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1. At theturn of the millennium, and as part of the debate on reform of the
international financial architecture, it isappropriate for the Fund to reflect on therole
and design of itsfinancial facilities. Two issues stand out in this respect: first, whether al
the existing facilities are still needed, or whether some could be eliminated; second, whether
the facilities the Fund chooses to retain are appropriately designed. These issues might be
characterized respectively as *“housecleaning” and “renovation.”

2. The main purpose of this paper isto lay out a comprehensive view of the Fund’'s
existing facilitiesasthey relate to itsrolein today’s global economic environment, and
to lay the basisfor a further work program.' To an important extent, the questions posed
in the area of renovation are really questions about the Fund’ s role; the paper approaches
them through the intermediary of the facilitiesin order to ground the discussion in the
decisions that will eventually need to be made. Considerable additional reflection will no doubt
be needed before final decisionsin the area of renovation can be made. The issuesin the area
of housecleaning are a good deal simpler, and some follow on from an earlier discussion the
Board had, in January 2000, of the Compensatory Financing Facility.? Should the Board wish
to move rapidly to take action in this area, it may be possible to circulate draft decisions for
approval on alapse of time basis following the Board discussion.

3. The paper often refers generically to the Fund’svarious policies on the use of its
resour ces as “facilities,” although thisterminology is not, strictly speaking, correct. The
term “facilities’ normally refers to those policies on the use of Fund resources that are outside
the credit tranches (currently, the Compensatory Financing Facility, the Extended Fund
Facility, the Supplemental Reserve Facility, and the Contingent Credit Lines). The other
policies on the use of the Fund’ s resources relate to the credit tranches (e.g., stand-by
arrangements, emergency assistance, etc.), and are not technically facilities (see paragraphs 8
and 25). Nevertheless, for the sake of presentational simplicity, the paper refers collectively to
the various policies on use of Fund resources as “facilities.”

4. The paper considers only the Fund’ s facilitiesin the General Resour ces Account
(GRA). The Poverty Reduction and Growth Facility (PRGF) is afacility administered by the

That work program could include four papers on various aspects of the Fund’s facilities that were planned before it
was agreed that the present paper would take precedence: a paper on the compatibility of precautionary
arrangements with the eligibility criteriafor the Extended Fund Facility; areview of Contingent Credit Lines; a
paper on post-program monitoring; and areview of the early repurchase policy.

%See “ Summi ng Up by the Acting Chairman, Review of the Compensatory and Contingency Financing Facility
(CCFF) and Buffer Stock Financing Facility (BSFF)—Preliminary Considerations, EBM/00/5, January 14, 2000,”
BUFF/00/9. On that occasion, the Board agreed to eliminate the contingency element of the CCFF, aswell asthe
BSFF. Decisionsto this effect, and changing the name of the CCFF to the Compensatory Financing Facility, came
into effect on February 15, 2000.



Fund as a trustee, and has just undergone a mgjor redesign. It will not be considered, except
insofar as its existence may influence the design of the other facilities.

5. The paper isorganized asfollows. Chapter | gives abrief historical overview of the
development of the present facilities, and also includes, in boxes and for easy reference,
descriptions of the current features of each of the existing facilities. Chapter 11 presents a
thumbnail description of the diversity of members and of their use of Fund resourcesin the
1990s. Chapter 111 addresses the housecleaning issues. In doing so, it leaves aside what might
be considered the core facilities—policies on stand-by arrangements, extended arrangements,
the SRF, and the CCL—and focuses on whether there is (still) arole for the other facilities.
Chapter 1V turns to the four core facilities, and asks—in a preliminary fashion—a number of
fundamental questions relating to whether they are consistent with the current and prospective
needs of the ingtitution and its members, and how their design might be improved to ensure
such consistency. At the end of each subsection of Chapters il and 1V, issues for discussion
by the Board are summarized in an italicized paragraph, and these are grouped together for
easy referencein Annex |. A number of other annexes are aso attached.

|. HISTORICAL BACKGROUND AND OVERVIEW OF THE PRESENT FACILITIES®

6. The Fund’sfacilities have evolved over time, asthe Fund has sought to pursue
its fundamental objectives while adapting to changing cir cumstances. The Fund was
created, at the end of the Second World War, out of the realization that competitive
devaluation and restrictive policies had brought disorderly and costly adjustment in the inter-
war period. It was charged both with preventing such disorder in the future and with
encouraging members to adopt the more open policies necessary to sustain world economic
growth—in part, by providing financing. The Articles of Agreement provide that a key
purpose of the IMF is “to give confidence to members by making the Fund’ s resources
temporarily available to them under adequate safeguards, thus providing them with
opportunity to correct maladjustmentsin their balance of payments without resorting to
measures destructive of national or international prosperity” (Articlel (v)).*

7. The Fund’sresour ces wer e intended to revolve among its members, and the
initial provisionsfor repurchasesand for charges on purchases were designed

3This chapter draws heavily on: Horsefield, JK., “The International Monetary Fund, 1945-1965—Twenty Y ears of
International Monetary Cooperation,” IMF, Washington DC, 1969; Garritsen de Vries, M., “The Internationa
Monetary Fund, 1966-1971—The System Under Stress,” IMF, Washington DC, 1976; Garritsen de Vries, M.,
“The International Monetary Fund, 1972-1978—Cooperation on Trial,” IMF, Washington DC, 1985; and
Boughton, J.M., “The International Monetary Fund, 1979-1989—Silent Revolution,” IMF, Washington DC,
forthcoming.

*Theword “temporarily” was added to Article | (v) in 1969, by way of clarification.



accor dingly. > Members were to repurchase their currencies as they were able to do so, thus
making the Fund’ s resources available for other members to use as needed. Members were to
make repurchases as their holdings of external reserves improved. Charges on outstanding
purchases were low and did not vary with market interest rates, but, in order to provide
incentives for repurchase, they increased both with the amount of purchases outstanding
relative to quota and with the time for which the purchases had been outstanding.

8. The Articles (specifically, Article V, Section 3(a)) charge the Fund with
developing policies on the use of its general resour ces, aswell as allowing it to adopt
gpecial policiesfor special balance of payments problems. For over a decade and a half
after its creation, the Fund devel oped policies only on use of Fund resources in what came to
be known as “the credit tranches.” No policies directed at meeting the needs of members with
specia balance of payments problems, stemming from particular sources, were adopted until
1963.

9. It was not long before the Fund developed stand-by arrangements asthe main
instrument through which memberswould access the credit tranches (Box 1).° Whether
rights to draw should be automatic or conditional had been atopic of keen debate at the time
the Articles were framed. For a short time, the Fund experimented with automatic rights to
purchase, but the existing repurchase obligations were at the same time proving ineffective.
This combination cast doubt on the revolving character of Fund resources. In 1952, the Board
took a historic decision establishing stand-by arrangements (the Rooth Plan), as a means by
which members could be assured of being able to purchase foreign exchange during a
specified period (typically, initially, 6-12 months), if they needed to do so, while the Fund
could be assured of the member’s ability to repay. Stand-by arrangements were originally
conceived as precautionary instruments—that is, it was thought that the right to purchase
would be, initsdlf, sufficient to satisfy the member’ s requirements, without a purchase actually
being made. Precautionary arrangements have remained an important instrument through the
decades, even though the typical stand-by arrangement came to be one that helped members
meet their immediate balance of payments needs. Stand-by arrangements were incorporated in
the Articles of Agreement in 1978, when they were defined as “a decision by the Fund by
which a member is assured that it will be able to make purchases from the General Resources
Account in accordance with the terms of the decision during a specified period and up to a
specified amount” (Article XXX (b)).

>When the Fund provides financing to a member, it provides the currency of other membersin exchange for that
member’s currency (these are “ purchases’ by the member from the Fund). The transactions are reversed by means
of “repurchases.”

®n general, members can access the credit tranches (or indeed any Fund resources) either by means of
arrangements or by means of “outright purchases.” Outright purchases differ from arrangementsin that thereisno
phasing conditional on future policy performance.



Box 1. The Credit Tranche Palicies - Stand-by Arrangements
Stand-by arrangements are available for any balance of payments need.

The length of stand-by arrangementsistypically 12-18 months, although they range from a minimum of about
six months (there is no legal minimum) to alegal maximum of three years.

For amember that has no Fund credit outstanding, the first 25 percent of quota access under a stand-by
arrangement is subject to “first credit tranche conditionality.” The Fund's attitude to requestsin the first
credit tranche isaliberal one, while requests beyond this require substantial justification.

All stand-by arrangements beyond the first credit tranche feature phasing of purchases conditiona on
performance clauses (applying only to purchases beyond the first credit tranche).

Access under stand-by arrangements (together with access under the Extended Fund Facility) is subject to
limits of 100 percent of quota annually and 300 percent of quota cumulatively. The Fund may grant access
beyond the limitsin exceptional circumstances.

Purchases under the credit tranche policies are subject to the GRA rate of charge (Annex I1), and to
repurchase obligations of 3 ¥4- 5 years from the date of purchase (eight quarterly installments).

YGuidelines on Conditionality, Decision No. 6056-(79/38), adopted March 2, 1979, Selected Decisions and
Selected Documents of the International Monetary Fund, Twenty-Fourth Issue (June 30, 1999), pages 137-
139.

10. During the late 1950s the Executive Boar d developed the Fund’s policy on the
first and upper credit tranches. In 1959, it stated that “The Fund’ s attitude to requests for
transactions within the first credit tranche ... isalibera one, provided that the member itself is
also making reasonabl e efforts to solve its problems. Requests for transactions beyond these
limits require substantial justification. They are likely to be favorably received when the
drawings or stand-bys are intended to support a sound program aimed at establishing or

maintaining the enduring stability of the member’s currency at arealistic rate of exchange.”’

11.  Thetension between the two objectives of the credit tranche policies—
assurances for the member and safeguards for the Fund—took sometimeto resolve.
Nonetheless, by the late 1950s the present structure of upper credit tranche policies, featuring
phasing of purchases and performance criteria, had become well established. This structure
would eventually be codified in the guidelines on conditionality that the Board adopted in
1968 (and revised in 1979). The policy the Fund had followed since the 1950s was that

"While the introduction of stand-by arrangements did not do away with the possibility of outright purchasesin the
upper credit tranches (i.e., purchases in the upper credit tranches made outside the context of arrangements), these
became increasingly rare, and (except for alimited number of purchases in the upper credit tranches under the
policy on emergency assistance, see below) there have been none since 1968.



repurchases in the credit tranches were to be made no later than three to five years after the
date of each purchase. In practice, members usually repurchased toward the end of this
period, until the passage in 1978 of the Second Amendment to the Articles, which stipulated
that repurchases should be made not later than five years after the date of a purchase, and
allowed the Fund to prescribe—as it has—that repurchases should be made beginning three
years and ending five years after the date of purchase (Article V, Section 7 (c)).

12. Thelimitson accessin the credit tranches were initially those set in the Articles,
but, in time, the credit tranches would become subject to a separate set of limits,
established from time to time by the Board. The origina Articles specified that purchases
would not exceed an annual limit of 25 percent of quota, or (essentially) a cumulative limit of
100 percent of quota, which the Fund was empowered to waive (and frequently did). With the
introduction of separate facilities (see below) would come additional, separate access limits,
and by the early 1980s (and in part reflecting the Second Amendment of the Articlesin 1978),
the credit tranches, together with the Extended Fund Facility (EFF), had become subject to
separate annual and cumulative access limits, which could be exceeded only in “exceptiona
circumstances.”® Over time, the limits have risen, relative to the levels initially set in the
Articles, reflecting in part the fact that quotas did not keep up with the growth in demand for
Fund resources. The limits ranged up to highs of 200 percent (annual) and 600 percent
(cumulative) of quota (for a short period in 1980).° For most of the 1990s, the limits have
been at their current levels—100 percent and 300 percent of quota, respectively.

13. In 1963, the Fund established the Compensatory Financing Facility (CFF)

(Box 2) as aresponse to fluctuations in the prices of primary commodities that afflicted many
countries in almost every region of the globe.”® As originally designed, the CFF provided
additional access to countries that had suffered temporary export shortfalls, with lower
conditionality and with immediate rather than phased disbursements. The Fund, however,
explicitly rejected proposals to make access to the facility automatic for countries with export
shortfalls.

& he annual limit of 25 percent of quotawas eiminated by the Second Amendment. The cumulative limit of

100 percent of quota—which is expressed in the Articles as a ceiling of 200 percent of quota on the Fund's
holdings of amember’s currency—was retained, subject to the possibility of waiver, which is now regularly granted
where necessary to allow accessin line with the operational limits the Fund establishes from time to time.

°At various times—either when quotaincreases were delayed or when it was decided that access limits had to be
relatively high—the Fund engaged in borrowing to supplement quota resources (notably, between 1977 and 1992, it
borrowed under the Supplementary Financing Facility and the Enlarged Access Palicy).

10, Compensatory and Contingency Financing Facility,” Decision No. 8955-(88/126), adopted August 23, 1988,
Selected Decisions and Selected Documents of the I nter national Monetary Fund, Twenty-Fourth I ssue (June 30,
1999) (hereafter referred to as Selected Decisions), pages 222-251.



Box 2. The Compensatory Financing Facility (CFF) *

The main pur pose of compensatory financing is to ensure timely financing for members that are experiencing balance
of payments difficulties resulting from atemporary decline (rise) in export earnings (cereal import costs). The
eligibility requirements are: (1) the export shortfall and/or excess cereal import cost must be considered temporary, i.e.,
adeviation from trend that is expected to be reversed; (2) the shortfall/excess must be attributable to factors largely
beyond the control of the authorities; (3) the member has to have a balance of payments need; (4) where the member
has balance of payments difficulties beyond the effects of the shortfall/excess, the member is expected to cooperate
with the Fund in an effort to address its balance of payments difficulties.

Under the export element, compensation can be provided for a shortfall in total merchandise export earnings (and not
for any subset of any export components). Receipts from services (excluding investment income) may be considered if
reliable statistics are available. Coverage of the cereal element islimited to imports of cereal (excluding any
concessionally financed cereal imports). An excessin cereal import costs may be compensated only to the extent that it
is not offset by an excess of export earnings.

Access under the CFF does not count toward the access limits under the credit tranches and the EFF, and is subject to
itsown limits. Access limits depend on: (1) the member’ s balance of payments position; (2) its past cooperation with
the Fund to resolve its balance of payments difficulties; and (3) its willingness to adopt adjustment policies that would
meet the standards of upper credit tranche conditionality. Depending on these considerations, access limits range from
10 percent to 55 percent of quota. Within these limits, access is determined by the size of the shortfall/excess, and may
be limited by Fund judgments on the member’ s capacity to repay. Accessis not phased but may be “tranched” if nine
or more months of data are estimated, according to predetermined cal culation methods.

