the European Court of Justice in which the EUA was involved. The European Commission had imposed fines on some companies because they had offended provisions of the Treaty of Rome by engaging in practices deemed to be in restraint of trade. The European Commission was authorized to impose fines of 1,000 to 1,000,000 u.a. (namely EUA) or fines of a greater amount but not exceeding 10 percent of a company’s turnover in the preceding business year. The fines were formulated as a number of u.a. followed by an amount of currency, on these lines: “a fine of 400 000 u.a. . . ., that is FF 2 221 676.”50 By a decision of December 16, 1975, the court annulled some fines and reduced others, using the following formula: “80 000 u.a. (FF 444 335.20).”51 The currency mentioned in the decision was the currency of the member state in which a delinquent company had its principal place of business. On February 6, 1976, two companies on which reduced fines had been imposed paid amounts of Italian lire to the Commission in attempted settlement of fines expressed in French francs as well as units of account. The lira at that time was the weakest of the Community currencies. The Commission was willing to accept payment in the currency of any member state but contended that the amount of the debt was the amount of currency shown in the judgment and that this amount had to be translated into another currency at the rate of exchange prevailing on the day of actual payment.
The EUA was defined as equivalent to 0.88867088 gram of fine gold. The payments were made on the basis of the par value for the lira as established under the IMF’s Articles. Legally, the par value was still in existence under the Articles when the payments were made, because the Second Amendment had not yet become effective. The amounts of French francs in the court’s decision were based on the par value of the French franc under the Articles. The lira had depreciated in the market, so that the payments were made in substantially fewer lire than if the exchange rate in the market had been the basis for the calculation.
The companies challenged the European Commission’s view that Italian lire had to be paid on the basis of the market exchange rate between the lira and the French franc if the lira was the currency of payment. The companies argued that the amounts of the debts were fixed by the court in EUAs and that the amounts in French francs were no more than “an indication.” A regulation of the Council authorized the Commission to impose fines in the unit of account used in drawing up the Community’s budget. The regulation on the budget provided that
[t]he financial contributions from Member States fixed by the budget shall be expressed in units of account as defined in Article 10. They shall be converted into the respective national currencies on the basis of the relationship existing on the day of their payment between the weight of fine gold contained in a unit of account as referred to above and the weight of fine gold corresponding to parity in respect of each of those currencies as declared to the International Monetary Fund. Should the currency of one or more of the Member States cease to have any declared parity with the International Monetary Fund, the Commission shall propose appropriate measures to the Council.52
An argument of the companies was that the regulation had to be applied as written until it was amended. The Commission had submitted a proposal to the Council for amendment of the regulation on the unit of account that would define the unit in terms of a basket of currencies and would provide for translation of this unit into a member state’s currency by reference to daily exchange rates. The companies argued that the court could not take account of exchange rates in the market as if the amendment had already taken effect.
The Advocate General reminded the court that both decisions of the Commission imposing fines and judgments of the court were enforceable in the member states of the Community according to the rules of civil procedure of the state in which enforcement was carried out. Although there were states of the Community—such as Germany, Italy, and the United Kingdom—in which execution could be levied on a judgment for an amount in foreign currency, there was no country in which an obligation expressed in EUA alone could be enforced. It was essential, therefore, that while fines and judgments had to be expressed in EUA to ensure that the prescribed limits on fines were being observed, fines and judgments had to be expressed in a currency as well so that they could be enforced. When the court included an amount of currency in its decision, as in this case, the court intended that this was the amount of the fine the Commission was to be allowed to collect by means of execution if necessary. Nothing prevented the Commission from accepting another currency, but it was not bound to accept it at any rate of exchange other than the market rate prevailing on the date of actual payment.
The Advocate General argued that the regulation establishing the limits on fines referred only to units of account because it was promulgated in the days of the par value system. At that time, it had made no difference whether fines were denominated in units of account defined in relation to gold or in a currency for which there was a par value. This argument of the Advocate General was not wholly persuasive, because a currency might have been revalued or devalued after a fine was imposed and before judgment. He did not consider this objection to be forceful, however, because changes of par value were rare events.
The court held, on its interpretation of the regulation, that neither the European Commission nor the court was precluded from expressing a fine in terms of a currency. Indeed, it was essential to do so in order to make enforcement possible. The court agreed that sums were expressed in units of account only to ascertain that the prescribed limits on fines were not exceeded.
The court agreed, therefore, that the Commission was entitled to express the fines in French francs, and that the Commission could accept payment in another Community currency. No regulation determined how the currency in which the fine was expressed had to be translated into the currency of payment. The conditions in which par values had been established no longer existed. There was no reason, therefore, why, given the silence of the regulations, par values had to be applied for the purpose of translating one currency into another. The Commission had to ensure that the actual value of payments made in another currency corresponded to the value of the amount of currency in which fines were expressed. The actual value had to be determined by reference to exchange rates prevailing in the market on the day that payment was made.
Notwithstanding the change in circumstances since the case was decided, some deductions can be drawn from the decision that are relevant to the question whether decisions can be expressed in ECUs. First, the European Court of Justice found nothing to prevent it from expressing its judgment in EUAs. This fact must carry some weight, even though it is obvious that the courts of each national jurisdiction would have to decide this question in accordance with their own law.
Second, the court was guided by pragmatic considerations. The par value system, though legally still in effect, was taken to be inappropriate as a basis for decision. Courts might be guided by a similar spirit when noting the growth of the private ECU market and the widespread opinion that the ECU has some of the characteristics of a currency even though it might not be regarded by many observers as a foreign currency.
Third, the court found it necessary to express its judgment in a fixed amount of a currency as well as in the EUA. The reason, however, was a difficulty that has now disappeared. The difficulty was that without the mention of a currency there was no way to enforce the fines in national courts. The EUA was in no sense a means of payment, and the value of the EUA in currencies could not be easily determined. The EUA was defined at the time of the decision in terms of gold and not currencies. If ineffective par values were to be avoided, the Commission and the European Court had to express fines in an amount of a currency as well as in units of account and had then to apply the market exchange rate between the currency of judgment and the currency of payment. It is true that the amount of the currency chosen for expressing a fine had to be based on its par value, even though the par value was ineffective, because there was no practical way in which to translate the EUA into a currency.53 This difficulty has disappeared because the ECU is defined in relation to currencies and has a readily ascertainable market value. At least one European author has written that the courts of most, but not all, Community countries would be able to express judgments in ECUs.54 There would be no need to incorporate a reference to a currency in such a judgment.
Finally, it should be noted as further evidence of the realistic attitude of the European Court in the case that the rate of exchange for translating the currency of the judgment into the currency of payment was the rate of exchange prevailing on the date of actual payment.
A problem that some courts might have to face would be whether it was possible to enforce a judgment expressed in ECUs in respect of a claim under a contract specifying that the ECU was the sole means of payment. Bank deposits in ECUs can be made easily and there is a wide range of instruments denominated in ECUs from which a debtor can choose a means of payment to discharge in ECUs an obligation in ECUs. The court might hold, however, that it lacked the procedural machinery to enforce a judgment if the court could not give the judgment debtor the option to discharge the debt in the currency of the forum. The court might decide that for this reason it could not express its judgment in ECUs. This conclusion might be much the same as English courts reached in holding before the Miliangos case that they could not express judgments in a foreign currency. Under many legal systems, however, impossibility is not a defense to monetary claims, and the courts in some countries might react by decreeing enforcement in the currency of the forum notwithstanding the terms of the contract.
The English Law Commission concluded in its report that parties should be permitted to make an enforceable contract to pay in England in a foreign currency only. The Commission recognized, however, that no process of execution would be available in England, except possibly by way of a garnishee order attaching a debt, such as a bank account that happened to be in the same currency as that of the judgment.55 The English case of Choice Investments Ltd. v. Jeromnimon,56 which dealt with garnishee orders, has been discussed earlier in Chapter 13 of this volume.57
The Securities and Exchange Commission (SEC) of the United States has been faced with the question whether the ECU is a currency for the purpose of the SEC’s jurisdiction under the Securities Exchange Act, 1934 and a rule under the statute.58 On April 12, 1985 the Philadelphia Stock Exchange filed with the SEC a proposed change of rule to enable the Stock Exchange to trade options on the ECU. In such trading, the Philadelphia Stock Exchange would follow its practice on trading in foreign currency options.