The CFF does not “float” as regards conditionality—i.e., amember with 25 percent of quota or more credit
outstanding under the CFF cannot access the credit tranches with first credit tranche conditionality.

Purchases under the CFF are subject to the GRA rate of charge (Annex I1), and to repur chase obligations of 3
5 years from the date of purchase.

YA more detailed description of the CFF can be found in “Review of the Compensatory and Contingency Financing
Facility—Preliminary Considerations,” EBS/99/222, December 9, 1999.

14. The CFF wasto undergo several cyclesof liberalization and tightening, and its
significance in Fund financing varied over time, with developments in world commodity
markets and as the Board tried to find the right balance between financing and conditionality.
A cereal import element was added in 1981, following the increased volatility of food pricesin
the 1970s. Initially introduced for a period of four years, the cereal e ement has since been
routinely extended. In 1988, the CFF became the Compensatory and Contingency Financing
Facility (CCFF), asit acquired an additional element, the contingency element, which could be
included in a Fund arrangement in order to provide protection against exogenous current
account shocks. The contingency element never generated much interest from members. It
was eliminated in early 2000, along with the Buffer Stock Financing Facility, which had been
established in 1969 but had fallen into disuse.'* At that time, the Board also expressed strong

"Box 3 contains asummary of instruments that no longer exist.




sentiment in favor of confining stand-alone CFF purchases to cases in which the balance of
payments position is satisfactory apart from the export shortfall or cereal import excess.

Box 3. Defunct (or Near-Defunct) I nstruments

Over the years, the Fund created a number of policies to meet particular types of balance of payments needs,
which eventually were either eliminated or allowed to lapse:

The Buffer Stock Financing Facility, created in 1969 and eliminated in 2000, provided financing to
members to help finance their contributions to approved commodity price stabilization funds.

Thefirst Oil Facility was created in June 1974 in response to the oil price shock, and lapsed in December
1974. A second Oil Facility was created in April 1975 to provide additional financing, and lapsed in
March 1976.

Anoil import element was added to the Compensatory and Contingency Financing Facility in November
1990, when ail prices rose sharply during the Gulf War. It was alowed to lapse at end-1991.

The Systemic Transformation Facility, created in April 1993 and allowed to lapse in April 1995,
provided support for the early stages of transition from centrally planned to market economies, in relatively
small amounts and with relatively low conditionality.

The contingency element of the Compensatory and Contingency Financing Facility, created in 1988
and eliminated in 2000, provided additional access under arrangements, according to prespecified
calculations, in the event of unanticipated adverse current account developments.

The Y2K Facility was created in September 1999, to deal with possible strains resulting from the Y 2K
computer bug. It has not been used, and is scheduled to lapse at end-March 2000.

15. The Fund established the Extended Fund Facility (EFF) in 1974, asavehicle for
longer-term financing to countries in need of structural economic reforms (Box 4).2 ** The
creation of the EFF reflected an increasing recognition that balance of payments problems
could have structura origins, and thus could require both an extended period of adjustment
and policy changes that would strengthen the productive and export base of the economy. The

2Decision No. 4377-(74/114), adopted September 13, 1974, Selected Decisions, pages 150-154.

13Also, in 1974-75, the Fund created two successive Oil Facilities (see Box 3). These lapsed after two years, and
from the standpoint of the present paper were notable mainly because they were the first instance of a quick,
temporary response by the Fund to aglobal crisis, and because the rate of charge on these facilities approached
commercial rates (as the resources were entirely from borrowed funds, and the Fund passed on its costsin this
respect—as it would again under the Supplementary Financing Facility and the Enlarged Access Palicy, see
footnote 9).
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EFF offered longer repayment periods and (initially) larger access than did the credit tranche
policies, but, in return, it required more action in the structural area than was typical of stand-
by arrangements.

Box 4. The Extended Fund Facility (EFF)

The EFF was established in 1974 with the pur pose of providing medium-term assistance in particular to
members with “(a) an economy suffering serious payments imbalance relating to structural maladjustmentsin
production and trade and where price and cost distortions have been widespread; (b) an economy characterized
by slow growth and an inherently weak balance of payments position which prevents pursuit of an active
development policy.”

The length of extended arrangementsis typically three years, with a possibility of extension for afourth year.

Extended arrangements are subject to phasing provisions similar to those under stand-by arrangements. The
policy conditions necessary for Fund support through the EFF include implementation of structural reforms
over an extended period.

Access to the EFF (together with access under the credit tranches) is subject to limits of 100 percent of quota
annually and 300 percent of quota cumulatively. The Fund may grant access beyond the limits in exceptional
circumstances.

Purchases under the EFF are subject to the GRA rate of charge (Annex |1), and to repur chase obligations of
4 Y- 10 year s from the date of purchase (twelve semiannual installments).

16.  Over theyears, financing under the EFF went through some wide cycles. A first
rise and fall ended with the facility little used in 1983-88. This may have partly reflected an
evolution in the credit tranche policies, whereby these came to incorporate more structural
elements and, in some cases, longer adjustment periods. In addition, the EFF had been
brought under the same access limits as the credit tranches in 1979. As aresult, the
distinctions between upper credit tranche stand-by and extended arrangements were becoming
more difficult to discern. Moreover, from 1986 onward, |ow-income countries—among the
countries most expected to make use of the EFF—had a more attractive alternative in the
Fund’s concessional lending instruments, the Structural Adjustment Facility (SAF) and the
Enhanced Structural Adjustment Facility (ESAF).** Nonetheless, from 1988 onward the EFF
again came into greater use, first in association with operations under the international debt
strategy,™ but also, in the ensuing years, reflecting an increased willingness by many

The Fund established the SAF in 1986 for “all low-income countries eligible for IDA resources that are in need of
such resources and face protracted balance of payments problems’, and its successor, the ESAF, in 1987. In 1999,
the ESAF was replaced by the Poverty Reduction and Growth Facility (PRGF). As noted above, the PRGF is atrust
administered by the Fund, as was its predecessor, the ESAF.

Eund support for debt and debt service reduction (see paragraph 20) was linked to “ medium-term adjustment
programs with a strong element of structural reform”.
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developing countries to commit themselves to fundamental reform under longer-term policy
programs.

17. In 1978, the Fund’s policies on repur chases wer e reformulated as part of the
Second Amendment of the Articles of Agreement. While it established time-bound repurchase
obligations (see paragraph 11 above), the Second Amendment also retained (under Article V,
Section 7(b)) the notion that members would be expected to make early repurchases as their
balance of payments and reserve positions improve. A set of guidelines, which took their
present form in 1979, clarifies how judgments about external strength are to be made and how
the resulting early repurchase expectations are to be calculated and met (Annex 111). In the
subsequent two decades, 11 members have been called on to make early repurchases under
the guidelines, which resulted in 38 early repurchases. No member has been subject to an early
repurchase expectation under the guidelines since 1994—a period that coincides, however,
with sizable voluntary advance repurchases by severa members. No member has ever failed to
meet an early repurchase expectation under Article V, Section 7 (b).

18. In the years after the Second Amendment, the system of rates of charge was
made simpler and more flexible, and a link to market interest rates was introduced. The
Second Amendment tied the remuneration rate paid to creditors to market interest rates,
which were at the same time rising sharply, and it became evident that the low, set rates of
charge could not be sustained.™ In 1981, the graduated schedule of charges on credit tranche
purchases was replaced with a unified rate of charge, and that rate was linked to market rates,
being set annually (subject to review) based on a net income target for the Fund (see Annex |1,
which also describes the service charge and the commitment fee).'” When a problem of arrears
to the Fund emerged in the mid-1980s, a system of “burden-sharing” was introduced, whereby
certain financia costs associated with arrears, including the cost of building precautionary
balances, are allocated to both creditor and debtor members, through adjustments to the rates
of charge and remuneration.™® Starting in 1989, the rate of charge was linked directly to the
SDR interest rate, and adjusted weekly.

19. In 1982, the Fund developed the policy on emergency assistance for natural
disasters, and a little over a decade later adopted similar proceduresfor post-conflict
cases. Emergency assistance for natural disasters (Box 5), which had first been introduced in

18 The remuneration rate is the rate paid to members who provide their currencies for use by other members.

Y The unified system would last until 1997, when a surcharge was introduced on use of resources under the
Supplemental Reserve Facility (and later also under the Contingent Credit Lines) (see paragraphs 23-24).

1810 1984, only one member was overduein its obligations to the Fund by ayear or more. This number increased
steadily over the next 5 years, and by 1989 there were 11 such members. Since 1993 the number has slowly
decreased, and as of end-1999 stood at 7 (including one country that is currently not amember of the Fund).
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1962, picked up, both in frequency and average size, beginning in 1979." In February 1982,
the Executive Board agreed that a special facility was not needed, and accepted the idea that
emergency assistance (in the credit tranches) should be subject to a similar degree of
conditionality as the first credit tranche.?> Emergency assistance was extended to post-conflict
situations in 1995, in order to provide assistance to countries where the conflict had disrupted
institutional and administrative capacity (Box 6).%

Box 5. Emergency Assistance for Natural Disasters

The pur pose of emergency assistance for natural disastersisto provide quick financial assistance to member
countries which are afflicted by natural disasters. Emergency assistance is not afacility, but aflexible
application of the existing policies on use of the credit tranches. Emergency assistance is used in cases where a
member cannot meet its immediate financing needs—arising from amajor natural disaster such as aflood,
earthquake, or hurricane—without serious depletion of its external reserves In most cases, however, assistance
is expected to be provided in these circumstances under the CFF or a stand-by or extended arrangement.

The policy conditions required for emergency assistance include a statement of the general policiesthe
affected country plansto pursue. A request is granted when the Fund is satisfied that the member will cooperate
with the Fund in an effort to find, where appropriate, solutions for its balance of payments difficulties.

Emergency assistance takes the form of an outright purchase with access limited to 25 percent of quota,
although larger amounts can be made available exceptionally.

Purchases under emergency assistance for natura disasters are purchases in the credit tranches and are
therefore, like stand-by arrangements, subject to the GRA rate of charge (Annex I1), and to repur chase
obligations of 3 %- 5 years from the date of purchase.

¥ 1962, the Fund had agreed to lend a member 25 percent of quota, noting that the request was motivated by a
dire economic emergency. In the following 17 years, the Fund provided emergency assistance for natural disasters
in only four instances.

20 Emergency assistance — Natural Disasters, the Chairman’s Concluding Remarks’, EBM/82/16, Selected
Decisions, pages 172-175.

e summi ng Up by the Chairman — Fund Involvement in Post-Conflict Countries,” EBM/95/82, September 6,
1995, Selected Decisions, pages 175-178.



-13-

Box 6. Emergency Assistance for Post-Conflict Countries

The pur pose of extending emergency assistance to include post-conflict situationsis to provide balance of
payments assi stance to countries where the institutional and administrative capacity has been disrupted as a
result of the conflict, so that the member is not yet able to develop and implement a comprehensive economic
program that could be supported by a Fund arrangement, but where there is nonethel ess sufficient capacity for
planning and policy implementation and a demonstrated commitment on the part of the authorities; where there
isan urgent balance of payments need and arole for the Fund in catalyzing support from other sources; and
where Fund support is part of a concerted international effort to address the aftermath of the conflict situation in
acomprehensive way.

Policy conditionsinclude a statement of economic policies; a quantified macroeconomic framework to the
extent possible; and a statement by the authorities of their intention to move as soon as possible to an upper
credit tranche stand-by or extended arrangement, or to a PRGF arrangement.

Accessisgenerally limited to 25 percent of quota. However, larger amounts can be made available
exceptionally—in particular, afurther 25 percent of quota can be made available in cases where, in spite of the
authorities' efforts, progress on capacity rebuilding is slow and where the member is not in a position to move
to a Fund arrangement after about a year under a program supported by emergency assistance, and where there
is sufficient evidence of the authorities commitment to reform and capacity to implement policies. Tranching
of total resources in some instances may help ensure the effective use of Fund resources and provide an
incentive to develop a comprehensive economic program. (Tranching is different from phasing in that it is not
conditional on prespecified policy performance; requests for the later purchase(s) under tranching are
considered on their own merits.)

Purchases under emergency assistance for post-conflict countries are purchases in the credit tranches and are
therefore, like stand-by arrangements, subject to the GRA rate of charge (Annex I1), and to repur chase
obligations of 3 %- 5 years from the date of purchase.

20. The Fund’s palicies on support for Debt and Debt Service Reduction (DDSR)
operations date from 1989 (Box 7). The aim is to provide financing, in conjunction with
the World Bank and other officia sources, for the upfront costs of members DDSR
operations with commercial banks. Fund support for such operationsis provided under a
stand-by or extended arrangement, or (since 1997) an ESAF/PRGF arrangement, which may
be augmented for this purpose.

22« The Chairman’s Summi ng Up on Fund Involvement in the Debt Strategy,” EBM/89/61, May 23, 1989, Selected
Decisions, pages 193-198.
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Box 7. Fund Support for Debt and Debt Service Reduction (DDSR) Operations

The pur pose of Fund support for commercial bank DDSR operationsis to help finance the upfront cost of
DDSR operations, as a means of hel ping members reach agreement with their commercial bank creditors.
Set-asides (25 percent of access under Fund arrangements) and additional resources from augmentations (up to
30 percent of quota) are allowed to be used for instruments involving either debt or debt service reduction. The
set asides and additional resources can be released once the member has reached an agreement with its
commercial bank creditors, and so long as the Board agrees that Fund resources would be used effectively in
support of debt and debt service reduction.

Support for DDSR operations can be provided through stand-by, extended, or PRGF arrangements. Char ges
and maturities are the same as those in the underlying arrangement.

21.  TheFund’spolicy on Currency Stabilization Funds (CSFs) was established in
1995 as an element within stand-by or extended arrangements (Box 8).® The purpose of the
CSF element is to provide additional, precautionary balance of payments support in the initial
stage of an exchange rate-based stabilization. No member has made use of this policy.

22. Thedominant development of the second half of the 1990s was the advent of
lar ge-scale Fund financing for crises of capital market confidence, and the creation of the
Supplemental Reserve Facility (SRF) and the Contingent Credit Lines (CCL).*

2 The Acti ng Chairman’s Summing Up at the Conclusion of the Discussion on Fund Support for Currency

Stabilization Funds,” EBM/95/86, September 13, 1995, Selected Decisions, pages 183-192.