The Chicago Mercantile Exchange (CME) asserted that the SEC had no jurisdiction to approve the proposal by the Philadelphia Stock Exchange because options on ECUs are not securities as defined by the Act. The statute gave the SEC jurisdiction over “options … relating to foreign currency.” The Chicago Mercantile Exchange argued that this language meant “options … relating to [a] foreign currency,” but the ECU was not a medium of exchange or payment issued by a foreign national government. It argued further that Congress intended the term “foreign currency” to have its conventional meaning. That meaning included three characteristics: (1) the currency is issued by a sovereign government; (2) the currency is used in ordinary commerce; and (3) the issuing government has established the currency as legal tender. According to the Chicago Mercantile Exchange, the ECU had none of these characteristics.
If the Chicago Mercantile Exchange had prevailed, trading in options on the ECU would be subject to the jurisdiction of the Commodity Futures Trading Commission. If, however, the SEC permitted options on ECUs to be traded on national securities exchanges as options on foreign currency, trading would be subject to the exclusive jurisdiction of the SEC under the Securities Exchange Act. The Commodity Futures Trading Commission made substantially the same argument as the Chicago Mercantile Exchange that the ECU was a basket of currencies and not a currency itself, and that its value fluctuated against the U.S. dollar because the exchange rates of currencies in the basket fluctuated. Furthermore, no government provided a central clearing system or acted as a lender of last resort.
The Philadelphia Stock Exchange argued that because the ECU is a widespread medium of exchange and fluctuates in value against the U.S. dollar and other major currencies, the ECU came within the intended meaning of the Act. A letter dated December 5, 1985 from an official of the EC to the SEC stated that “the ECU has acquired by its particular nature and stability all the functional and fundamental characteristics of currency,” and that all member states of the Community, except Germany, treated the ECU as a currency.
The SEC’s ruling59 is not a completely forthright finding that the ECU is a foreign currency, because the SEC found that the Act applied even if the ECU is not itself a foreign currency but instead is a composite index or group of the underlying currencies. On either of these latter hypotheses, ECU options relate to foreign currency. Furthermore, the conclusion related solely to the question of jurisdiction under the Act with which the SEC was concerned.
The SEC concluded that the ECU was a foreign currency within the meaning of the Act. The term “foreign currency” as used in the Act meant that an instrument is used as a medium of exchange in ordinary commerce and that the value of the instrument fluctuates in value against other foreign currencies. For the purpose of the jurisdictional question under the Act, the SEC did not regard legal tender quality as a necessary additional characteristic of a foreign currency, or that a foreign currency had to be issued by a foreign sovereign government.
The SEC found no common meaning of “currency” in U.S. statutory law, but the second sentence of Article XIX(d) of the original Articles of the IMF was not mentioned:
The term currency for this purpose includes without limitation coins, paper money, bank balances, bank acceptances, and government obligations issued with a maturity not exceeding twelve months.
Some of these items were clearly not legal tender. The definition was not an abstract one; it was intended solely for the purposes of the Articles, as was indicated by the preliminary language of Article XIX (“Explanation of Terms”):
In interpreting the provisions of this Agreement the Fund and its members shall be guided by the following:
The phrase “without limitation” should not be overlooked. These words would have enabled the IMF to add items to those specified in the provision even though the additional items were not legal tender. The IMF took no action of this kind, and the provision has been omitted from the present Articles, but not for reasons that affect the issue considered here. It is true that the items listed in the definition that were not legal tender could readily be converted into legal tender. Nevertheless, the provision can be considered evidence to support the argument that the word “currency” in some legal instruments need not be confined to items that qualify as legal tender.
The SEC’s reasons for considering the ECU to be a foreign currency for the purposes of the Securities Exchange Act were formulated as follows:
As described above, Member States of the EEC maintain ECU reserves that are used to adjust claims arising from currency movements beyond the parity ranges established by the EMS. Furthermore, the ECU is used in pricing, invoicing and settling commercial transactions, and ECU-denominated travelers’ checks and credit cards are available. In addition, the ECU is now a major currency for denominating international debt issues in the Eurobond markets, and ECU denominated bonds have been publicly offered in the U.S. Furthermore, ECUs are used to purchase these bonds, and payments of principal and interest on these bonds are made in ECUs. In addition, ECU futures traded on the CME and New York Cotton Exchange (“NYCE”) settle in ECUs, as will the Phlx options. Significantly, the ECU is recognized as a foreign currency by the Member States of the EEC, except for West Germany, as well as by several countries outside the EEC. Moreover, according to the EEC, the ECU has “the fundamental and functional characteristics of a currency.” For these reasons, the Commission believes that the ECU is used as a medium of exchange in ordinary commerce. Moreover, the value of the ECU fluctuates in value vis-a-vis the U.S. dollar and other currencies. Thus, the Commission believes that the ECU is both a “currency” and a “foreign currency.”
Second, whether or not the ECU itself is a “foreign currency,” its value is comprised of the value of various foreign currencies. Thus, options on ECUs literally “relate to” foreign currency, and, thus, come within the plain meaning of section 3(a)(10).60
The SEC found that there were important reasons of policy, both economic and competitive, in support of its determination. ECU options could be used by investors in, and by issuers and underwriters of, ECU-denominated bonds to manage the exchange risk inherent in such positions. ECU options could be used to manage exchange rate risk associated either with transactions denominated in ECUs or with multinational transactions involving a combination of currencies. In connection with the latter transactions, the ECU option would represent a means not hitherto available of diversifying exchange risk without incurring the cost of transactions in a variety of foreign currency options. For these reasons of policy also, the SEC approved the proposed trading in options on the ECU.
The SEC issued an accompanying approval of a change in rule proposed by the Options Clearing Corporation to authorize the Corporation to issue standardized options on the ECU under the Securities Exchange Act, 1934.61 Under the proposed change, the ECU would be included within the term “foreign currency,” and Belgium would be designated the “country of origin” of ECUs. The proposal would allow the Options Clearing Corporation to adjust the terms of the Corporation’s foreign currency options if the monetary authorities of the EC issue a new currency to replace the ECU or if they officially alter the exchange rate or characteristics of the ECU. The test of such exceptional circumstances would be that fairness to holders and writers of ECU options required adjustment of the terms. The Options Clearing Corporation did not intend to adjust ECU options to reflect adjustments in the weight or currency composition of the ECU. In accordance with the Corporation’s long-standing policy, the Corporation would not adjust the terms in response to devaluations or revaluations of an underlying foreign currency. As Belgium would be designated the country of origin of ECUs, the Options Clearing Corporation would usually settle ECU option exercises with deliveries of currency in that country by means of bank wire. The SEC’s approval included all the features of the proposal noted here.
The SEC explained that to change the terms of options to reflect periodic adjustments or devaluations or revaluations would be inconsistent with the economic use of ECU options (and other foreign currency options) as a hedge against such changes in the relative value of the ECU (and of any other underlying foreign currency). These developments are “ordinary” risks in the sense that foreign currency option writers and holders contemplate the risks when deciding to sell or buy foreign currency obligations, including ECU options.
For the reasons explained above, the determinations and reasoning of the SEC, though important for the conduct of the business with which they deal, are of limited forcefulness as precedents for other legal purposes. If the Uniform Foreign-Money Claims Act is adopted by American States, the question whether the SDR and the ECU are to be treated as currencies for the purpose of the formulation of judgments will be settled definitively in those jurisdictions. The Uniform Act provides that if a foreign money claim succeeds, judgment must be awarded in the money of the claim.62 It has been seen that “money” as defined by the Act includes the SDR, the ECU, and other composite stores of value authorized or adopted by a government or by intergovernmental agreement.63 The judgment is payable in the money of the judgment or, at the option of the judgment debtor, in an amount of U.S. dollars, at the exchange rate prevailing on the conversion date as defined by the Act,64 that will be sufficient to purchase the amount of the money awarded by the judgment.65 The effect of this judicial practice may be powerful in encouraging recognition of the SDR and the ECU as currencies for other legal purposes.