**Decision No. 11627-(97/123) SRF, adopted December 17, 1997, as amended (hereafter “the SRF/CCL
decision”), Selected Decisions, pages 276-281, and “The Chairman’s Summing Up on Contingent Credit Lines,”
EBM/99/48, April 23, 1999, Selected Decisions, pages 281-287.
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Box 8. Currency Stabilization Funds (CSFs)

The pur pose of the policy on Currency Stabilization Funds (CSFs) isto provide additional, precautionary
balance of payments support in the initial stage of an exchange rate-based stabilization. A program fully
consistent with the targeted exchange rate anchor would be necessary to obtain Fund support for a CSF, so that
little, if any, use of CSF resources would be expected.

The policy conditions necessary for Fund support for a CSF comprise: (i) fiscal and credit targets consistent
with the inflation objective; (ii) appropriate measures to deal with indexation schemes, if present; (iii) ahighly
liberalized current account; (iv) contingency plans for large flows of capital, including fiscal contingency plans
and full interest rate flexibility; (v) integrated management of foreign exchange reserves and intervention
policy; and (vi) other structural and institutional elements conducive to a sharp inflation reduction and more
specific conditions depending on the particular circumstances. Daily reporting of key financial variables such
as exchange rates, interest rates, exchange market turnover, intervention, and reserves is expected while a CSF
element isin place.

To permit the release of resour ces under the CSF element of an arrangement, the Board must determine that
(i) the exchange rate policy isrealistic, sustainable, and firmly supported by fiscal and monetary policies,

(i) the program is fully financed, and (iii) adeguate monitoring and reporting procedures are in place and
functioning.

Use of CSF resources would normally be phased in four tranches, with a minimum of three and a maximum of
five tranches. Thefirst tranche becomes available upon activation of the CSF element by the Executive Board;
cannot exceed 35 percent of access under the CSF element; and may, after it is repurchased, be redrawn freely
for the duration of the CSF. Subsequent tranches can be drawn upon further review by the Board, within two
weeks of Board approval, and their repurchase reconstitutes the member’ s right to request CSF resources, but
not the right to redraw without further review by the Board.

Access under stand-by and extended arrangements with a CSF element is subject to the same (annua and
cumulative) limits as without this element. Access under the CSF element of the arrangement is capped at
100 percent of quota, within the normal access limits, and is measured on a“net basis’ as outstanding use of
CSF resourcesin percent of quota (that is, tranches that have been repurchased do not count toward access
under the CSF).

Resources drawn under a CSF are subject to the GRA rate of charge. They are normally subject to the same
repur chase obligations as other resourcesin the credit tranches (3¥4-5 years), but with a one-year repurchase
expectation for the first CSF tranche and a three-month expectation for the upper tranches (which can be
extended up to a maximum of one year at the discretion of the Board). However, if the member’s outstanding
use of Fund credit exceeds 100 percent of quota (that is, if Article V, Section 4 applies), CSF purchases are
normally subject to a one-year repurchase obligation. If the remaining time to expiration of the arrangement is
longer than one year, the first CSF tranche is subject to a repurchase obligation/expectation upon expiry of the
arrangement (up to 18 months from the time of purchase).

23. TheFund established the SRF in late 1997 (Box 9). The very large arrangements
for Mexico (1995), Thailand (1997), and Indonesia (1997)—in the range 490-690 percent of
guota, compared with the cumulative access limit of 300 percent of quota—had been granted
under the credit tranches, using the “exceptional circumstances’ clause that permits access
beyond the established limits. Following the arrangement for Mexico, the Fund had begun to
discuss the possibility that additional safeguards for its resources might be required in the case
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of such large arrangements, and that the repayment period and rate of charge under the credit
tranches might not be appropriate for what came to be called “21% century” crises® In
December 1997, when Korea approached the Fund for a three-year stand-by arrangement for
over 1900 percent of quota, the Fund granted the arrangement in the credit tranches, but two
weeks later established the SRF, which featured shorter repayment periods and a higher rate
of charge. The remainder of the arrangement for Korea was converted into an arrangement
with SRF resources (as had been discussed with Korea beforehand), and the SRF has since
been used two more times, by Russia and Brazil, both in 1998.

Box 9. Supplemental Reserve Facility (SRF)

The pur pose of the SRF isto provide assistance to members that are experiencing exceptional balance of
payments difficulties due to alarge short-term financing need resulting from a sudden and disruptive loss of
confidence reflected in pressure on the capital account and the member’ s reserves.

Access under the SRF is separate from the access limits under the credit tranches and the EFF, and the SRF is
not subject to access limits of its own. SRF resources are, however, provided under stand-by or extended
arrangements, in combination with credit tranche or EFF resources up to the annual or cumulative limit,
whichever isbinding.

Conditionality in an arrangement involving SRF resourcesis similar to that in a stand-by or extended
arrangement.

SRF resources are subject to r epur chase expectations at 1-1%years from the date of purchase, and repurchase
obligations at 2—2%years from that date. The member may request an extension of the repurchase expectations
by up to one year, but the Board may decide not to approve this request, and to turn unmet expectations into
immediate obligations.

SRF resources are subject to a sur charge above the GRA rate of charge. During thefirst year from the date
of thefirst purchase under the facility, the surcharge is set at 300 basis points, and it rises by 50 basis points at
the end of the first year, and every six months thereafter, up to a maximum of 500 basis points.

24. Shortly after the establishment of the SRF, the Fund turned its attention to the
creation of afacility that would help prevent the spread of capital account-driven crises.
The result was the establishment of the CCL in May 1999 (Box 10). The CCL isavailable, in
the absence of a crisis and as a precautionary mechanism, only to members that satisfy
stringent eligibility criteria. No member has yet made use of the CCL.

| additi on, in 1995 the Fund established the Emergency Financing Mechanism (also known as “emergency
procedures’), under which an arrangement may be brought to the Board in a shorter time frame than under the usual
procedures (“ Summing Up by the Chairman, Emergency Financing Mechanism,” EBM/95/85, September 12,
1995, Selected Decisions, pages 179-183).
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Box 10. Contingent Credit Lines (CCL)

The pur pose of the CCL isto provide members with strong economic policies a precautionary line of defense
which would be readily available against balance of payments problems that might arise from international
financial contagion.

The CCL is subject to demanding eligibility criteria: (i) an absence of need for use of Fund resources from the
outset, (ii) a positive assessment of policies by the Fund, taking into account the extent of the member’s
adherence to internationally-accepted standards (in particular, the member must have subscribed to the Special
Data Dissemination Standard and be making satisfactory progress towards meeting its requirements);

(iii) congtructive relations with private creditors, with aview to facilitating appropriate involvement of the
private sector, and satisfactory management of external vulnerability, and (iv) a satisfactory economic and
financia program, which the member stands ready to adjust as needed.

Aswith the SRF, access under the CCL is separate from the access limits under the credit tranches and the
EFF. CCL resources are provided under stand-by arrangements, in combination with credit tranche resources
up to the annual or cumulative limit, whichever is binding. Commitments under the CCL are expected to bein
the range of 300-500 percent of quota.

Upon approval of an arrangement involving CCL resources, a small purchase is made available (but not
expected to be drawn). Thereafter, phasing is left unspecified. If acrisis strikes, the member may request
completion by the Board of an “activation review,” under which resources would be released and phasing and
conditionality (similar to conditionality under the SRF) would be specified for the remainder of the resources.
To complete the activation review, the Board must be satisfied that the member, having successfully
implemented its program to date, is nevertheless severely affected by acrisis stemming from contagion, and
that it intends to adjust policies as needed. If an activation review is not completed by a pre-specified date, a
midterm review of the arrangement must be completed before a purchase associated with an activation review
can be released.

CCL resources are subject to the same r epur chase expectations and obligations (at 1-1%ears, and 2—-2Yyears,
respectively, from the date of purchase), and the same rate of char ge (incorporating a surcharge over the GRA
rate of charge that rises from 300 to 500 basis points), as SRF resources.

25. In sum, after over 50 years of evolution, the Fund has at itsdisposal a large
array of facilities:

Some of these fall under the heading of general policiesthat the Fund must adopt.
According to Article V, Section 3 (a), the Fund must “adopt policies on the use of its
general resources, including policies on stand-by or similar arrangements’. These policies
are those that govern the use of resources in the credit tranches in order to help resolve a
member’ s genera balance of payments problems. In fulfillment of this mandate, the Fund
has adopted decisions defining the circumstances and conditions under which members
may request purchases from the Fund in order to solve a general balance of payments
problem—notably, policies on stand-by arrangements.

Othersfall under the heading of special policiesthe Fund has chosen to adopt that
allow credit tranche resourcesto be used in order to address a special balance of
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payments problem. Article V, Section 3 (@) also specifies that the Fund “may adopt
specia policies for specia balance of payments problems.” The Fund policies regarding
the first credit tranche, emergency assistance, Currency Stabilization Funds, and the use of
Fund resources for DDSR operations fall under this heading.

Still othersfall under the heading of special policiesthe Fund has chosen to adopt
outside the credit tranches, which are designed to addr ess special balance of
payments problems. These policies are often termed “facilities.” The CFF, EFF, SRF,
and CCL fall under this heading.

26. TheFund’sfinancial assistance can also be classified in other ways. For the
purposes of the present paper, it is convenient to distinguish between three broad
classes of facilities—even though the resulting classification, on the one hand, groups
together facilities with different legal standing, and, on the other hand, can involve assigning a
single facility to severa categories, depending on the way in which it is used:

Outright purchases, which do not involve phasing and therefore are not conditional on
future policy performance (although “tranching” is sometimes used, see below). These
include the first credit tranche,® emergency assistance for natural disasters and post-
conflict cases, and CFF purchases that are not made in conjunction with an
arrangement.?’ %

Corefacilitiesinvolving upper credit tranche conditionality, featuring phasing. The
Fund’ s core facilities can be considered to comprise stand-by arrangements, extended
arrangements, the SRF, and the CCL. %

Other facilitiesinvolving upper credit tranche conditionality, which are available only
to members that have stand-by or extended arrangements, and which are designed to deal

®purchasesin the first credit tranche can be outri ght purchases or (nowadays more typically) can be made in the
context of stand-by arrangements, but are not phased.

#"The paper classifies as“outright purchases” all purchases that are not made either under an arrangement or in
conjunction with an arrangement. (Strictly speaking, al purchases under the CFF are outright purchases, asthey are
not made under an arrangement.)

% lthough outright purchases can also still be made, in principle, in the upper credit tranches outside the
framework of emergency assistance, there have been no such purchases since 1968, and this paper will not consider
them further.

®The classfication of facilitieswith upper credit tranche conditionality as “core” and “non-core” is necessarily a
matter of judgment. The judgments incorporated here are further explained in Chapters |1l and IV below.
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with specific contingencies or events. These comprise Currency Stabilization Funds,
support for DDSR operations, and the CFF when it accompanies an arrangement.*

Table 1 provides a summary of the instruments, and of their key features, under each of these
headings.

[I. MEMBERSAND THEIR USE OF FUND RESOURCES

27.  TheFund has become a nearly universal institution, and there is considerable
diversity among the member s that make use of the GRA (Table 2). Of the Fund's
182 members:

23 are classified asindustrial countries. None of these has made use of Fund resources
since 1983;

80 are low-income countries that are eligible for the PRGF, but of these, 32 have made
purchases or received arrangements from the Fund in the GRA in the last decade.® The
relatively large number of PRGF-eligible countries making use of the GRA typically either
(i) have not yet been able to elaborate a comprehensive structural adjustment program, as
required under the PRGF, or (ii) do not have a balance of payments need (the PRGF is not
available on a precautionary basis);*

79 are other developing and transition countries. Of these, dlightly over half (44) have
made purchases or received arrangements in the GRA in the last decade. The increasing
globalization of capital marketsis reflected in the fact that most of these 44 members (39)
also had at least some access to capital markets.®

0utright purchases under the CFF are subject to the higher access limits (as they areif they are madein
conjunction with an arrangement) if the member’ s policies meet the standards of upper credit tranche conditionality.
Because they are not phased, such purchases are classified under the first heading above.

30 these 32 members, 25 also used ESAF/PRGF (or SAF) resourcesin the 1990s. A total of 54 countries had a
total of 94 (three-year) arrangements under the ESAF in the 1990s.

¥ There have also been afew “blend” cases, namely cases where members have simultaneoudly received an
extended arrangement and a PRGF arrangement.

BEor want of abetter definition, this paper counts a country as having access to capital markets if it has applied for
acredit rating or has issued sovereign bonds. By this definition, only 4 of the 32 PRGF-eligible countries that have
entered into purchases or arrangements in the GRA in the last decade have access to capital markets.



Table1. The Fund's Facilities!

Within
Facility Conditionality Maturity Rate of charge Balance of payments need ac(:eﬂs’?2
. limits?
Low  High | Short Medium Long | Normal  High Potential ?° Type
1. Outright purchases
First credit tranche O O O Yes Any Yes
Emergency assistance: natural disasters O O O No Natural disaster Yes
Emergency assistance: post-conflict O O O No Post-conflict Yes
Stand-alone CFF O O O No Temporary export shortfall/cereal No
import excess
2. Corefacilitieswith upper credit tranche
conditionality
Stand-by arrangements 0 0 0 Yes Any Yes
Extended arrangements O O O Yes Structural maladjustments Yes
SRF O O O No Capital account crisis, any No
CCL O O O Yes Capital account crisis, contagion No
3. Non-corefacilitieswith upper credit tranche
conditionality
CFF in context of arrangement O O O No Temporary export shortfall/cereal No
import excess
CSF O O O Yes Exchange rate-based stabilization Yes
DDSR O O O O No Commercial bank debt reduction Yes

*Nonconcessional only.

’Refers to the access limits under the credit tranches and the EFF. Yesif access under the policy counts toward these access limits, no if it does not.

3All policies are available for an actual balance of payments need (of the type specified). Some are also available on a precautionary basis, for a potential balance of

payments need; these are indicated by "Yes' in this column.




Table 2: Countries making purchases in the GRA between 1989 and 1999

Number of countries Arrangements (SBA/EFF) All policies
Number Total approved Total drawn Total approved Total drawn
(SDR hillion) (SDR billion)
Total 76 182 136.6 74.9 149.1 87.5
Non-PRGF eligible 44 131 128.6 70.7 138.7 80.8
of which:
Developing 27 74 934 54.5 994 60.6
of which,
SRF type drawings 1/ 5 51.8 36.0 51.8 36.0
Precautionary at approval 16 8.0 1.1 8.0 11
Total non-precautionary, non-SRF 53 33.6 175 39.6 23.5
Least Developed - - - -- -- --
Transition 17 57 35.2 16.2 39.3 20.2
of which,
SRF type drawings 1/ 1 8.5 3.1 8.5 3.1
Precautionary at approval 8 0.7 0.2 0.7 0.2
PRGF eligible 32 51 8.0 4.2 105 6.7
of which:
Developing 14 28 7.2 3.7 9.3 5.8
of which,
SRF type drawings 1/ - - - - --
Precautionary at approval 2 0.7 -- 0.7 --
Least Developed 9 13 0.4 0.2 0.6 0.4
of which,
Precautionary at approval 4 0.0 -- 0.0 --
Transition 9 10 0.4 0.2 0.6 0.2
of which,

SRF type drawings 1/ --
Precautionary at approval -

1/ SBA s with Mexico (1995), Thailand (1997), Indonesia (1997), Korea (1997) and Brazil (1998); the extended arrangemessiavi{hig98).
In the case of Russia only the augmentation to the original 1996 extended arrangement and the CCFF has been considered SRF type
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28.  Thestand-by arrangement under the credit tranche policiesremains by far the
Fund’s most utilized instrument (Table 3), but with use of extended arrangements
increasing in recent years.* Of 182 arrangements approved in the 1990s, over four-fifths
were stand-by arrangements. The 1990s saw arevival of the EFF (which had been little used
in the mid- to late 1980s), reflecting in part a growing recognition of the need for longer term
structural adjustment programs to deal with the underlying, growth-inhibiting problems many
members confronted. There was a further increase in the use of the EFF starting in 1996,
largely by the transition economies,® and, as aresult, half of the arrangements in place as of
end-1999 were extended arrangements. Perhaps paradoxically, increased use of extended
arrangements under the EFF coincided with areviva of longer stand-by arrangements: after
approving no stand-by arrangements of 24 months or longer for a decade from 1986 onward,
the Fund granted seven such arrangements between 1996 and 1999.%

29. TheFund’'sother facilities have been used less extensively. The Systemic
Transformation Facility was used 17 times in the 1990s, and the policy on DDSR operations
and emergency assistance for natural disasters and post-conflict cases around 10 times each.®’
There were 39 purchases under the CFF (and one under the contingency element of the then-
CCFF) in the 1990s, most of them (31) in the first half of the decade.

30. At any onetime, the Fund has only a moderate number of arrangementsin place
in the GRA, and a good number of these arrangements ar e precautionary, so that the
number of members making purchases under arrangementsissmaller still. Asof end-
1999, only 10 percent of the Fund’'s members were drawing GRA resources under
arrangements. There were 28 stand-by and extended arrangements in place—which was on
the high side for the 1990s,® in part as areflection of the financial turmoil of the last few
years (members with arrangements included Argentina, Brazil, Indonesia, Korea, Mexico, the
Philippines, and Thailand). Ten of these arrangements were precautionary, including four

34Hencefforth, referencesto “arrangements’ in this Chapter should be read as“ arrangementsin the GRA.”

%0t the 18 extended arrangements approved since 1996, 8 have been for transition economies. Apart from these
countries, use of the EFF would have remained relatively steady over the last 10 years.

T hese seven include four SRF-type cases, see footnote 40 below. Long stand-by arrangements had been more
common prior to 1986. Nonethel ess, the average period of stand-by arrangements has been increasing slowly over
the decades, from 12 monthsin the 1950s and 1960s to 14-15 months in the 1980s and 1990s (and 18 monthsin
the second half of the 1990sif SRF-type cases are included).

3" The cases of emergency assistance for post-conflict cases, which was established in 1995, were all in the second
half of the 1990s.

B etween 1990 and 1998 (at the end of the financial year in April), the number of arrangementsin place ranged
between 19 and 29 (IMF Annual Report, 1999, Appendix I1).



Table 3: Use of facilities between 1989 and 1999 1/

SBA EFF CCFF DDSR STF Emergency Assistance SBA EFF CCFF DDSR STF Emergency Assistance
Natural disasters Post-conflict Natural di s _Post-conflict
Number 2/ SDR billion approved
Total 148 34 39 11 17 8 7 92.2 44.4 85 3.1 0.3 0.7 0.1
Non-PRGF eligible 104 27 30 10 11 3 - 86.1 425 6.5 3.1 0.1 0.4 -
of which:
Developing 57 17 18 8 - 3 - 67.8 25.6 2.8 2.8 - 0.4 -
Least Developed - - - - - - - - -- -- -- - - -
Transition 47 10 12 2 11 - - 18.3 16.9 3.7 0.3 0.1 - -
PRGF eligible 44 7 9 1 6 5 7 6.1 1.9 2.0 0.1 0.1 0.3 0.1
of which:
Developing 23 5 4 1 1 3 - 55 1.7 1.9 0.1 0.0 0.2 -
Least Developed 12 1 3 -- -- 2 4 0.3 0.1 0.1 - - 0.1 0.04
Transition 9 1 2 - 5 - 3 0.3 0.1 0.1 - 0.1 - 0.05
1/ GRA only

2/ In the case of SBAs and EFFs this refers to the total number of arrangements; for the CCFF, Emergency Assistancelisastetsrahd post-conflict cases it refers to the number of purchases (tranched purchases
have been counted as a single purchase); for the DDSR this refers to the total number of occasions that the Fund hasrsupgroitédank debt restructuring operations in the context of an arrangement.
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extended arrangements (two of which had been precautionary from inception, and two of
which became precautionary after approval).® Of the 182 arrangements approved during the
course of the 1990s, about one in six was precautionary (at inception).

31 Developmentsin the volume of Fund financing have been episodic (Figures 1
and 2). Sharp increases following the oil shock of the 1970s and the debt crisis of the 1980s
were later mostly reversed.

32. A surgeinlendingin the 1990s was associated with transition and, later and to a
greater extent, with crises of capital market confidence. Of total commitments under
arrangements in the whole of the 1990s, over 40 percent was to members affected by capital
account-driven crises, or “ SRF-type” cases—Mexico (1995), Thailand (1997), Indonesia
(1997), Korea (1997), Russia (1998), and Brazil (1998).*° Another fifth of the commitments
were to transition economies, leaving less than 40 percent for what might be called the Fund’s
“ordinary” financing (non-transition, non-SRF). In part reflecting the fact that arelatively
large proportion of these arrangements was precautionary, this group was ultimately
responsible for drawing about 30 percent of the total amount drawn under all arrangementsin
the 1990s.

33. At thesametime, the access levels approved for stand-by and extended
arrangements have, in general, remained well within access limits (Figure 3), and the
great majority of membersremain well within the cumulative limit (Figure 4). For most

#There have been & ght extended arrangements that were precautionary on approval since the EFF was created in
1974, half of them since 1996.

“°See Chapter | for the purposes and features of the SRF, which is now the Fund’ s instrument for lending to
members suffering this type of crisis. The term “ SRF-type cases’ is used because some of these cases predated the
establishment of the SRF. Among the latter cases, only cases where the access limits were exceeded are called
“SRF-type;” for instance, the augmentations of the arrangements for Argentina (1995) and the Philippines (1997)
are not included. At the time of the crisisin Russia (July 1998), the Fund did not approve a new arrangement but
augmented an existing one, and accordingly only the augmentation of the arrangement, as well as the CCFF
purchase granted to Russia at thistime, isincluded in the totals for SRF-type cases. (The CCFF component is
included on the assumption that access under the SRF would likely have been higher if Russia had not qualified for
the CCFF.) In the case of Indonesia, the 1997 stand-by arrangement was approved (in November 1997) at

490 percent and augmented (in July 1998) to 557 percent of (old) quota, and the latter amount has been included in
the totals committed for SRF-type cases. The stand-by arrangement was subsequently replaced by an extended
arrangement; as of end-1999, Indonesia had purchased the equivalent of 498 percent of quota under the combined
arrangements, which (being less than 557 percent of quota) has been included in the total purchases for SRF-type
cases. The Russian CCFF purchase and the Indonesian purchases that were subsequently transferred to the extended
arrangement (including those under the July 1998 augmentation to the stand-by) together amount to SDR 6 hillion,
out of atotal of SDR 39 hillion drawn in SRF-type cases.
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Figure 1. Evolution of Fund credit and loans outstanding, 1970-99

(calendar year basis)

E Outstanding loans (SAF/ESAF/TF)

[ outstanding SRF type arrangements

4|# Outstanding GRA

[ Outstanding GRA to transition economies 1/

Figure 2. General resources purchases and repurchases, financial years ending
April 30, 1970-99 (in billions of SDRs)

1970 1972 1974 1976 1978 1980 1982 1984 1986 1988 1990 1992 1994 1996 1998

{ M Ml | 1 1 1 1 1 1 1

Source: Treasurer's department




Figure 3. Access levels for arrangements in the GRA, 1989-99 1/

Percent of arrangements within given ranges of annual access levels
(in percent of quota)
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Source: Staff estimates

1/ Quotas in place at the time of approval of each arrangement.



Figure 4. Percentage of members with outstanding GRA resources within given ranges 1/
(in percent of quota, as of end-December 1999)
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1/ Excludes arrears cases.
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of the last decade, the annual access limit under the credit tranches and the EFF has been set
at 100 percent of quota, and the cumulative limit at 300 percent of quota** Y et more than half
of all arrangements approved over this period had annual access levels of less than 45 percent
of quota, and only 4 percent of al arrangements (comprising mainly the SRF-type cases) had
annual access levels exceeding 100 percent. Similar patterns are evident for cumulative access
approved under each arrangement. Of members that have GRA resources outstanding (and
excluding arrears cases), amost three-quarters had less than 100 percent of quota outstanding
as at end-1999.

34. Precautionary arrangementstypically have still lower accessthan other
arrangements, although recently there have been a few with access well above aver age.
Precautionary arrangements have typically featured access in the range of 30-60 percent of
guota (cumulative over the course of the arrangement), reflecting the absence of an apparent
need, and consistent with the fact that the access provided could be used to finance fully a
shock to which the appropriate response might include adjustment.*? (The measurement is
cumulative because the cumulative amount of access would be available for this purpose by
the end of the arrangement.) In recent years, however, the Fund has granted afew
precautionary arrangements with much higher cumulative access (Argentina, 1998,

150 percent of quota, and the Philippines, 1998, 161 percent of quota).*®

35.  With moderate access levels, the Fund'’ s sharein the financing needs of
borrowing members has remained relatively low. Thisistrue even if financing needs
(“gross financing needs,” or GFN) are calculated abstracting from the need to roll over short-
term debt, and would be even more so if short-term debt were taken into account.™ Excluding

“The annual limit was 100 percent of quota except for 1992-94, when it was 68 percent of quota (and there was a
dua limit of 90-110 percent of quota up to 1992, with the applicable limit depending on the seriousness of the
member’ s balance of payments need and the strength of its adjustment effort). The cumulative limit was 300 percent
of quota except up to 1992, when it was 400-440 percent of quota.

*|n contrast to non-precautionary arrangements, where the origins of the need are known and the balance between
financing and adjustment agreed as part of the program, in a precautionary arrangement, the need, if it materializes,
may come from any source. If the precautionary arrangement is small, it will not be possible for the member to
finance fully more than asmall need; if the need that materializesis large, the Fund and the member would most
likely enter into negotiations on a possible augmentation of the arrangement, including on the desirable balance
between adjustment and financing.

*3The Board i's scheduled to consider a precautionary arrangement of 255 percent of quotafor Argentinaon
March 10, 2000.

*GFN is defined as the sum of the current account deficit (excluding officia transfers) and amortization on
medium- and long-term debt (including Fund repurchases and repayments), as well as reserve accumulation and
clearance of arrears. “Augmented” gross financing need would take account also of the need to roll over short-term
debt, but reasonably reliable data to calculate this have not been available until quite recently.
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SRF-type cases, the share of Fund financing in members GFN has averaged between

9 percent and 15 percent every year for arrangements approved in the 1990s.* If transition
cases are also excluded, the share falls to an average of 9 percent for the decade as awhole. In
individual cases, the share of Fund financing to GFN rarely exceeds 20 percent. Cases where
the share has gone higher comprise amost exclusively the transition cases, where it has on
occasion reached 3040 percent, and SRF-type cases, where it has sometimes reached

30-50 percent (but where it would fall substantially if short-term debt were taken into
account).*®

36. Therearenot many membersthat purchase Fund resources (in the GRA) year
after year (see Annex IV). In a dlight departure from the definitions that the Fund has used in
the past (which focused on the number of arrangements members had), a*“prolonged user” is
here defined as a member that effectively made purchases for more than 5 out of the last

15 years, with outstanding use of Fund resources currently in excess of 100 percent of quota
(indicating that the member has continued to use Fund resources relatively intensively in
recent years). The present definition thus excludes periods of time when arrangements were
precautionary, and periods when the programs supported by the arrangements were off track
and no purchases were made.*” Although there are 28 countries that had arrangementsin the
GRA for more than 5 of the last 15 years, only 7 of these countries made purchases for more
than 5 years.*® Of these, only 4 countries had outstanding Fund credit in excess of 100 percent
of quota at end-1999; and three of these members had moved to precautionary arrangements
prior to the onset of the financial crises of the late 1990s.*

* These numbers are calculated ex ante, based on program projections, and are simple, unweighted averages of
country-by-country ratios.

“®For SRF-type cases, which were al heavily frontloaded, the figures quoted relate only to the first 12 months. For
other arrangements, the figures relate to the entire period of the arrangement.

The length of effective useis not affected (that is, it remains equal to the length of the arrangement) if purchases
within the arrangement are delayed relative to their originally scheduled dates but are eventually made.

*®This exercise is somewhat biased againgt finding that transition economies are “prolonged users.” These countries
have been engaging in structural reform that could be supported by the Fund for at most a decade (and many of
them have been members of the Fund only since the early 1990s), and thus, compared with other members, it isless
likely that they will have had an effective duration of use of Fund resources of five yearsin the period under review.
At the same time, the Fund expected to support transition on a sustained basis for some time, so the presence of
“prolonged users’ among the transition economies would not be surprising or, necessarily, a cause for concern.