Present international monetary arrangements permit the fluctuation of exchange rates and movements that are sometimes wide and erratic. Exchange rate behavior is extremely difficult to predict. Problems are created for the parties whose activities are affected. These parties can be official or nonofficial. Both international and national law have had to respond in order to mitigate the difficulties and hardships created by fluctuating exchange rates. Modifications of earlier law and innovations of considerable importance have taken place, and the process continues.
The legal developments discussed in this monograph are to a large extent consequences of a change in the role of the U.S. dollar in the international monetary system. An early symptom of this change was the IMF’s negotiation of its General Arrangements to Borrow, which became effective on September 19, 1962. The other parties to this agreement were ten leading industrialized countries (acting in some instances through their central banks), which quickly took on a collective character as the Group of Ten. It was assumed originally that in the operation of the agreement the major, and perhaps the only, beneficiary might be the United States. The IMF would be able to resort to the General Arrangements if it needed to supplement its resources to meet a request by the United States for financial help because of a weak balance of payments position. This weakness might provoke, and be intensified by, an outflow of short-term capital from the United States to the other contracting countries, which would then, in effect, return through the mechanism of the IMF the capital that had flowed to them.
The preamble to the agreement referred not to the IMF’s possible need for supplementary resources to meet a request by the United States but to the need “to forestall or cope with an impairment of the international monetary system.”1 This language was not simply diplomatic courtesy. The soundness and stability of the dollar were seen to be essential for the soundness and stability of the international monetary system as a whole.
The First Amendment of the IMF’s Articles, which took effect on July 28, 1969, is further evidence of the same trend. Once again, the objective was to increase official liquidity, although not by increasing the resources of the IMF or any other international organization. Instead, the IMF was authorized to allocate a new reserve asset, the SDR, to members of the IMF “[t]o meet the need, as and when it arises, for a supplement to existing reserve assets.”2 The need was defined as a “long-term global need.”3 Again, therefore, there was no reference to the United States, but it was well known that the need might arise if, as was hoped, the United States eliminated or curtailed the deficit in its balance of payments and ceased, as a result, to supply other countries with the growth in their reserves that they desired in their own interest and in the interest of the international economy.
The United States took the lead in negotiating the First Amendment, primarily with the other members of the Group of Ten, because it was hoped that the United States could preserve the official convertibility of the dollar by converting foreign official holdings of dollars with SDRs, although without abandoning its undertaking to provide gold for this purpose on request. That undertaking was the primary norm of the par value system.
These innovations failed to preserve the international monetary system that had been dependent legally and economically on the central role of the dollar. The process came to an end on August 15, 1971 when the United States terminated the official convertibility of the dollar and by this action brought the par value system of the Articles effectively to an end. An effort was made to control the fluctuation of exchange rates by means of the informal Smithsonian Agreement, under which exchange rates were realigned and the dollar was devalued. Exchange rates were then to be stable, it was hoped, although not in accordance with the provisions of the Articles. This agreement ceased to be observed in the early months of 1973, and this effort also was a failure.
The change in the role of the dollar must not be interpreted as a process by which the United States has been reduced to a minor influence in international monetary arrangements. Even the Second Amendment itself is evidence that such a view would be a misinterpretation. The provisions on exchange arrangements and exchange rates reflect the negotiating position of the United States, even though the need for the new provisions had been created by the weakness of the dollar. Furthermore, the proposals of the United States on these provisions and on other important aspects of the treaty prevailed notwithstanding the strong advocacy of different solutions by other negotiating countries.
Even if the United States cannot now always prevail when it makes proposals that affect the international monetary system, only rarely will the proposals of other countries succeed against the objection of the United States or without its support. Nevertheless, there are now other powerful players in the drama, and ensemble acting is more evident than in past performance. More is made of the desirability of voluntary collaboration among major countries in the choice of their policies than of new measures to regulate the international monetary system by legal obligations. Once again, however, the steps to achieve the voluntary coordination of national financial and economic policies and conjoint efforts to achieve order in the exchange markets have been undertaken at the prompting of the United States.
Regional arrangements, it seems, can be entered into, modified, and managed without the initiative and involvement of the United States and notwithstanding some dubiety on its part. The creation of the EMS is the outstanding example of this possibility. Participation in this mechanism is regional but its impact on nonparticipants, including the United States, is so profound that it becomes unrealistic to consider the EMS as a wholly local phenomenon.
The fluctuations that have been characteristic of exchange rates since early 1973, notwithstanding the collaborative efforts of recent years to achieve greater stability and the commitment of members under the Articles to promote a stable system of exchange rates, have been the major influence in producing the legal developments in international and national law that are discussed in this volume.
Once it became clear that a reformed par value system could not be instituted immediately and that the assured introduction of such a system after an interim period could not be negotiated, agreement was reached on the present provisions of the Second Amendment of the Articles. The new provisions can properly be regarded as the most important consequence in public international law of the fear that exchange rates might fluctuate excessively and chaotically.
The present Articles authorize each member to apply the exchange arrangement it prefers, except that a member may not maintain an external value for its currency in terms of gold. The contrast with the original Articles, which recognized only one exchange arrangement, a par value fixed in terms of gold, could not be stronger, even though the relationship to gold could be adjusted in the event of a fundamental disequilibrium. The concept of “exchange stability,” which had been overwhelmingly important in the original Articles, has been eliminated in favor of “a stable system of exchange rates.”4 Even though it may sound paradoxical, the concept of a stable system postulates changes in exchange rates if existing rates are inappropriate. In addition, more flexible exchange arrangements may be advisable for members if their existing arrangements do not permit the ready adaptation of exchange rates to changes in underlying economic and financial conditions. The IMF, in performing its function of firm surveillance over the exchange rate policies of members, frequently urges members to adopt more supple exchange arrangements in the interest of more beneficial international competitiveness or for other reasons.
The negotiators of the present Articles were aware that the permissiveness they were endorsing created the danger of disorder or chaos in exchange rates. Safeguards have been written into the Articles to prevent or rectify the unruly behavior of exchange rates, but the safeguards have not prevented volatile changes or misalignments in exchange rates. Even if the safeguards had been successful in preventing these undeniably perverse consequences, the likelihood was that there would be greater fluctuations and uncertainty in exchange rates than under the par value system, and that these conditions would create new or intensified legal problems. This expectation has led many observers to refer to the present system as one of floating or fluctuating exchange rates, while some critics have described it as no system at all. Both statements can be challenged as exaggerations, but the unsatisfactory behavior of exchange rates cannot be denied.
Skepticism is often expressed about the ability of monetary authorities to do much about eliminating or mitigating the undesirable behavior of exchange rates by official intervention in the exchange markets, except in the short run. This opinion must be qualified if a number of countries are willing to pool a sufficient degree of their individual authority to make their collective management effective. The EMS is an example of such a pooling, undertaken in accordance with legal obligations and different therefore from the informal efforts of the Group of Five or the Group of Seven to coordinate their policies. There may be an even more extensive pooling in the EC in the years to come.
The success of an arrangement like the EMS requires not only legal commitments with respect to the level of exchange rates and intervention to support these rates, but also the pursuit by each participating country of national macroeconomic policies that are coherent as a program and also consistent among all such countries. The scope of this commitment and the limitation it imposes on the national choice of policies help to explain why the Groups of Five or Seven, in which the United States is a powerful force, avoid legal undertakings.
The countries that constitute these Groups have had loose understandings on exchange rates and policies, particularly since the Plaza and Louvre Accords. These understandings have been less successful than the EMS for a variety of reasons: the participating countries are heterogeneous and not related to each other by any communal link; understandings on the levels or ranges of exchange rates are imprecise and not binding; the participating countries are not firmly committed to the pursuit of compatible domestic or external policies; no sanctions can be invoked or public obloquy expressed if understandings are not observed. As the participants prefer to retain national autonomy, their representatives tend to take collective decisions only when serious incompatibility among policies has produced exchange rates deemed to be misaligned and seriously detrimental to the group or to some members of it. The effect of such a procedure is that exchange rates among the currencies of the group are likely to fluctuate more than they do among the currencies subject to the EMS. The currencies of the group can fall more severely out of an appropriate alignment and provoke instability.
The central banks of many countries, including the central banks of the leading industrialized countries, engage in frequent, indeed daily, efforts to manage exchange rates. These efforts, however, can do little more than smooth out the short-run behavior of exchange rates in the market. To eliminate or mitigate the volatility and misalignment of exchange rates beyond this modest degree of management requires a commitment by ministers to the pursuit of compatible macroeconomic policies and steady adherence to the commitment. If there is no such commitment and behavior, the markets take cognizance of this failure. Exchange rates fluctuate as the result of sentiment in the markets and largely under the influence of short-term or long-term flows of capital. If central banks intervene to affect exchange rates, the markets will probably soon return to a trend that intervention may have interrupted. If, in some cases, intervention succeeds, the explanation may be that it was designed to support a trend that had already begun to appear in the markets.
The participants in the EMS and in the Group of Seven are not wholly discrete combinations of countries. The partial overlap in participation gives the leading industrialized countries an opportunity to enter into understandings on a more desirable behavior of exchange rates, or, in other words, to approach closer to the ideal of a stable system of exchange rates in accordance with Article IV of the IMF’s Articles. The question then is whether substantial success can be achieved without some shared concept of an international monetary system that includes all the essential elements. Article IV, Section 4 of the IMF’s Articles5 may contain these elements, although this suggestion does not imply that success can be achieved only by bringing the par value system of Schedule C into operation.
In the field of international law, the main consequence of the fluctuation of exchange rates has been validation of the freedom of members not only to choose their exchange arrangements but also to determine the exchange rate of their currencies by whatever degree of management of the rate, including total abstention from management, that each member sees fit to practice. To avoid the dangers inherent in this freedom, two legal safeguards are included in the Second Amendment. The first consists of some obligations that members must observe in pursuing domestic and external policies that could affect exchange rates, with the object of achieving orderly exchange arrangements and a stable system of exchange rates. The second safeguard is a responsibility imposed on the IMF to see that members observe these obligations:
The Fund shall oversee the international monetary system in order to ensure its effective operation, and shall oversee the compliance of each member with its obligations under Section 1 of this Article.6
The provision mentioned in this text sets forth the obligations of members referred to above.
In the field of international law, another major development has been change in the definition of the SDR by substituting reference to a basket of prescribed amounts of specified currencies for reference to gold. So pressing was the need for this change that it was made even before the Second Amendment took effect, and therefore at a time when the SDR was still defined by the Articles in terms of a quantity of gold. The role that the SDR as now defined performs within the IMF and under numerous other multilateral treaties is a central one, even though the volume of SDRs allocated so far has been disappointingly small in proportion to other reserve assets. The concept of an SDR defined by reference to a basket of currencies has been a model for the definition of the ECU and other composite units of account adapted to the particular uses for which they have been developed.
The EMS, in which the ECU performs a number of essential functions, can be described as a third important development in international law that can be attributed to the fluctuation of exchange rates. The importance of the EMS and its promise for the future are not minimized by awarding it this place in a hierarchy of consequences in international law. Logic compels this order. The EMS is a regional arrangement, while the Articles set forth the legal obligations of all members with respect to exchange arrangements and other aspects of the international monetary system. Furthermore, the Articles make legal room for an arrangement such as the EMS by declaring that “cooperative arrangements by which members maintain the value of their currencies in relation to the value of the currency or currencies of other members”7 are consistent with the Articles. This language was adopted specifically in order to put beyond controversy the validity under the Articles of the predecessor of the EMS, the European narrow margins arrangement (the “snake”).
Fluctuations in the exchange rates of currencies, particularly the oscillations of the rate for the dollar, threatened the economic and political objectives of the EC. The member states took the imaginative action of creating the EMS as a zone of monetary stability that would be less susceptible to the disturbing influence of the behavior of the dollar.
The EMS has a number of similarities to the par value system of the original Articles and the par value system that would be governed by Schedule C of the present Articles if that system were ever called into operation. The most fundamental similarity is that the provisions governing all three systems have the common objective of limiting the fluctuation of exchange rates by legal obligation. Defined margins for exchange rates are regarded as inevitable because the stability of exchange rates is the paramount objective of such systems. A modest degree of fluctuation is considered desirable as a safety valve for preservation of the system and economy in the use of monetary reserves. In addition, provision is made for the adjustment of exchange rates by changing the relationship of a currency to the common denominator of the system, but according to an express or implied legal criterion that makes frequent adjustments unlikely.
A similarity between the EMS and the par value system of the original Articles is the central role of a single currency in each. In the par value system, the U.S. dollar undeniably filled this role. The deutsche mark can be said to function in the same way in the EMS.8 A country can have such a central role in international monetary affairs only if it maintains the stability of its currency. By observing such a policy, the country gives other countries the opportunity to maintain the stability of their currencies in relation to the central currency and therefore to the currencies of like-minded countries. The country of the central currency pursues its macroeconomic policies in a noninflationary manner, while other countries strive for price stability by following monetary policies that help to preserve a stable exchange rate relationship to the central currency.
The responsibility of a country to maintain the stability of its currency as a central currency has not been undertaken as a treaty obligation. It might be argued, however, that there was some evidence in the IMF’s original Articles that there would be a central currency in the par value system and that it was going to be the U.S. dollar. No such evidence can be found in the legal instruments of the EMS. The question suggested by experience is whether, to build a successful international exchange rate system governed by law, it is necessary, expressly or tacitly, to enable or even to encourage a single currency to perform a hegemonic role. The negotiators of the Second Amendment came to an opposite conclusion. The Articles provide that the SDR should be the principal reserve asset in the international monetary system,9 and that if the par value system of Schedule C were to come into operation the common denominator of the system must not be a currency.10
The negotiators were, or course, influenced by the collapse of the par value system. They concluded from the collapse and the vicissitudes that had preceded it that an international monetary system should not be hostage to the policies of any country. The negotiators were aware also that the United States had complained that its central role in the par value system had denied it the flexibility that other countries had enjoyed in managing the exchange rates for their countries. In short, the United States had seen itself as the hostage of the par value system. The central role of a currency provokes political as well as economic strains.11
The fluctuation of exchange rates has led to the use of composite units of account defined by reference to a combination of specified amounts of selected currencies. The SDR and the ECU were created as monetary assets to be held by countries and a few other public entities, but the official method of valuing these assets has become useful for numerous purposes unrelated to the character or functions of the SDR and ECU as monetary reserve assets. The authorities have taken steps to encourage the use of the SDR and the ECU as units of account by both official and nonofficial entities, with the result that the SDR and the ECU have become the most prominent composite units of account. More active measures of this kind have been taken in relation to the ECU, with correspondingly greater success in the use made of it as a unit of account within and outwith the EC. The SDR, however, has functioned increasingly as the unit of account in treaties, particularly those of a multilateral character, with little other use.
An explanation of the greater zeal that has inspired the member states of the EC to promote use of the ECU as a unit of account is that the ECU is both a symbol and an instrument of an advance toward greater political and economic unity in the EC. No similar zeal in promoting the use of the SDR has been demonstrated or can be foreseen, because the membership of the IMF is large and diverse and there is no comparable movement to unity on such a scale. From time to time, those who deplore that the SDR has not become the principal reserve asset in the international monetary system advocate efforts to encourage the use of the private SDR as a strategy for enhancing the status of the official SDR. One idea that has been advanced is the establishment of a clearing mechanism for obligations denominated in the SDR. History develops in unexpected ways: the SDR influenced the creation, characteristics, and uses of the ECU, but those who hope to increase the use of the private SDR cite the example of the ECU and wish to see it emulated.