*The diminished problem of prolonged use of Fund resourcesin the 1990s, compared with the 1980s, also reflects
the establishment of the SAF/ESAF, which many of the Fund’ s poorer members began to use in the second half of
1980sin place of GRA resources. The datain this paper do not include use of SAF/ESAF.
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37.  Thereare, however, many membersthat have had a succession of (non-
precautionary) arrangements from the Fund, even though they did not consistently
purchase, because their programs went off track. To some extent, this was also the
phenomenon that underlay the prevalence of “prolonged use” observed in earlier studies,
which did not distinguish between arrangements and periods of purchases under
arrangements. While there are only 7 countries that purchased Fund resources for more than
5 of the last 15 years, there are an additional 12 that had arrangements for more than 5 out of
15 years, but whose programs went off track, so that they effectively made purchases for less
than 5 years. (Out of the earlier identified 28 members that had arrangements for more than
5 out of 15 years, there are an additional 9 members that fall below 5 years of effective
purchases because their arrangements were in part, or entirely, precautionary.)

[11. A POSSIBLE SIMPLIFICATION OF THE STRUCTURE OF FACILITIES

38.  Asit embarkson areview of itsfacilities, one of the issues the Fund needsto
confront iswhether the present structure of facilitiesis unduly complex. Excessive
complexity makes the Fund’ s operations more difficult for both members and the public to
understand. In any case, as would be expected and as is evident from Chapter 11, members
make much less use of the more specialized facilities than of the core facilities. The present
chapter will discussin turn policies on outright purchases and the non-core facilities involving
upper credit tranche conditionality, with aview to facilitating Board consideration of whether
some of these might be eliminated.

A. Outright Purchases

39. TheFund hasin place four facilitiesthat can provide support in the form of
outright purchases: the first credit tranche policy, emergency assistance for natural disasters,
emergency assistance for post-conflict situations, and the Compensatory Financing Facility
(CFF). Regarding the latter, this section will consider only the stand-alone element, that is,
outright purchases under the CFF where no arrangement is in place (CFF purchases where
arrangements are in place will be considered in the next section).

40. Thesefacilities sharethefeaturethat resources aretypically provided in asingle
purchase, with no commitment of resourcesor phasing of purchases conditional on
future policy performance; *° but the lower conditionality implicit in the absence of
phasing does not mean lesser safeguardsfor the Fund. Aswith all use of Fund resources,
requests for purchases can be granted only if the member is moving toward a resolution of its
balance of payments problems, consistent with the purposes of Fund financing, and if the Fund

O Tranchi ng of total resources is sometimes used, whereby (at least) two outright purchases are provided. Tranching
differs from phasing, which covers purchases under one arrangement, insofar as the outright purchases are not
conditional on prespecified policy performance.
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is assured that the member will be able to repay. In the case of outright purchases, the balance
of payments problems at issue are in most cases considered more tractable than those for
which upper credit tranche conditionality is applied, and the assurance of repayment is based
on an assessment that the member will find solutions, in cooperation with the Fund, for its
balance of payments problems. In addition, arelatively low level of conditionality—compared
with transactions under the upper credit tranches—is warranted by the fact that the maximum
amount of Fund financing available isrelatively small (25 percent of quota under the first
credit tranche and, normally, under emergency assistance, and a maximum of 55 percent of
guota under the stand-alone CFF).

41.  For each kind of outright purchase, the case for lower conditionality restson
different consider ations, and the requirements vary accor dingly:

Thefirst credit tranche is available only to members that have no or little outstanding
use of Fund resources, and provided that the member itself is making reasonable efforts to
solve its problem. The latter is normally demonstrated in aletter of intent, and the Fund
also typicaly expects the member to take prior actions. The first credit tranche differs
from other outright purchases in that it is available for any balance of payments need, and
not for a specific type of need. Its availability shows good faith on the part of the Fund,
and builds a constructive basis for subsequent negotiations of an arrangement with upper
credit tranche conditionality, if that becomes necessary.

Emer gency assistance for natural disasters aso requires the member to describe its
policies”* Relatively low conditionality in this case is warranted by several considerations.
First, the shock the country has undergone is exogenous, and does not have its originsin
inappropriate policies. Humanitarian considerations also weigh in the balance, asthereis
typically adesire to assist the affected country at a reasonably early stage, even if it cannot
elaborate a complete program quickly. While such considerations might lead the Fund to
accept adightly higher degree of risk to its resources than it would otherwise, it is notable
that there have been no cases of arrears on emergency assistance.

Emer gency assistance for post-conflict cases is made available only if the member
intends to request an arrangement from the Fund under the upper credit tranches or the
EFF within arelatively short time frame, and again requires the member to describe its
economic policies. Tranching of total resources (see footnote 50) can be, and has been,
used to help ensure the effective use of Fund resources, and provide an incentive to
develop a comprehensive program, thereby increasing the safeguards on the use of these
resources. In this case, the assessment that the member will be able to repay is predicated

> about two-thirds of the cases of emergency assistance for natural disasters since 1982, outright purchases were
followed within ayear or so by an arrangement from the Fund, underscoring the member’ s commitment to
adjustment in most cases.
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on the seriousness of the authorities' intention to develop a comprehensive plan, which
they are unable to do immediately only because—according to one of the criteriafor
access—ingtitutional and administrative capacity has been disrupted as a result of the
conflict. As with emergency assistance for natural disasters, humanitarian considerations
weigh in the balance too.

An outright purchase under the CFF rests on the premise that low conditionality is
appropriate in cases of temporary current account shocks (and the CFF is alone among the
policies on outright purchases in not typically requiring a statement of the member’s
policies).* However, recognition that, even where a shock is temporary, some adjustment
will still be required in most cases led the Board in January 2000 to voice strong sentiment
for confining the stand-alone CFF (namely, the CFF outside the context of an
arrangement) to cases where the balance of payments position is deemed satisfactory apart
from atemporary export shortfall or cereal import excess. Such cases are rare: no country
that has requested access to the CFF since 1988, when the present system of access limits
was introduced, has been found to belong in this category. In any case, even for countries
that have no other balance of payments problems, it may be difficult in practice to
distinguish between temporary and permanent shocks, and temporary shocks may be less
common than was supposed in the past.>®

42. In all these cases, it isalso relevant to consider the degreeto which the
alternative to Fund financing would be financing from private capital markets. The
Fund's attitude toward requests from members with access to capital markets will be
considered in Chapter 1V below, but it is clear that, in creating specia policies and facilities,
the Fund has been motivated primarily by the objective of preventing “excessive’ adjustment,
rather than lowering members borrowing costs. In some of the cases that qualify for outright
purchases—post-conflict cases in particular—the member is unlikely to have much access to
capital markets. When the member does have access, it may have little interest in the relatively
small amounts of resources typically available under the policies on outright purchases.

%2506 “Review of the Compensatory and Contingency Financing Facility and Buffer Stock Financing Facility—
Preliminary Considerations,” EBS/99/222, December 9, 1999, for afull discussion of the CFF. As noted above, the
access limits for outright purchases under the CFF vary depending on whether the member’ s policies are judged to
satisfy the standards of upper credit tranche conditionality, but—absent an arrangement in the upper credit
tranches—this judgment in itself isa very difficult one.

5ee Cashin, Liang, and McDermott (1999) “How Persistent are Shocks to World Commodity Prices’, IMF
Working Paper WP/99/80.
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Nonetheless, the CFF, with its somewhat higher access limits, may be subject to the concern
that members are using it to some extent to substitute for private financing.>

43. In this light, Directors may wish to express their views on the following suggestions:

retaining the policies on the first credit tranche and emergency assistance for natural
disasters and post-conflict cases;

eliminating stand-alone purchases under the CFF for countries with other balance of
payments problems, as was discussed in January 2000;

retaining the possibility of a stand-alone CFF purchase for countries with no other
balance of payments problems only if the CFF itself isto be retained as a facility (see
Section B below).

B. Non-Core Facilitieswith Upper Credit Tranche Conditionality

44.  TheFund hasin place threefacilities that provide financing in conjunction with
arrangements, and which are designed to deal with specific contingencies and events:
Currency Stabilization Funds (CSF), the (non-stand-alone) CFF,> and mechanisms to support
commercial bank Debt and Debt Service Reduction (DDSR) operations. The common
philosophy underlying these mechanisms is that members' specific balance of payments
problems and needs are sometimes best dealt with by using specific, tailored policies with their
own rules, rather than relying only on the Fund’ s upper credit tranche policies.

45.  Thereareanumber of reasons why the Fund may continue to prefer establishing
such mechanismsto deal with problems asthey come up. These relate primarily to
creating a transparent expectation of additional access (be it beyond the access limits or above
average access) under certain conditions, sequestering funds unless specific circumstances
materialize, imposing additional conditionality or eligibility requirements, possibly applying
maturities different from those of the underlying arrangement, and finally reasons related to
public relations. It could be that the approach of creating (possibly temporary) specia
mechanisms will continue to serve the Fund and its members well as new problems and issues
emerge.

**The recent staff paper (EBS/99/222) noted that it is, by and large, middle income members that have been using
the CFF in recent years. According to the classification in the present paper (see footnote 33), over 80 percent of the
purchases made under the CCFF during 1989-99 were made by countries with access to capital markets.

*>Henceforth references to the CFF, unless otherwise indicated, are to be read as references to the non-stand-alone
CFF, that is, the CFF in the context of an arrangement.



46. At thesametime, it isimportant to recognize that there may be costs associated
with alarger number of facilities, especialy in terms of complication and hence alack of
transparency vis-avis both members and the public. At a minimum, therefore, when it
considers creating new facilities in future, the Fund should be satisfied that the problem to be
addressed cannot equally well or better be addressed through the existing facilities.

47. At present, there may be a case for elimination of all the existing non-core
facilities. This case rests on a combination of design features and changes in the world
economy that have, or perhaps should have, made the instruments fall into disuse:

The CSF (established in 1995) has not been of much interest to members, and has
become lessrelevant in today’ s economic environment. Its maturity is much shorter
than that of the credit tranches; its release provisions are demanding and complex, and
allow the Fund wide discretion; and it is within the access limits under the credit tranches.
In addition, the CSF rests on the premise that members may have an unusually high need
for reservesin the early stages of an exchange rate-based stabilization, for confidence
purposes. As the dangers of adjustable pegs have become more evident and enthusiasm
has grown for more flexible regimes (or more rigid regimes like currency boards), the
notion that discretionary intervention may be an appropriate response to pressure in an
exchange rate-based stabilization effort has become more questionable. The CSF has not
been used in the five years since its creation.

The Fund’s policy on support for DDSR oper ations (established in 1989) proved
useful, but has probably become obsolete. It was notable in particular for its
“seguestration” provisions (ensuring that only satisfactory agreements with commercial
banks were given support), and evidenced the Fund’ s support for commercia bank debt
reduction in resolving the debt crisis of the 1980s. However, there has been only one
arrangement involving Fund support for DDSR since 1995 (Cote d’ Ivoire, in 1998, using
ESAF resources). The Board noted in 1997 that “...this phase of the evolving approach to
dealing with the debt crisis that erupted 15 years ago is drawing to a close. The remaining
cases of commercial bank debt to be dealt with are asmall residua.” Thisis even more the
case today, and the policy seems no longer relevant or needed.

The CFF presents a less clear-cut picture. Most of what it does can be achieved
through the credit tranche policies, though not (i) the additionality of its access outside the
access limits applicable to arrangements, (ii) the way its maturity remains consistent with
the relatively short-term nature of the balance of payments need, regardless of the type of
arrangement in conjunction with which CFF resources are provided, *° nor (iii) its

Asnoted in EBS/99/222, relatively short maturity resources are likely to be appropriate for atemporary current
account shock, even in a country with more protracted balance of payments problems. Replacing the CFF with an
expectation that arrangements will be augmented in the event of export shortfalls or cereal import excesses of the

(continued...)
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repurchase provisions in the event of overcompensation. Indeed, arrangements are often
augmented to address exogenous shocks. At the same time, retaining the CFF for usein
conjunction with arrangements implies clear additionality in the case of ongoing
arrangements, since set additional amounts would be made available in the event of
specified current account shocks, when the appropriate response to such shocks could
actualy consist of adifferent mix of financing from the Fund, financing from elsewhere,
and adjustment. The introduction of phasing of CFF purchases, which the Board favored
in its discussion in January 2000, would go some way toward alowing the Fund to
influence this mix.

48. Directors may wish to express their views on the following suggestions:
eliminating the CSF;
eliminating the policy on Fund support for commercial bank DDSR operations,

either (i) eliminating the CFF inits entirety, or (ii) adopting a streamlined CFF along
the lines described in EBS'99/222 (see Annex V) for a period of, say, two years, at which
time it could be reviewed again in the light of experience and of developmentsin other
facilities. If the latter route is chosen, there would seem to be no reason to treat the
cereal import element (which currently needs to be extended periodically) any differently
from the export shortfall element (see EBS99/222), and both elements might therefore be
made subject to the same review provisions.

V. SOME FUNDAMENTAL | SSUES

49.  Aspart of the debate on reform of the global financial architecture, it is
opportunefor the Fund to reexamineits cor e facilities—i.e., those involving
arrangements (including, for the purposes of this discussion, the upper credit tranche
policies, the EFF, the SRF, and the CCL). Several recent developments and critiques make
this reexamination timely. First, the second half of the 1990s has seen the advent of

“21% century crises’—large-scale crises of capital market confidence. The first section of this
chapter will discuss the role of the Fund in these crises. In so doing, it will examine the Fund's
newest facilities, the SRF and the CCL, in turn. Second, some have expressed concern that the
Fund, in the context of its“ordinary” financing, may be providing financing to too many
members and for too long. In this connection, the second section of this chapter will discuss,
in turn, financing for members with ongoing access to capital markets, financing for extended
balance of payments difficulties that are seen to be so ex ante, and (unexpectedly) prolonged
use of Fund resources. It will then outline some policies (in particular, with regard to the rate

type currently financed under the CFF would result in longer maturity resources being provided to members with
extended arrangements.
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of charge, repurchase periods, and conditionality) that could be expected to affect the extent
and duration of Fund lending.

50. By way of preamble, it isuseful to recall the functions of conditionality, which
areto balance safeguardsfor the Fund with assurances to the member of the
availability of resources. The phasing of purchases conditional on prespecified policy
conditions—characteristic of arrangements—ensures both that the Fund will be assured that
the member is making progress toward overcoming its balance of payments problem, and that
the member knows that it will be able to purchase if it meets certain conditions.

51. Asasafeguard to the Fund, conditionality in generad—and a fortiori the relatively
high conditionality associated with phasing—serves two critical purposes:

A first purposeisto safeguard the Fund’s resour ces. Through conditionality, the Fund
seeks assurances that the member will be able to repay.