Some who share this view argue for a greater volume of official SDRs, or at least maintenance of an earlier ratio of SDRs to total official liquidity, as an indirect means of encouraging use of the private SDR. As a minimum, this policy would set an example for private parties. The adherents of such a recommendation regret that new allocations of SDRs have not been made for some years. According to a widespread opinion, however, the official ECU has not attained the central role in the EMS that was intended for it. It can be argued that nevertheless the private ECU has outstripped the official ECU as a monetary phenomenon.
The objective of the EMS as a mechanism to achieve a zone of monetary stability, and the credibility of the idea that the participants were serious about that aim, seem to have been the more persuasive explanations of the success of the private ECU. The aim of the Articles that the SDR should be the principal reserve asset in the international monetary system implied a strong system based on a stable system of exchange rates. Experience has not promoted confidence that this aim was being seriously pursued or was likely to be attained.
The success of the ECU as a unit of account is not solely the result of official promotion. No amount of promotion could be effective unless parties saw advantage in using the ECU as a unit of account. A fundamental advantage is the composition of the ECU, which gives the promise of greater stability in relation to currencies than does the use of any one currency. Furthermore, the ECU offers a reasonable compromise between the competing wishes of parties to a transaction, each of whom might prefer its own choice of a currency as the unit of account. However, it is the commitment of member states of the EC to the ECU as an indispensable feature of a more tightly knit community that seems likely to produce the only legal advances toward greater stability in exchange rates that can be foreseen with confidence.
Units of account, other than the ECU and SDR, have been adopted for the purpose of a particular treaty or international organization. In some instances, two or more units of account are applied because of differences of interest among contracting parties to a treaty or because of the various functions of an organization. An example of different interests is the coexistence of members and nonmembers of the IMF as contracting parties to a treaty. The tendency in such cases has been toward acceptance of the SDR directly for members and indirectly for nonmembers. Some treaties in which the unit of account is defined in terms of gold have survived the disappearance of the par value system, with the result that problems of interpretation arise now that there is no official price for gold unless there is a surviving or new national statute that relates the gold unit of account to the national currency.
The problem of interpreting the U.S. dollar defined in relation to gold as a unit of account has been particularly acute for the World Bank. The disposition of all members of the Bank, except the United States, has been to translate the unit of account into SDRs and then to relate currencies to the IMF’s valuation of the SDR. The United States has so far successfully resisted this solution because of the budgetary problem the United States alleges it would face. Although a solution has been found, it is not the SDR, but it may be doubted that the solution is cast in concrete. One reason for this doubt is that the United States is the only member of the World Bank that is not bound to engage in periodic adjustments of the Bank’s holdings of members’ currencies as a result of fluctuations in exchange rates. A peculiarity of the Bretton Woods institutions is that they are applying different units of account.
A problem of fluctuating exchange rates arises because a treaty or statute may prescribe a limit in terms of a unit of account for specified transactions or for some other purpose. The fluctuation of exchange rates may bring about an excess over the limit without volition on the part of anyone. It does not seem possible to suggest a uniform solution for dealing with all cases in which such an excess occurs. For each kind of case, a solution must be found that is appropriate for the category to which the case belongs.
The experience of IDA shows that an international organization may face problems if its credit commitments to members are expressed in a currency as the unit of account, and the members subscribing other currencies do not undertake to maintain the value of the organization’s holdings of their currencies in terms of the currency that is the unit of account for the credit commitments. The other currencies can depreciate against the currency that is the unit of account for credit commitments and thus reduce the value of the organization’s resources. It is apparent from the case of IDA that the United States is not the only member that may allege budgetary difficulties as a reason for opposing a new or reinterpreted maintenance of value obligation. IDA has had to find solutions while continuing to accept the denomination of subscriptions and contributions in a variety of units of account at the same time that the unit of account for credit commitments and the repayment obligations to which the commitments give rise are now denominated in the SDR.
In an environment of fluctuating exchange rates, rules are required for determining the appropriate currency for the resolution of some problem or for determining the applicable exchange rate of the appropriate currency. Often, a basic rule of international or national law is that the parties immediately involved are free to decide these matters by agreement. Rules must be prescribed, however, for cases in which the parties are not given this freedom or for cases in which they do not exercise the freedom that has been recognized by the applicable law.
Some treaties provide that the applicable exchange rate shall be an average of the exchange rates prevailing over a period deemed suitable, on the ground that the exchange rate prevailing on any one day may be untypical of the trend over the period. Under other treaties, if the exchange rate applies to a transaction assimilated to a spot exchange transaction, and the recipient of the currency is required or is likely to use the currency at once or soon, an exchange rate prevailing at or close to the time of the transaction is selected. National courts, however, are not likely to decide that average exchange rates are to be applied as a requirement of the lex fori unless there is the compulsion of a treaty.
In national law, the most dramatic impact of fluctuating exchange rates has been on the law relating to the currency in which judgments (or arbitral awards) can be, or must be, expressed. The courts of one of the two countries whose currencies have had a hegemonic role in international monetary relations in the twentieth century have abandoned the earlier national rule that judgments could be expressed only in the national currency, in this instance sterling. The old rule was inspired by the belief, no longer tenable, that sterling as a hegemonic currency was stable. If exchange rates between sterling and other currencies fluctuated, it was the instability of the other currencies that produced this effect. As a result of the decision of the House of Lords in the Miliangos case, which properly has been described as revolutionary,12 and subsequent decisions in the same mode, it is now firmly established in England that in certain circumstances judgments must be expressed in the appropriate foreign currency. It is also settled that the judgment debtor is entitled to discharge his liability either by paying the number of units of the foreign currency stated in the judgment or the sterling equivalent at the exchange rate prevailing at the time of actual payment. The earlier rule provided that the exchange rate between sterling and the foreign currency prevailing at the date of breach had to be applied. The effect of the Miliangos doctrine is being felt in many branches of English law. The new law is also exerting influence in jurisdictions of the Commonwealth that normally regard English decisions, at least of the higher courts, as strongly persuasive.
In the era of fluctuating exchange rates, the new English law is having a powerful effect not only in other countries of the Commonwealth but also in the country of the currency that took over the role of the hegemonic currency. In the United States also the established view had been that the U.S. dollar was a stable currency, although the rule that judgments of courts in the United States could be expressed only in dollars had origins beyond belief in the stability of the dollar. It was assumed, for example, that the earlier English rule was part of the common law that the United States had inherited. The view that the dollar is a stable currency is an obvious fiction in present conditions. It is not only the untenability of the view that is responsible for reformist tendencies: it is also apparent, as it was in England, that the traditional law produces unfair consequences and is therefore detrimental to international trade and finance and to other national interests of the United States.13
In the United States, courts and legislatures have not yet followed the English lead, but the New York legislature has made a partial move in the same direction. Influential professional bodies, however, are urging courts and legislatures to substitute new legal principles closely related to the Miliangos revolution for the traditional law.
Changing attitudes in the United States to the expression of judgments in foreign currencies are the result not only of fluctuations in the exchange rate of the dollar but also of the spreading use of foreign currencies as the unit of account in contracts entered into by residents of the United States. That practice itself is a consequence of an unstable dollar. These developments are symptoms of change in the position of the dollar in the international monetary system and of the strength of other currencies. The changes are profound enough to have inspired suggestions by nonofficial observers from time to time in the past that the monetary authorities of the United States should issue securities denominated in foreign currency that could be held by foreign public and private purchasers. Foreign holders would then hold claims that would not be subject to the risk of depreciation of the dollar. The swap arrangements between the monetary authorities of the United States and other countries have had a similar character.
The monetary authorities of the United States have not made any public pronouncement on the question of the expression of judgments in foreign currencies. The authorities may have conveyed to the drafters of the Third Restatement any official views on the three provisions that deal with monetary law, but it is not known whether these views included any attitude to the provision on judgments. Noting New York’s leadership in international trade and commerce, the Legislators’ Memorandum in Support of the amendment of Section 27 of the New York Judiciary Law concluded that:
Because of the varying nationalities of the parties…and because of the current volatility of international exchange rates, judgments in dollars, in such cases, may not give the parties the benefit of the bargain they originally entered into. When the parties expect to pay and receive payment in another currency than United States dollars and that agreement is based in this state, New York courts should have the power to enforce it.14
Administrative officials in New York seem to have withheld any reaction to the amendment when proposed.15 The reactions of the legislatures and officials of other States will become apparent when they consider the invitation to adopt the Uniform Foreign-Money Claims Act proposed by the National Conference of Commissioners on Uniform State Laws. Most of the other States will necessarily be less motivated by an appeal based on preservation of the role of a State as a leading center of international finance and commerce, and not at all by the sense that it is the pre-eminent international and financial center in the United States. For these other States, it can be assumed that emphasis in support of a bill based on the proposed uniform law will be on the fairness of the new approach and the unfairness of the present law.
The question then is fairness or unfairness to whom? The Miliangos decision was inspired largely by the desire to ensure that nonresidents of the United Kingdom were treated properly, and the realization that national interests would be promoted if this assurance were given. A consideration of this kind must have had a powerful effect in New York, as is evident from the reference to “the varying nationalities of the parties” in the passage from the legislators’ memorandum quoted above. In many other States, however, the foreigner is much less likely to be a party to legal proceedings. The implication of this fact might be that for the legislators of other States the main appeal of the proposed statute will be the prospect of more equitable treatment for residents of the State.
In the United States, there is less controversy about the justification for permitting the expression of judgments in a foreign currency than there is about the proper rate of exchange for translating into dollars the amount of foreign currency in which a judgment is expressed. The United States is not the only country in which differences of opinion exist on this problem and on other legal consequences of the fluctuation of exchange rates. Some of the main sources of opinion are the conclusions and recommendations of expert bodies (for example, the National Conference of Commissioners on Uniform Laws and the American Law Institute), and the reports of statutory bodies (for example, the English Law Commission and the Law Revision Commission of British Columbia). To this material, one can add the New York and Ontario statutes and the growing body of jurisprudence in common law countries in which the courts consider the effect of the Miliangos decision on their own law.
It is clear that the problem of the appropriate exchange rate is controversial, and that the absence of uniform solutions is regrettable. A plaintiff should recover the same value wherever he sues. In the absence of uniformity, he may be encouraged to go forum shopping. He may not be able to bring suit in more than one jurisdiction, or there may be no incentive to sue in an available jurisdiction because the defendant has no assets situated there, although the possibility may exist of obtaining judgment in one jurisdiction and getting recognition and enforcement of the judgment in another jurisdiction.
It may be, as the Reports of both the English Law Commission and the British Columbia Law Revision Commission recognize, that it is impossible to formulate rules on the choice of exchange rate that will ensure fair results in all circumstances. This realization has induced some support for an option on the part of the plaintiff to choose the currency of the judgment and the appropriate exchange rate. Others have preferred to give the courts a discretion to choose the appropriate exchange rate. Sometimes, both techniques are combined to give an option to the plaintiff but a discretion to the court to overrule the plaintiff’s choice and select the exchange rate the court considers justifiable.
To do justice between the parties in an environment of fluctuating exchange rates, it is submitted that the law on judgments (and awards) to plaintiffs when foreign currencies are involved should be guided by the following principles:
(i) The rules of law should be formulated with as much certainty as possible. The conduct of commerce and finance would be facilitated by such rules. Absolute certainty is not possible and should not be attempted, if only because courts must be free to draw deductions from facts, for example in determining the proper currency of a claim.
(ii) Application of this first principle should mean that the plaintiff receives no option, and the court has no discretion, with respect to the currency in which judgment should be expressed once the court finds that the plaintiff has a claim to a foreign currency. Neither the plaintiff nor the court should be able to change the character of a contractual claim or determine that the currency of the plaintiff’s loss was other than the one in which the court finds he suffered true financial loss.
(iii) A foreign currency claim retains that character even though the defendant can discharge the claim in either the foreign currency or the currency of the forum.
(iv) An objective of the rules should be restitutio in integrum for the plaintiff if the defendant has failed to satisfy the plaintiff’s proper claim.
(v) As far as possible, there should be corresponding treatment for the depreciation and appreciation of the currencies that are relevant to the pursuit of unsatisfied claims.
The elements in the judgments that can be awarded to a plaintiff can be classified as follows:
(a) Prejudgment interest can help to compensate a plaintiff for being kept out of the money to which he is entitled.16 Whether or not such interest is regarded as damages, it would be preferable if the court had a discretion to determine the rate of interest, in the light, for example, of the rate of inflation.
(b) As the defendant is allowed, unless his contract provides otherwise, to satisfy his liability either in the foreign currency expressed in the judgment or in the currency of the forum, a rate of exchange is necessary for translating the amount of the foreign currency into an equivalent amount of the currency of the forum. The objective of the choice of exchange rate is not damages but to give the plaintiff what he bargained for or the equivalent (or to reimburse him for his loss or the equivalent in a noncontractual case). Restitutio in integrum has been considered the dominant principle in selecting the exchange rate for the translation. A choice is necessary because of the fluctuation of exchange rates, but foreseeability of the course taken by exchange rates should not enter into determination of the choice.
(c) Considerations similar to those responsible for (a) above justify postjudgment interest, with strong additional emphasis on compliance with the judicial process as a justification. This latter consideration explains why usually the rate of postjudgment interest is fixed by law and is not subject to variation by the court.
(d) Damages can be a further element in the remedy awarded to a plaintiff. The proposition might be advanced that restitutio in integrum should take care of any loss the plaintiff has suffered, but whether this happens will depend on what is meant by restitutio in integrum. In view of the possibility that the plaintiff has suffered loss for which he does not receive compensation under (a), (b), and (c) above, the conclusion might be that damages should make up for the shortfall. Foreseeability by the parties of such special loss suffered by the plaintiff is sometimes said to be a condition for the recovery of damages. If that condition must be satisfied, foreseeability should relate not to the propensity of exchange rates to fluctuate or the actual development of exchange rates but to some other circumstance that causes loss to the plaintiff.
The principles and the elements of the remedy listed above could lead to the following solution. If the currency of the foreign money claim has depreciated against the currency of the forum, the plaintiff receives judgment in the nominal amount of the foreign money claim, which can be discharged either in the foreign currency or in an equivalent amount of the currency of the forum calculated at the exchange rate prevailing on the date of actual payment. The plaintiff should be entitled to damages for having been deprived of the opportunity to use or exchange the foreign currency if the defendant had made prompt payment, provided that the plaintiff can show that he would have used the currency profitably or made the exchange. Damages might prevent the defendant from profiting by being able, as a result of his delay, to expend less of his own currency to obtain the nominal amount of the foreign currency awarded by the judgment.
Any rules of law that impede recognition of such a right should be swept away as antiquated in present conditions. In these days of fluctuating exchange rates, the prospect that a plaintiff may suffer the loss he has sustained as a result of fluctuation in the exchange rate of the currency withheld from him should be taken to be within the contemplation of the parties.17 There should be no greater difficulty in taking this step on damages than the difficulty that confronted the House of Lords in the Miliangos case.
If the foreign currency of the claim has appreciated against the currency of the forum, the plaintiff once again should receive judgment in the foreign currency for the nominal amount of his claim. The defendant should be able to discharge this judgment either by paying the nominal amount of the foreign currency or the equivalent in the currency of the forum calculated at the exchange rate prevailing at the date of actual payment. The defendant should not be entitled to object that he suffers disadvantage by such a solution, because it is the effect of his own delay. Furthermore, the plaintiff would have had the opportunity to retain the amount of the foreign currency had it been paid promptly, and thus benefit from the development in exchange rates that has occurred. The defendant should not be able to argue successfully that the plaintiff would not have retained the foreign currency if it had been paid promptly, because the defendant would then be relying on his own failure. The plaintiff, however, should still be able to prove that the change in exchange rate does not fully compensate him for his loss, and he should be entitled to claim the balance as damages.