A second purposeisto provide assurances that the Fund’s financing is being used to
help a member over come its balance of payments problem, consistent with the
purpose of Fund financing.>

52. In addition, the Fund’s ability to withhold resourcesif policy conditions are not
satisfied should bring other important benefits:

Conditionality helps membersimplement sound policies, and, if it producesthe
intended results, should secure not only benefits for the member but also positive
externalitiesfor the global economy. There is some evidence that Fund-supported
programs are generally successful in stabilizing the economy.® While it has become
increasingly accepted that “ownership” by the authoritiesis a critical factor determining
whether programs are implemented and succeed (so that one might question whether
conditionality brings any useful changes in a member’s policies),” the need to specify
conditionality for Fund financing ensures a close and continuous dial ogue between the

>"The latter purpose of conditionality is areason why collateral could not function as a substitute for conditionality
(although the Articles foresee that it could be used as a complement in certain cases), since collateral alone would
not provide the assurance that Fund financing was being used to lay the basis for amember’ s return to external
viability.

Bseethe survey by Ul Hague, Nadeem and Mohsin Khan (1998), “Do IMF-Supported Programs Work? A Survey
of the Cross-Country Empirical Evidence,” IMF Working Paper WP/98/169, December 1998.

59See, e.g., the Chairman’s Summing Up, “Distilling the Lessons from the ESAF Reviews,” EBM/98/73:
“Directors endorsed, above all, the notion that national ownership of the program greatly improved the prospects
for sustained implementation.”
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Fund and a member, and allows the Fund to bring its experience and influence to the
country’ s agenda and to foster domestic support for sound policies.

Conditionality should support the catalytic role of the Fund, at least by assuring other
creditors that the Fund has done its own “due diligence,” and, to the extent that it affects
policies, by strengthening the country’s ability to repay all its creditors. Conditionality
should thereby play an important role in helping members gain, regain, or strengthen
access to capital markets, and in making future Fund financing less likely.®

A. Crisesof Capital Market Confidence
1) Theresolution of crises

53. The most prominent development in the Fund’ sfinancial operationsin the last
decade has been the advent of large-scale financing for crises of capital market
confidence. As shown in Chapter 11, this has been quantitatively by far the most important
development of the 1990s, and it is certainly the one that has attracted the most publicity.
With increasing globalization and capital account liberalization, and notwithstanding the
efforts now underway to make the international financial architecture less crisis-prone, it is
also perhaps the development that holds the greatest implications for the future. This section
takes stock of the debate and developments in this area. Specifically, what is the role of the
Fund in capital account-driven crises, how do the policies the Fund has designed in this area—
in particular, the SRF—help it achieve its purposes, and what are the considerations that must
be borne in mind in examining their design?

54.  TheFund'sArticleswereframed with an eye particularly on the current
account, yet the global economic environment has evolved in ways that make volatility
in the capital account at least an equally important potential threat to prosperity for
many members. When the Articles were written, it was a common, and fair, assumption that
private capital flows would be fairly limited (or controlled), and that disturbancesto a
member’s capital account could be isolated (possibly through the use of controls) from having
significant effects on the member’ s current account, and thus on national and international
prosperity. Experience has shown that, in the modern financial system, such isolation and
neutralization of capital account shocksis not feasible. In the Mexican and Asian crises,
disturbances to the capital account induced large and sudden shifts in current accounts and
had dramatic effects on trade and economic activity.

55. Fund support of members undergoing capital account-driven crisesthusfits
squarely within the purposes of the Fund. Although the amounts of Fund support in cases

®Seg, e.g., Bird, Graham, and Dane Rowlands (1999), “The IMF's Role in Mobilizing International Capital: Is
There a Catalytic Effect?,” paper presented to Claremont-Georgetown Workshop on Improving the Credibility of
IMF Programs, Georgetown University, January 2000, for questions as to the practical significance of this effect.
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like the Mexican and Asian crises have been controversia, there is a widespread consensus
that the availability of Fund (and other) financing helped contain what would otherwise have
been still higher costs both for the countries involved and more widely—for their region and
for the world economy as awhole. Moreover, absent the availability of Fund support in such
situations, members might well be more hesitant about opening their capital accounts—and
there is a consensus that (careful and appropriately sequenced) capital account liberalization
brings benefits both to the country involved and to the world economy. The Fund' srolein
these crises thus exemplifies ways in which it can help members avoid “ measures destructive
of national and international prosperity”, as well as “give confidence to members’ that
appropriate support will be available for members that accept the risks of more open policies.
Although Article VI prevents the use of Fund resources to meet alarge or sustained outflow
of capital, the Fund’ s interventions in capital account-driven crises have been aimed precisaly
at staunching the outflow of capital, through sound policies.

56.  Provision of Fund financing in these cases does, however, raise important issues
of moral hazard. The knowledge that Fund financing is likely to be available in a crisis could
result in countries continuing to borrow, and international capital markets continuing to lend,
in the face of an unsustainable fiscal and externa position and other excessively risky policies.

57. Moral hazard isalogical consequence of the availability of Fund financing, and
indeed of any form of insurance. The point at issue is whether the potential costs imposed
by mora hazard are in practice such that they risk outweighing the benefits of the availability
of Fund financing.

58. It isdifficult to get a handle on the practical significance of moral hazard. The
observed fact that some investors avoid losses when the Fund intervenes in a capital account-
driven crisis does not necessarily mean that these investors are being “bailed out” by Fund
financing. Investors may instead be reaping the benefits of conditionality, which can help
establish sustainable policies and catalyze private funds. In any case, Fund lending is not large
enough to provide avery large element of transfer to the country,® or to suggest a guarantee
of debt service, even in SRF-type cases.®? Clearly, despite large-scale Fund support, many
investors—in equity and long-term debt in particular—did take severe losses in the recent

%1 Thiswould be true even assumi ng significantly worse performance in repayment to the Fund than has been the
case in the past—see Jeanne, Olivier and Jeromin Zettelmeyer, “International Bailouts, Domestic Supervision, and
Moral Hazard,” forthcoming IMF Working Paper.

®2Gee Lane, Timothy and Steven Phillips, “Mora Hazard in IMF Financing,” forthcoming IMF Policy Discussion
Paper.
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crises. Overall, empirical work finds little evidence of the practical importance of moral
hazard.®®

59. Nonetheless, any Fund financing will always bring with it at least therisk of
moral hazard, and the Fund has been working to minimize this effect through its efforts
to involve the private sector in the resolution of crises. Among many unresolved issues are the
guestions of how much Fund financing is appropriate in cases where members suffer crises of
confidence—and how much private sector involvement should be sought. These are issues
that will clearly need to be considered further as work on private sector involvement, and
other key aspects of the debate on the international architecture, proceeds.

60.  After dealing with thefirst “21% century crises’ through stand-by arrangements
in the upper credit tranches, in 1997 the Fund established the Supplemental Reserve
Facility for the specific purpose of providing financing in these circumstances. The
establishment of a separate facility was motivated by the notion that these crises might require
very large-scale financing, beyond normal access limits, and that terms different from those of
the credit tranches would be appropriate in such cases, given the likely short-lived nature of
these crises, the scale of Fund support provided, and the moral hazard risks that could arise.
To some extent, the SRF resembles the lending facilities of a domestic lender of last resort
(LOLR), alaBagehot,** although there are important differences relating to the fact that the
borrower is a sovereign.”® Key features of the SRF include:

The absence of accesslimits. Because mora hazard is a particularly difficult problem in
the case of sovereign lending, the lack of specific limits does not necessarily mean that the
Fund will lend “freely” (in the manner of a domestic LOLR), but rather that the Fund
retains the flexibility to determine access on a case-by-case basis.

Short maturity (1 - 1 ¥years, with some flexibility to extend this range).®® Members
using SRF resources are expected to regain access to capital markets quickly, and thus to

®3See Nunnenkamp, Peter (1999) “The Moral Hazard of IMF Lending: Making a Fuss About a Minor Problem?”,
Kiel Discussion Paper 332, Kiel Institute of World Economics; and Lane and Phillips, op. cit.

64Bagehot, Walter, “Lombard Street: A Description of the Money Market,” 1873.

®ln particular, the domestic LOLR’s device for sorting the insolvent from the merely illiquid—the reliance on
collateral—is not available to the Fund, because it does not provide the assurances required that the Fund’s
resources are being used to support adjustment (see footnote 57). In addition, collateral may be less effective asa
sorting device for sovereign borrowersthan it is for banks, since a sovereign’ s balance sheet tellsarelatively small
part of the story about its solvency, with prospects (e.g., for output growth) and political considerations (i.e.,
willingness rather than ability to pay) playing large roles.

®®Note that these maturiti es, and also the surcharge on the rate of charge, apply to the SRF resources alone, and that
SRF resources are provided under stand-by or extended arrangements together with credit tranche or EFF

(continued...)
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be in a position to repay the Fund quickly. The exact maturity of the SRF was the subject
of extensive discussion at the Board in 1997, and the shortening of maturity appears so far
to have been appropriate. In two of the three SRF cases thus far (Korea and Brazil),
repurchase expectations were met on or ahead of schedule.®” It istrue that in SRF cases,
where the ability to repay dependsin part on volatile capital markets, there is considerable
uncertainty asto when the member might be able to repay. If aturnaround does not
materialize quickly enough for the member to meet the repurchase expectations, the Fund
has the flexibility to extend these by up to one year. Conversely, if aturnaround
materialized much more quickly than isimplicit in the current repurchase schedule, the
relatively high rate of charge on SRF resources (see below) should constitute an incentive
for the member to repurchase early. The early repurchase policy might also come into play
in these circumstances (see below).

A substantial surcharge on the rate of charge. Thistoo was the result of extensive
discussion at the Board. Like the penalty rate charged by a domestic LOLR, the SRF
surcharge is intended to limit borrower mora hazard (since members might take excessive
risksif they knew that they could borrow cheaply if a crisis struck). Like the short
maturity, the surcharge also reflects the fact that members using SRF resources are
expected to regain access to capital markets quickly, and are expected to repay the Fund
when they do so. It is thus important that the rate of charge on SRF resources not create
opportunities for arbitrage—the more so given the possible magnitude of Fund support in
these cases. Since SRF resources are provided at atime when access to capital marketsis
essentially cut off, the rate of charge on SRF resourcesiis still much lower than the
(presumably extremely high) rate the markets would charge, if credit from the markets
were available at al in such asituation.

61. Thereisatension between, on the one hand, the fact that crisesthat threaten
significant contagion are mor e costly for the world economy than others, and, on the
other, the need for the Fund to treat its members uniformly. Even if it were possible to
distinguish clearly between cases that risk triggering systemic crises and cases that do not, it
would not be legally possible, as some have suggested, to limit the availability of certain Fund
facilities to the former cases, because it would not be consistent with the requirement of
uniformity of treatment.®® Inevitably, however, in helping a particular member overcome its

resources, so that the resulting terms are really hybrid. The main rationale for this construct is that members must be

allowed the use of the credit tranches for any balance of payments need.

*"n the case of Russ a, the expectations were also met on schedule, although the program under which the SRF
purchase had been made had gone off track.

68See, e.g., the suggestionsin “ Safeguarding Prosperity in a Global Financial System—the Future International
Financial Architecture,” Report of an Independent Task Force Sponsored by the Council on Foreign Relations
(1999), Council on Foreign Relations, New Y ork.
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balance of payments problem, the Fund seeks to ensure that the member’s crisis will not spill
over into other countries.®®

62. Directors may wish to comment on the importance they place on the problem of
moral hazard, whether the SRF appears to be fulfilling an important role, and whether there
are any elements of the SRF they believe need review.

(i)  Theprevention of crises

63. In the debate on the international financial ar chitecture, the prevention of crises
of capital market confidence hasrightly attracted as much attention asthe means for
their resolution. In this context, the question has naturally arisen whether the Fund’s
facilities could be better used to foster prevention. The availability of Fund financing for
capital account-driven crises may in itself help prevent crises: the knowledge that Fund
support islikely to be available—on certain conditions—may go some way toward offsetting
the tendency of creditors to “rush for the exit” in a particular case (as long as no formulaic
rules were imposed for the involvement of the private sector). But the Fund should be able to
do more than thisin individual cases, in particular to encourage the adoption of sound
policies.

64.  Some have gone so far asto suggest that the Fund should provide financing only
to memberswho have followed sound policiesin the past (including by adhering to the
new internationally-accepted standards).”® Such arestriction on the Fund’s financial
operations would not be consistent with the Articles, which give members the right to expect
that the Fund will assist them if they commit themselves to policies that promise correction of
their difficulties. In addition, the possibility of dynamic inconsistency has to be recognized: it
might be useful to threaten not to provide financing, if that threat causes members to
strengthen their policies, but carrying out the threat after a crisis has broken out could imply
significant damage not only to the member but a so to the world economy as a whole.

65.  Nonetheless, some form of special Fund commitment to member s following
sound policieswould bring benefits. A link between ex ante sound policies and the
availability of Fund support in a possible crisis can help reduce the risk of liquidity crises by
signaling the Fund’ s confidence in the member and providing it with a precautionary line of
defense, and can encourage members to adopt sound policies (including, in time, relevant
internationally-accepted standards). Moreover, such a commitment by the Fund should not

|1 the SRF decision, the Fund has recognized that “this facility islikely to be utilized in cases where the
magnitude of the outflows may create arisk of contagion that could pose a potential threat to the international
monetary system.”

70See, e.g., Calomiris, Charles (1998), “Blueprints for aNew Global Financial Architecture,” American Enterprise
Indtitute.
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lead to an unduly high risk of moral hazard, since the loss of “constructive ambiguity” about
the availability of Fund financing may be offset by the addition of ex ante policy requirements
(which can aso include appropriate arrangements to involve the private sector in the event of
acriss).

66. TheFund hastwo instrumentsthat are capable, at least in principle, of fulfilling
this function—the Contingent Credit Lines, but also precautionary arrangementsin the
upper credit tranches. The CCL, created in May 1999, has not yet been used by any
member. Precautionary arrangements, by contrast, have been in use for decades. Although in
the past they have typically been small, as noted in Chapter 11, the Fund has recently allowed
some precautionary arrangements to be larger, with the effect of better protecting members
against shocks of the magnitude that might ensue from aloss of accessto capital markets.

67. It seems appropriateto reflect on the smilarities and differences between the
CCL and precautionary arrangements. Since the CCL has not proved attractive to
members thus far, and since precautionary arrangements embody some of the features that
were thought to be desirable in the CCL, the design of the CCL might benefit from a
comparison with precautionary arrangements—and the same might also be true vice versa.