It is worth emphasizing that the courts have sometimes found it difficult to conclude that contracting parties contemplated that the plaintiff would suffer loss as the result of the defendant’s delay in making payment. The courts have sometimes found similar difficulty in finding that the parties contemplated the currency in which the plaintiff would suffer loss. The artificiality of these difficulties should be obvious. It is often unlikely that the parties have considered the possibility of breach or other wrongdoing and have considered the currency in which reparation for wrongdoing should be made. That contracting parties have the breach of their contract in contemplation when they enter into the contract is reminiscent of the definition of a contract as a promise to pay damages for nonperformance. The problem of deciding whether parties had something in contemplation can often be resolved by applying the test of reasonable men and by holding that as such they must be deemed to have had the something in contemplation. Courts are familiar with this technique.
Some generalizations can be ventured as deductions from the subject matter of this book:
(1) The fluctuation of exchange rates has resulted in adaptation of the law or practice of international organizations in order to provide or extend protection against changes in exchange rates for the benefit of the organization, the member whose currency fluctuates in exchange value, other members, or all members. The IMF’s powers of investment under the Second Amendment are an example of the first kind of protection; the guidelines for applying Article II:6(a) of the GATT is an example of the second kind; the IMF’s practice of notices to the Executive Board of changes in the exchange rate of a currency is within the third category; and the World Bank’s Currency Pooling System falls into the final category.
The fluctuation of exchange rates has been responsible, however, for the denial of protection under international auspices against omnipresent risks of the devaluation or depreciation of currencies. To provide protection is considered too costly or too burdensome. Examples of this reaction are the limitations on obligations to maintain the value of the IMF’s assets held in some Accounts and the refusal to apply the SDR as the World Bank’s unit of account for the valuation of capital and for maintenance of value.
(2) The problem of protection against fluctuation has arisen in national law. For example, the question has been considered whether the law recognizes such general principles as impracticability and unconscionability to give relief to a contracting party who suffers increased burdens because of changes in exchange rates. The extent to which so-called hardship clauses in contracts can give relief may be a problem, but it may be no more than a problem of interpreting the particular hardship clause that has been included in a contract.
Once again, however, there is a tendency, this time on the part of courts, to deny relief to a contracting party. A court may decide that the absence of a hardship clause, or other protective clauses, in a contract means that the party seeking relief agreed by implication to accept the risk of the burden that fluctuating exchange rates might impose on him. A similar inference may be drawn from a contracting party’s failure to enter into forward exchange contracts as a hedge against exchange risk. Courts seem to be unwilling to interfere in what they understand to be the allocation of risk by the parties themselves, at least if there is no great imbalance in the bargaining strength of the parties to a contract.18
The foreseeability of fluctuations in exchange rates may thus be a reason for denying as well as for granting relief. The role of foreseeability in connection with various judicial doctrines has not been fully worked out. Whether the issue is the granting or the denial of relief, it should be held that the reasonable man is, or should be, aware that exchange rates are fluctuating. Yet there may be circumstances in which the exchange arrangements of the members whose currencies are involved would give the reasonable man justification for confidence that the exchange rate between two currencies would not change substantially.
National laws on insolvency can be understood to provide protection to creditors with claims to the currency of the forum if their dividends are enhanced by the choice of the exchange rate for translating the foreign currency claims of other creditors into the currency of the forum. This practice can equally be regarded as denying protection to the creditors with foreign currency claims because the exchange rate prevailing on some date other than the one applied by the forum would be more favorable for these creditors.
(3) The theme that unites most of the problems discussed in this volume is fairness in selecting the applicable exchange rate. Fairness is the objective whether the situation in which the problem arises is bilateral or multilateral as those terms have been defined in this study. An obvious example of a multilateral situation in national law is one mentioned in (2) above, namely, insolvency proceedings. Contests regarding the appropriate exchange rate may be provoked between creditors with domestic currency claims and creditors with foreign currency claims, or among classes of creditors with different rankings in claims to assets, or between creditors and shareholders. Similar contests can arise when there are multiple claims to share in other funds that are too limited to satisfy all claims in full. The IMF’s doctrine of equal value and the World Bank’s Currency Pooling System are obvious examples of fairness as a guiding principle in the practice of international financial organizations.
Fairness is not a criterion that can be applied automatically. The Miliangos doctrine is inspired by the objective of fairness, but it has been seen that there are differences of opinion on what fairness requires in all the manifold situations that can arise because of the behavior of exchange rates. This difficulty may be responsible for the emphasis placed on certainty. Firm rules can be some compensation for the uncertainty about what would be fair in all circumstances. Firm rules, however, may produce their own unfairness. For this reason, some solutions grant courts the authority to depart from prima facie rules and to apply the choice of exchange rate that appears fair to the court in the particular circumstances of the case. The same attitude may explain why it is considered a primary rule that the parties can determine the contractual currency and, if their agreement goes so far, the exchange rate for translating the contractual currency into another currency. If the parties agree on these matters, neither party can complain that the consequences are unfair. Finally, interest and damages can be seen to be attempts to be fair to a plaintiff who has suffered by the defendant’s delay in discharging his foreign currency liability.
(4) Unless there is some consideration of greater weight, the latest exchange rate that it is feasible to apply will often be the rate that is regarded as the one that most effectively meets the criterion of fairness. The Miliangos doctrine is an outstanding example in national law of the acceptance of this principle.
The Miliangos case has been a persuasive precedent for the courts of some other countries. Even when the courts of a country continue to hold that they cannot express judgments in a foreign currency, or have doubts about whether this practice would be consistent with the law of the forum, other changes have been made in the lex fori, or are recommended, to approximate the effect of the Miliangos doctrine. These courts have decided, for example, in favor of, or been sympathetic to: application of the exchange rate prevailing at the date of judgment, or even the date of actual payment; the award of the foreign rate of interest on the foreign currency of a claim; or the grant of damages for delay in the payment of a claim. In addition, the Miliangos doctrine has already had a powerful impact, particularly in England, on branches of the national law in which exchange rates are not directly in issue.
In the United States, the Third Restatement expresses the view that as the pre-Miliangos law was not part of the common law, as is the message of the Miliangos decision, courts in the United States could follow that decision without the need for legislation. The Commissioners on Uniform State Laws imply that legislation is either necessary or desirable.
(5) Notwithstanding the generalization advanced in (4) above, numerous exceptions to what might be called the principle of the exchange rate prevailing on the latest date have been adopted. Some exceptions have been recognized because considerations of greater weight are taken into account. Sometimes, however, it is considered not practicable to apply the principle. In other words, in these latter cases it is held that the choice of a later exchange rate is not feasible. The solution of the exchange rate prevailing on the single date of the commencement of insolvency proceedings is sometimes defended as the only practicable one to ensure that all creditors will be treated equally or will have a complete picture of their shares in the available assets. Yet it has been doubted that it would be impracticable to apply other exchange rates to the translation of foreign currency claims, and it has been urged that other exchange rates should be selected in some circumstances to ensure fairness.
The IMF’s three-business-day rule for the choice of the exchange rate to be applied in transactions and operations carried out through the General Resources Account can be considered an exception to the principle of the latest date, because modern technology would permit the choice of a later exchange rate. If a later rate were applied, however, it might be seriously difficult or less easy for members to manage their reserves and supply the currency to be provided to the member engaging in the transaction or operation with the IMF. This exception can be viewed either as a concession to practicability or as deference to a weightier consideration.
It is easier to cite examples of departures from the principle of the latest date that are unambiguously dictated solely by weightier considerations. The rule that the parties are authorized to reach agreement on an exchange rate prevailing on a date other than the one that would be applied under the Miliangos doctrine can be considered an expression of the importance attached to freedom of contract. Fairness itself can be the consideration that outweighs the principle of the latest date, even though fairness is the justification for the principle when it is applied. The averaging of exchange rates is an example of departure from the principle in the interest of fairness.
As suggested above, convenience may be the ruling consideration. An example of a practice based on this consideration is the IMF’s forbearance from calling for an adjustment of its holdings under maintenance of value obligations when a transaction or an operation is carried out in a currency solely with the member issuing that currency. No advantage or disadvantage for the IMF or the member follows from conducting the transaction or operation on the basis of the book rate at which the IMF is already accounting for the currency. It would be nothing but a nuisance to apply the later exchange rate in accordance with the three-business-day rule.