68. The CCL and precautionary arrangementsdiffer in three main ways, with
corresponding merits and drawbacks:

Compared with the CCL, precautionary arrangements provide a greater degr ee of
assurance to the member that resources will be available if needed. Stand-by
arrangements were devel oped in the 1950s precisely as precautionary lines of defense.
Thelr structure—whereby rights to draw accrue, and are maintained, as conditionality is
satisfied—is relatively well-suited to provide the member with the assurance that it will be
able to purchase if the need arises.” By contrast, under the CCL, the Fund may require
additional policy actions (in the activation review) before it releases any funds beyond a
first, small purchase. The Fund thus protects itself against purchases by a member that is
not adjusting its policies as required by the crisis, but this construction also reduces the
assurance given to the member that it will be able to draw. It may also affect the
interpretation of the CCL by the markets. Although a commitment of resources under the
CCL harbors a presumption that the resources will indeed be rel eased, markets may fear

"Conditional ity in precautionary arrangementsis not thereby without problems. On the one hand, there isthe risk
that, after the member has met all performance criteriafor a particular test date, its program goes off track—but the
member does not loseits rights to purchase until the next test date passes. On the other hand, there istherisk that a
relatively trivial breach of a performance criterion (or a breach that follows from precisely the kind of shock that the
arrangement was designed to protect against) will interrupt the member’ s right to purchase. Both these risks are
present in a non-precautionary arrangement, but their effect is magnified in a precautionary arrangement by the
prior accumulation of rights to purchase that the member did not exercise: it isall accumulated rights to purchase
that the member risks retaining or losing inappropriately.
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that the Fund could be led to signal a higher degree of confidence in the member’s policies
than it actually has—in the knowledge that it has some leeway to withhold release of its
resources at the critical time.”

Unlike the CCL, precautionary arrangementsin the upper credit tranches do not
allow for a sharp differentiation between memberswith “first class’ policies and
member swhose policies require adjustment, and it might be difficult to make them
do so. The CCL is subject to strict eligibility criteria, and (subject to the caveats above,
and to the fact that its signaling effect has not yet been tested) access to it should therefore
provide a clear signa of the strength of members' policies. Conditionality in the CCL is
thus to some degree assessed only after the fact: the member is granted a commitment of
resources based on its prior policy performance. By contrast, in a precautionary
arrangement, asin other arrangements and consistent with the desire to give the member
the assurance that resources will be available on specified conditions, those conditions are
specified in advance. It is possible to concelve of a precautionary arrangement that would
be strongly frontloaded in recognition of the soundness of the member’s past and current
policies, but such an arrangement may still to some extent be seen by members to suffer
from a“stigma’ associated with stand-by arrangements (this despite the fact that the signal
conveyed by a precautionary arrangement should in any case be one of strength, not
weakness).

Again unlikein the CCL, it isnot possible under a precautionary arrangement to
restrict purchasesto situations of balance of paymentscrisis. CCL resources are
released only upon completion of the activation review, which involves verification that a
crisis of contagion has struck.” By contrast, precautionary arrangements allow the
member to purchase for any balance of payments need, provided the program is fully on
track. Thus, while the Fund might wish to grant the arrangement in order to protect the
member from acrisis, it could not, as long as the member represents that it has a balance
of payments need, prevent the member from drawing in the absence of a criss—for
instance, because of the low cost of Fund resources. This drawback of precautionary
arrangements would diminish in importance if ways were found of reducing the incentives
for members to draw under arrangements (see in particular the discussion of the rate of
charge below).

Members with which potential arrangements with CCL resources have been discussed have not typically pointed
to thislack of assurance as a prime factor in their consideration of an arrangement with CCL resources, but they
have consistently expressed concern that an arrangement with CCL resources might be misinterpreted by the
markets (i.e., asasign of possible trouble rather than a sign of strength).

"Because CCL resources are provided in the context of a stand-by arrangement, the member could access the
credit tranche component for any balance of payments need.



69. It ispossible to imagine various future constellations of facilities with different
emphases placed, respectively, on the CCL and precautionary arrangements. The
function of the CCL could be fulfilled either by the CCL itself or by large precautionary
arrangements. In addition, precautionary arrangements could to some extent fulfill afunction
similar to the CCL on asmaller scale, for members still requiring some adjustmentsin their
policies. The existence of the CCL will, however, in itself have an effect on how precautionary
arrangements are perceived, as these arrangements will inevitably be seen as signaling policies
of aquality insufficient for the CCL.

70. In the immediate future, afirst order of businessin this area might beto amend
the CCL, to seeif it can in practice be made to serve theaimsfor which it was originally
conceived. The lack of appeal of the CCL thus far may reflect in part the current, relatively
calm condition of world financial markets—although it was the intention that members would
seek arrangements with CCL resources at just such times—and more generally the perception
by members that might be considered eligible that they run very little risk of crisis. The lack of
interest in the CCL also reflects in part the untested nature of the facility—in particular, the
absence of avisible standard (members do not know what sort of “club” they would be
joining), and the concern that markets may misinterpret an arrangement with CCL resources
as asign of weakness rather than strength. The Fund’ s demonstrated ability to respond
quickly to members' requests when problems strike may also have dampened enthusiasm for a
prearranged mechanism such as the CCL. Severa members have aso, however, expressed
more particular reservations about the CCL, which point to a number of areas that the Fund
might want to reexamine:

Therate of charge. Members may see little reason to resort to the CCL, rather than the
SRF, because the rate of charge on the two facilities is the same. The rates of charge were
set to be the same because CCL resources, like SRF resources, were to be drawn during a
financial market crisis, when countries face substantially higher costs of borrowing.
However, because of its demanding ex ante policy requirements, the CCL could carry a
lower charge than the SRF without creating excessive borrower moral hazard. Moreover,
the important positive externalities from sound policies would aso argue that the rate of
charge on the CCL should be set significantly lower than that on the SRF. Since the
activation review under the CCL ensures that significant amounts of resources are rel eased
only if acrisis of contagion strikes, the CCL is not greatly subject to the concern that
members might purchase only because of the low cost of Fund resources, although the
rate of charge (and, particularly, any progression therein with time) could potentially
remain an important parameter creating incentives for quick repayment.”

™t is possible to argue that the maturity of CCL resources should be shorter than that of SRF resources, because
CCL countries by definition have followed sounder policies than countries approaching the Fund for SRF resources,
so that their problems could be expected to be even more short-lived. However, shorter maturities would risk
reducing the attractiveness of the CCL relative to the SRF, and run counter to the objective of creating incentives
through the CCL for members to follow sound policies.



-45-

The commitment fee. Especialy because they know they can approach the Fund, should
acrisis hit, for access to the SRF, members may prefer not to pay the commitment fee
(25 basis points)—especidly asit is not refundable if purchases are not made. The present
commitment feeis broadly comparable to that charged by private creditors in the few past
cases of private contingent lines of credit. It would be legally feasible to reduce the
commitment fee on CCL resources (or even to eliminate it, athough this might not be
advisable, as there are costs involved in tying up Fund resources).

The assurance given to the member under the CCL that it will be ableto draw. As
noted above, the Fund’s ability to require additional policy actions for “activation” if a
crisis strikes may act both as a deterrent to members to request access to the CCL, and as
a negative influence on the signal the Fund seeks to give by granting members such access.
Drawing on the precedent of precautionary arrangements, there may be a case for
reexamining the degree to which, in the CCL, the Fund could curtail its power to require
policy adjustments should a crisis hit.

71. Directors may wish to comment on the importance they place on use of the Fund’'s
financing facilities (in particular, precautionary arrangements and the CCL) to encourage
membersin their efforts at crisis prevention, and on the relative merits and drawbacks of
using the CCL or precautionary arrangements in this connection. For the immediate future,
they may wish to indicate whether they believe further experimentation with the design of the
CCL isworthwhile, and which elements—the rate of charge, the commitment fee, the Fund’'s
discretion in the activation review, or other parameters—might best be reexamined in this
regard. They may also wish to comment on the possibility of larger precautionary
arrangements (which could be envisaged even as further experimentation with the design of
the CCL is underway), and whether further moves in this direction might be linked to an
increase in the rate of charge on such arrangements (see also below).

B. Other Fund Financing

72.  Asnoted in Chapter |1, although therisein Fund financing in recent yearsis
lar gely accounted for by capital account-driven crises, a very large majority of the
Fund’sfinancial operationsremains of the more traditional type—using the upper credit
tranches and the EFF, rather than the SRF or CCL. Recent critiques have suggested that the
Fund extends financing under these more traditional policies to too many members, and for
too long. These critiques are driven by a combination of concerns—a desire to minimize the
size of the Fund (and its potentia to interfere with market forces), and a desire to safeguard
the revolving character of the Fund’ s resources. The present section will outline these
concernsin turn, and then discuss Fund policies that bear on them.
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(i) Principles
Fund financing for members with ongoing access to capital markets

73. Now that a growing number of membersare able to turn to international capital
marketsto meet their financing needs, and to do so at reasonable cost, the question
naturally arisesunder what circumstances Fund financial support to these membersis
warranted.” If such Fund support substitutes for private financing, to what extent is it
consistent with the Fund’ s purposes? To what extent should Fund financing be only a“last
resort”?

74. First, asalegal matter, the Articles provide answersto these questions: a
member that has ready access to capital markets can still qualify for the use of Fund
resour ces, whether or not it chooses to exploit such market access. Article V, Section 3
states that members are “entitled” to use the Fund’s general resources (up to 100 percent of
guota) subject, inter alia, to the existence of a balance of payments need. Article V,

Section 3 (b) (ii) explains that a member can demonstrate a balance of payments need through
“its balance of payments or its reserve position or developmentsin its reserves’ (any one of
these elements is sufficient). In practice, the first of these elementsis calculated by making a
distinction between (i) “autonomous’ transactions, which are undertaken for their own sake,
and (ii) those other transactions that are undertaken by the authorities for the purpose of
financing a balance of payments deficit or an increase in reserves. Therefore, to the extent that
the authorities borrow from capital markets for the purpose of financing a balance of
payments deficit, the member has a balance of payments need.” It also has a need if the
authorities could borrow from capital markets for this purpose but choose not to do so, since
potential borrowing from capital markets has no effect on the observed balance of payments
deficit. In both cases, the Articles provide that the member may turn to the Fund because
Fund financing—unlike borrowing from capital markets, which may be short-term, easily
reversible, and costly—is well suited to “ give confidence to members’ (Article | (v)) asthey
engage in a process of adjustment.

75. Nonetheless, even within this broad conception, the Fund has choicesto make as
to the degreeto which it will encourage or per mit membersto useitsresources. For
example, in connection with a particular policy, the Fund may establish, as a matter of policy,
acriterion that a member that satisfies the requirement of need should in addition be making

"\What i's a reasonable cost is necessari ly amatter of judgment. The concept is used here to differentiate between a
situation where a member has ongoing access to capital markets, and one where the member has lost such access
(or can obtain it only at an “unreasonable” cost). The latter situation was considered in Section A above.

®Note that by no meansisall the country’ s borrowing from capital markets part of the “balance of payments need.”
Both the private sector’ s borrowing, and official borrowing undertaken for purposes other than balance of payments
support, are autonomous transactions and go to reduce the balance of payments need.
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efforts on its own part to meet this need when seeking recourse to the Fund. In addition,
policies on the terms of Fund financing (especially the rate of charge, but also repurchase
periods and policies on prolonged use, see below) have a direct bearing on the degree to
which members will seek to use Fund resources in the presence of access to capital markets.

76.  Second, as an analytic matter, there are several reasons why the Fund might
want membersto make significant efforts of their own to meet their financing needs
from private markets:

When a member has access to capital markets, the alternative to Fund financing is
much less destructive of prosperity than when it does not. In these circumstances, the
alternative is not immediate current account adjustment, with its potential implications for
growth, but rather borrowing terms for the member that may be worse than those
available from the Fund.

To the extent that membersturn to the Fund instead of to private capital markets,
the Fund is not supporting the development of international capital marketsto the
extent that it might. Thisrisk, however, isto an important degree the corollary of the
Fund’ s function of “providing confidence to members.” Asa provider of insurance, the
Fund inevitably risks providing insurance to members that could have obtained insurance
elsewhere. In any case, and asis evident from its small share in member’s gross financing
needs (paragraph 35), the Fund’ s resources are very small relative to the magnitude of
international capital markets.

77. At thesametime, there arereasons why the Fund might not want membersto
treat it only asa last resort. While some of the relevant benefits flow primarily from the
presence of an arrangement, rather than actual Fund financing, the provision of financing can
act as an important incentive for members to request arrangements (including because the
prospect of financing may help divergent forces in the political arena coalesce). Possible
reasons why the Fund might want to encourage members to have recourse to it include the
following:

A Fund arrangement imposes a discipline on policy-making that borrowing from
capital markets does not. It can thus help the member attain stability and growth,
and can bring important positive exter nalities for the world economy. Indeed, the
Fund has over the years resisted suggestions that it should introduce disincentives for
members to seek recourse to it, and has rather expressed the position that “ members
should be encouraged to adopt corrective measures, which could be supported by use of
the Fund’ s general resources[...] at an early stage of their balance of payments difficulties
or as a precaution against the emergence of such difficulties.””” The experience in the

"« Guidelines on Conditionality”, Decision No. 6056-(79/38), adopted March 2, 1979, Selected Decisions,
pages 137-139.
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recent financia crises, in which in several key cases members approached the Fund only at
avery late stage, adds strength to this position.

Access to Fund financing may help to catalyze private financing. Strong policies
enhance a country’ s repayment capacity, and the “seal of approval” of the Fund may in
itself help assure creditors that policies are sound.

Fund financing also catalyzes official financing. Where exceptional balance of
payments financing is being sought from other officia creditors (for example, Paris Club
reschedulings), these have typically looked to a financing role for the Fund that goes
beyond “last resort” financing, even if the member has access to private sources of
financing.

78.  Although a priori one might fear that members might resort to Fund financing
on alarge scale even while they wer e able to secure financing from other sour ces at
reasonable cost, in practice this does not generally seem to be the case:

There are both incentives and disincentives for membersthat have accessto private
financing to use Fund resour ces, and it may bethat, in some cases at least, the
incentives outweigh the disincentives. In deciding whether to come to the Fund for
financial assistance, the most important disincentives facing members most likely relate to
conditionality and to concern that coming to the Fund will be interpreted as a sign of
policy weakness. At the same time, the low cost of Fund resources may constitute an
incentive to draw, especially once an arrangement isin place, as well as an incentive not to
repurchase ahead of time.

At the sametime, it is not apparent that members are “ substituting” Fund for
private financing on a large scale. Access limits restrict the amount of financing the
Fund can provide (except under the SRF and CCL). As hoted in Chapter 11, Fund
financing generaly remains well within these limits, and the Fund does not usually
contribute a large portion of members' gross financing needs.