(6) The choice of an appropriate exchange rate is affected sometimes by a tendency to penalize a nonperforming party or to ensure that he does not profit by his failure. The influence of this consideration may be present in the preference for the exchange rate prevailing at the date of actual payment, because frequently the cases involve a currency of the forum that is depreciating. Similarly, although the avowed purpose of restitutio in integrum is not a sanction, traces of penalty can be detected in some views of what the remedy requires. The motive is even more noticeable in provisions of the proposed Convention on International Bills of Exchange and International Promissory Notes and in the IMF’s refusal to make adjustments by returning currency to a member in certain circumstances under maintenance of value provisions.
(7) The fluctuation of exchange rates has suggested the desirability of providing in treaties for the automatic or discretionary modification of financial terms of the treaties to take account of changes in exchange rates. This practice, however, is relatively uncommon. Guidelines for the application of Article II:6(a) of the GATT are an example of the modification not of the provisions of a treaty but of a commitment undertaken pursuant to the treaty. Efforts may be made to provide under national law for the automatic adaptation of the administrative regulations of an industry in the light of fluctuating exchange rates. The experience of the U.S. Maritime Commission with CAFs and the SEC with convenience translations illustrates the difficulties that may be encountered because of the complexities of the regulated industry. Finally, hardship clauses may be designed to bring about modifications in the terms of individual contracts because of the behavior of exchange rates. A growing body of law and commentary is developing on this topic.
(8) As there is now no anchor in the international monetary system for the exchange rates of all currencies, as there was in the par value system, there is no unit of account that is in general use by governments or other parties. An essential characteristic of the discretionary system of exchange arrangements is that there is no currency that is considered stable in external value and can serve as an anchor. In such a system, it is not surprising that composite units of account, defined by reference to a group of currencies, are often adopted as a unit of account in intergovernmental or other activities. The most prominent units of account of this character are the SDR and the ECU. They have not, however, taken over the whole field, even though safeguards are built into the law relating to these units of account, such as the revision of their composition in the light of economic changes.
These two official units of account have not occupied the whole field even in official activities. The replenishments of IDA demonstrate that the diverse interests of governments may result in the use of a range of units of account. The most recent adaptations of the legal instruments of the International Telecommunication Union and the Universal Postal Union are other illustrations of the uniqueness of provisions on units of account that can result from the political and practical interests of governments in some activity and their reluctance to depart from the practice of the past.
The use of the SDR and the ECU as units of account has prompted the question whether judgments can be expressed in them. According to one view, the answer depends on whether the SDR or the ECU can be considered a currency. Most of the discussion has related to the ECU because of the wider use of it in transactions involving only private parties. The process of thought quite often is that as the ECU is not the domestic currency of the country in which the question arises, the ECU must be a foreign currency if it is a currency at all. The argument continues that as the ECU performs some of the functions of a currency, particularly its function as a unit of account, the ECU should be regarded as a foreign currency. This conclusion has been reached by numerous authors even though the ECU is stateless.
The process of thought described above has been encouraged by the growing number of actions by the authorities of member states of the EC to treat the ECU as if it were a foreign currency for the particular purpose of a statute, regulation, or practice. Such treatment does not lead logically to the conclusion that the ECU must be a foreign currency for a purpose for which it has not been officially designated a foreign currency. However, there is likely to be a cumulative effect of a growing number of designations, so that there may emerge in time general recognition of the ECU as a foreign currency for all purposes or at least recognition for the purpose of expressing judgments in ECUs.
The soundest way by which to reach this last result would undoubtedly be by legislation. An effort of this kind is being made by the National Conference of Commissioners on Uniform State Laws in the United States. The effort is consistent with post-Miliangos developments. That is to say, the fluctuation of exchange rates has justified the expression of judgments in foreign currency because of the widespread practice in international business of denominating claims in foreign currency and the similar practice of denominating claims in the ECU. This claim cannot be made for the SDR, but it is likely to be treated in the same way as the ECU, because both are the consequences of intergovernmental agreement to create a reserve asset.
The conclusion that the ECU and perhaps the SDR are sufficiently like a currency for the purpose of expressing judgments in them would be consistent with the changes that are occurring in economic and governmental attitudes to what should be regarded as money for the determination of policy. These attitudes are emerging under the influence of the enormous developments that are taking place in the world of finance. Markets for traditional financial instruments have expanded, new financial markets for nontraditional instruments have opened up, and secondary markets have been created to increase the liquidity of old and new financial instruments. New technology has facilitated the convenience and rapidity of access to financial instruments and has reduced the costs of transactions and transfers among accounts.19 The Miliangos spirit is needed to prevent the law from becoming too antiquated to be useful in current and future conditions. In this spirit, the courts could recognize that the ECU has enough “moneyness” to justify the expression of judgments in the ECU even if the ECU cannot be considered a currency according to traditional concepts.
Judgments expressed in the ECU could correspond to the form of judgment endorsed by the European Court of Justice in P. Dumortier Frères S.A. and others v. Council of the European Communities.20 That decision is helpful because the court gave effect to a judgment expressed in both the EUA and a national currency. If judgments were to be expressed in the ECU, they would provide, on the analogy of the Miliangos doctrine, for satisfaction in either ECUs or the equivalent in the currency of the forum at the exchange rate for the ECU prevailing at the date of actual payment. The only difference from the judgment in the Dumortier case would be that while the judgment in that case could not be satisfied in the EUA, a judgment expressed in ECUs could be satisfied in instruments or assets denominated in the ECU.
The view advanced here is that if judgments could be expressed in the SDR or the ECU this development would be a stimulus to the private use of these units and could achieve the beneficial results that would follow from a wider use of them. It is proposed, however, that courts could take this step without awaiting legislative measures “at later stages” to confer the quality of legal tender on the units, which is thought by some observers to be necessary to authorize courts to express judgments in the SDR or the ECU.21
(9) The use of composite units of account has not prevented the U.S. dollar from continuing to perform an important role in the solution of problems that arise as the result of fluctuating exchange rates. The more obvious examples of this role are the selection of a U.S. dollar of fixed value as the unit of account for various purposes of the World Bank and MIGA and the use of the current dollar as the unit of account for the World Bank’s Currency Pooling System. Less obvious solutions are the use of the dollar in calculations relating to the SDR or the ECU for the purpose of various transactions, operations, and functions of the IMF or the EMS.
The explanation of the role of the U.S. dollar in international monetary matters and in the multitudinous public and private activities in which it serves as the unit of account is not that the dollar has a stable exchange value. The explanation is the power of the United States in the world economy and the strength and breadth of its financial and exchange markets, as well as the stability of its political system. This power gives the United States a de facto veto in much of the business of international organizations even when it has no de jure veto. It is power that should be exercised with maximum wisdom and with maximum concern for fairness in international and national monetary law.
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Elements in judgments for plaintiff, 417
EMS (European Monetary System), 9, 13, 18, 31, 32, 33, 34, 44, 47, 52, 53, 54, 55, 82, 120, 248, 254, 402, 404, 405, 406, 407, 408
amendment of, 96
and par value system, differences between, 34
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U. S. decision expressed’in, 339
Foreign judgments, 354
Foreseeability, 226, 234, 263, 264, 315, 316, 418, 419, 422
and business risks, 235
and changes in peg, 241
and international developments, 245
cases on, 239
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disinvestment by, consequences of, 153
enhanced structural adjustment facility of, 127
exchange arrangements, provisions on, 151
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grants by, 128
guidelines and measurement of exchange rates change in, 200
international monetary system, concept of, under Articles, 405
investment by, 98, 126, 131, 143, 144, 151
investment (original) by, 151
legal tender under Articles, 396
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Merger of cause of action in judgment, 356
MIGA, 139, 173, 245, 253, 428
and exchange rates, 173
and risks, 110
categories of exchange rates, 174
exclusion of exchange losses, 245
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Negotiable instruments and exchange rates, 168
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Single European Act, 34, 95
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