79. Directors may wish to comment on the degree to which they believe the Fund should
encourage member s to seek financing from capital markets, and on the weight they place on
the various pros and consin this regard. They may also wish to comment—based both on the
role of the Fund, and on their assessment of the practical significance of “ substitution” of
Fund for private financing—on whether they believe the Fund has in practice provided about
the right amount of financing, relative to their balance of payments needs, to members that
have ongoing access to capital markets.

Fund financing for members with ex ante extended balance of payments difficulties

80.  Another important issue relatesto whether the Fund should be lending for
extended balance of payments difficulties, and specifically for membersthat are
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expected, ex ante, to face extended difficulties—that is, to members that are expected to
need to have Fund resources outstanding for arelatively long time.”® The issue arises because
it is not self-evident that lending for extended balance of payments difficulties is cons stent
with the revolving character of Fund resources.

81 It isimportant to distinguish between memberswith ex ante and ex post
extended balance of payments difficulties. The Fund provides financing to the former at
relatively long maturities, in the expectation that time will be needed for the envisaged
strengthening of the external position. By contrast, members that unexpectedly experience
prolonged balance of payments difficulties may not easily be in a position to repay the Fund
when maturities fall due, and may end up having a series of successor arrangements. Both
types of need can result in members having Fund credit outstanding for arelatively long time.
But ex ante extended needs are needs which Fund policies have identified as an appropriate
basis for Fund lending, while ex post prolonged needs are ones which the Fund might not have
financed—without more decisive adjustment—had it known their true nature from the outset.
In the Fund’ s parlance, the term “prolonged use of Fund resources’ has usually been applied
to unexpectedly prolonged balance of payments needs, and these are addressed in the next
section.

82. TheFund’spolicies are such that lending for indefinite balance of payments
difficulties should not occur. In particular, they are intended to ensure, ex ante, that the
member’ s balance of payments will become sustainable, and that it will be able to repay the
Fund when maturities fall due. Prior to committing resources to a member, the Fund seeks
assurance of the member’s capacity to repay. Fund-supported programs must yield “a
strengthening of the balance of payments by the time the repurchases begin to fall due and of a
sufficient extent to allow the member to make the repurchases without strain” °—that is, the
member must not face indefinite balance of payments difficulties.

83.  Viewsmay differ on whether the Fund’s existing maturities are consistent with
therevolving character of itsresources. The concept of “indefinite” balance of payments
difficultiesis not in practice a usable one, and the Fund must draw a line between what it
considers to be “indefinite” and what it considers to be difficulties sufficiently temporary to
warrant use of revolving resources. It has revealed its preferences in this regard through the
setting of its longest maturities—at present, ten years.

"®The focus here is on balance of payments difficulties generally, not the technical concept of “baance of payments
need”, which isabasis for purchasing Fund resources. A member with an extended arrangement, for instance, is
expected to have a need to use Fund resources for only 3-4 years, but to have balance of payments difficulties that
prevent it from repurchasing the entire amount for another ten years.

"« The Chairman’s Summi ng Up at the Conclusion of the Discussion on Criteriafor the Amount of Accessin
Individual Cases,” December 2, 1983, Selected Decisions, page 215-222.
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84.  Although ten-year maturities may seem long, it is sometimes desirable for
adjustment to a balance of payments need to take place at arelatively slow pace. Some
shocks take longer than others to reverse themselves (if they ever do) or to correct, and some
reforms take longer to formulate, implement, and bear fruit than others. At the same time,
rapid adjustment to pressures on the balance of payments may bring excessive costs. Thisis
especiadly likely to be the case when the pressures are large, or in lower-income countries
(both because of their likely higher marginal utility of consumption and because their
economies are typically less flexible on the production side). In these cases, if the country
were to have to repay the Fund relatively quickly, it would need to take measures unduly
destructive of prosperity to do so. Transition economies, and countries that are PRGF-eligible
or alittle above the income cut-off for PRGF dligibility, provide examples of members for
which relatively slow balance of payments adjustment may be appropriate. Clearly, though,
judgments as to what constitutes “relatively slow” adjustment can differ—ten years could be
considered to be too long or even perhaps too short from this point of view. Moreover, it is
often difficult in practice to differentiate between balance of payments needs that are likely to
be brief or extended (see a so the discussion of repurchase periods below).

85. Thecatalyticroleof the Fund also playsa part in this connection, and could
exert pressurefor the provision of Fund financing in cases of extended needs. As noted
in paragraph 77, official balance of payments support in particular, and to alesser extent
private financing, may depend to some extent on the presence of Fund financing (although the
presence of a Fund arrangement—perhaps precautionary—might be most important, or even
sufficient, in this regard). The Fund has decided that it would stand ready to grant members
support on alimited scale in such cases even if “it is questionable whether a sustainable
position not requiring exceptional finance can be achieved over the medium term,” aslong as
sufficient external financing can be obtained for the program and there is “a clear prospect of
the member making net repurchases with a view to restoring its credit tranche position, thus
preventing the use of Fund resources acquiring a semipermanent character.”®

86. Directors may wish to comment on whether they consider ten-year maturities to be
consistent with the revolving character of Fund resources. They may also wish to consider
whether it is appropriate for the Fund, by way of catalyst, to provide financing in cases
where a sustainable balance of payments position may not be achieved by the time
repayments fall due, as envisaged under the current guidelines.

Prolonged use of Fund resources

87. It isalso possible for prolonged balance of payments difficultiesto arise
unexpectedly, even though they wer e not for eseen ex ante. When prolonged balance of
payments difficulties arise ex post, and if members make repeated purchases over along

pid.
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period of time, they become “prolonged users’ of Fund resources. Since the initial
arrangements should have been granted in the expectation that the member would be able to
repay without additional Fund financing, prolonged use will occur, in generd, either when a
member suffers repeated shocks, or when Fund-supported economic programs are not as
successful asinitially envisaged.

88.  Theissue of prolonged use hasrecently attracted a good deal of attention and
criticism. Much of this criticism points to the repeated use of Fund resources as evidence not
only that Fund-supported programs are ineffective, but that they provide the financing that
permits a country to delay required adjustment and contributes to the creation of an
unsustainable debt problem.®

89. TheFund too has been concerned about prolonged use, and has discussed the
subject on several occasionsin the last two decades. While repeated shocks do occur,
prolonged use has generally been seen as originating in inadequate adjustment. The Fund has
taken the view that mechanical rulesin this area—for instance, refusing to grant new
arrangements after a certain period of use—would unduly constrain it in responding to
members’ legitimate needs,* and remedies tried have focused on access policy and program
design. Outstanding use of Fund resources is one of the criteria used in formulating access
under arrangements, and access for prolonged users tends to be guided by the desirability of
reducing their outstanding use of Fund resources over time. In addition, when considering
further Fund support for prolonged users, the Fund has made efforts to conduct
comprehensive reviews of past programs and of the factors behind past slippages, and to
condition further support on strong policy justification, including a frontloading of policy
measures.

90. Thedata do not suggest that prolonged use of GRA resourcesisnow a
widespread problem, but there may be an equally worrisome problem in the number of
member s with repeated Fund arrangements, and particularly in the significant number
of programsthat go off track. As noted in Chapter 11, there are only four members that have
purchased GRA resources for more than five of the last 15 years and that currently have credit
outstanding of more than 100 percent of quota. There is, however, amuch larger number of
members that have had repeated arrangements (28 with arrangements covering more than five
of the last 15 years), athough they did not effectively make purchases for more than five
years. Thisin itsalf could be a cause for concern: members with a continuing program
relationship with the Fund might become unduly dependent on outside support for their
policy-making processes. Of definite concern is the fact that close to half of these 28 members

81See, for instance, Bandow, Doug, “The IMF: A Record of Addiction and Failure,” in Bandow, D. and |. Vasquez
(eds.), “Perpetuating Poverty,” Cato Institute, 1994.

82506 “The Chairman's Summing Up at the Conclusion of the Discussion on Criteriafor the Amount of Accessin
Individual Cases,” December 2, 1983.
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were unable consistently to make purchases, because their programs went off track. Possible
remedies for this latter problem are discussed in the section on conditionality below.

9l Directors may wish to consider whether prolonged use of Fund resourcesis a serious
problem, and whether policies need to be reexamined in thisregard, or whether concern
should focus more on programs going off track.

(i) Policies

92. If the Fund considersthat it is, or risks, lending to too many countries and for
too long, there area number of policiesthat it might reexamine. These relate to the rate
of charge (akey incentive affecting members use of Fund resources), repurchase periods (a
key parameter determining the length of time purchases remain outstanding), and
conditionality (akey parameter for the speed of adjustment). These three policies will be
examined in turn below.

Therate of charge

93. Therateof chargeisan important factor that may influence members decisions
whether and for how long to use Fund resour ces (both by purchasing and by not
repurchasing before the due date).

94.  Sinceit reflectsmarket rates on essentially risk-free instruments, the GRA rate
of chargeisbelow the market rate faced by borrowing members, and, by itself,
constitutes an incentive to use, and continue to use, Fund resour ces. By way of
counterargument, it could be noted that the cost of Fund resources, from the point of view of
the member, may be higher than it appears, since some members may consider that, alongside
the benefits of more orderly adjustment, conditionality also brings costs, particularly in the
political realm. Indeed, many members prefer not to request Fund assistance at all.
Nonetheless, the financial incentive to use Fund resources, rather than borrow elsewhere, is
substantial (especially once a member has already received an arrangement): during the 1990s,
the average spread over LIBOR faced by emerging market countries was some 300 basis
points, and almost never dipped below 200 basis points.®* A higher rate of charge could
dampen thisincentive. A higher rate of charge might also be justified from the point of view of
members that do not have access to capital markets, for whom Fund financing incorporates an
even larger subsidy element.

8 The datarefer to the wei ghted average spread on outstanding bond issues by emerging markets, and were
obtained from Capital Data Ltd., Bloomberg, and the Bond, Equity and L oan database developed by RES. The
spread quoted (which isrelative to US Treasury bonds of equivalent, medium- to long-term maturity) is smaller
than the spread relative to three-month US Treasury bill interest rates which enter into the cal culation of the GRA
rate of charge.
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95. A higher rate of charge could also be justified from the point of view of the
allocation of limited Fund resour ces. The membership as awhole sets limits on the size of
the Fund, and thus on the resources it can make available to borrowing members. It can be
argued that it is therefore appropriate to impose a shadow price on users of Fund resources,
taking account of the way in which their use tightens the constraint on possible use of Fund
resources by other members.

96. At thesametime, it isreasonableto arguethat the appropriate rate of charge on
Fund resour ces should not, in general, equal market rates:

First, market rates sometimes fluctuate widely, with periods of market exuberance
followed by sharp cutbacksin lending. To the extent that such swings reflect market
failures, the Fund has arole to play in counteracting them, rather than following them and
exacerbating their effects.® Such market failures may be evident over time, with wide
swingsin thelevel of interest rates charged to al borrowersin a particular class (for
instance, the sharp upswing in risk premiafor al emerging markets following the Russian
crisisof August 1998); or they may be evident for a single country, with market views of
the country’ s condition capable of taking sudden and excessive turns for the worse or the
better.

Second, the Fund does not need to charge the samerate as private creditors,
because the probability that it will be repaid is much higher, both because it isable to
apply conditionality and because of its preferred creditor status. It isaso relevant in this
regard that the Fund is a cooperative institution, not a profit-making one.

Third, a subsidy element in Fund financial assistance could bejustified in light of
the positive exter nalities from such assistance, since it constitutes an encouragement
for members to come to the Fund and to pursue appropriate policies.

97.  TheFund could also consider differentiating the rate of charge—although this
would be a further reversal of the trend toward unifying rates of charge that had prevailed
prior to the establishment of the SRF, and would reintroduce additional complexity into the
structure of charges:

To the extent that it is concer ned about members making unduly large use of Fund
resour ces, the Fund could differentiate the rate of char ge according to the amount of
Fund resour ces outstanding. Currently, there is no differentiation by amount, except
insofar as SRF/CCL resources (which are provided, under the relevant conditions, once a
member reaches the access limits) bear a higher rate of charge.

8 See Masson, Paul R. and Michael Mussa, “The Role of the IMF—Financing and Its Interactions with Adjustment
and Surveillance”, IMF Pamphlet No. 50, for a detailed discussion of these market failures.



To the extent that it is concerned about unduly long periods of use, the Fund could
consider differentiating the rate of charge according to the period of use. Except in
the case of SRF/CCL resources (which bear a surcharge that rises with time), the rate of
charge is not currently differentiated in this way—either ex ante, in the form of a higher
rate of charge on EFF than credit tranche resources, or ex post, in the form of graduation
of charges according to the length of time resources have been outstanding.

98. Directors may wish to comment on what they see as the major advantages and
disadvantages of the current GRA rate of charge, and how they see the balance between
these considerations. They may also wish to comment on whether they see a case for
differentiation of the rate of charge according to the amount and/or length of time resources
are outstanding.

Repurchases

99. Therequirementsfor repurchases are another key parameter affecting the extent
to which members make (continued) use of Fund resour ces. These requirements include
both the standard repurchase periods and the early repurchase policy. Within the former, two
separate parameters can be identified—the final maturity, when repurchases are completed,
and the date when repurchases begin.

100.  Abstracting from the SRF and CCL (Section A above), the Fund currently
makes available resour ces with two different final maturities, each of which might be
reexamined:

M ost resour ces are to be repurchased within five years. The practice of requiring
repurchases within this period evolved in the first decade of the Fund's existence, and it is
possible to argue that changes in the world economy suggest that some members at |east
could repay the Fund sooner. For the increasing number of members with access to capital
markets, adjustment should bear fruits more quickly now, through the intermediary of
better market access. Yet it is aso important to remember that not all members have
access to capital markets, and that a five-year maturity is probably not too long for those
members for whom adjustment must still produce its results primarily through the current
account—including notably PRGF-dligible members, many of whom use GRA resources
(see Chapter 11). In addition, the Fund does have the early repurchase policy (see below).

EFF resour ces are to be repurchased within ten years. As noted above, whether this
period is considered to be consistent with the revolving character of Fund resourcesis a

&y niformity of treatment requires the same maturities for the credit tranches (and indeed within any given policy or
facility) for all members.
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matter of judgment. Yet it is certainly possible to argue that the Fund has a responsibility
to assist members undergoing profound structural reform (for instance, transition
economies), and countries that are PRGF-€eligible or alittle above the income cut-off for
PRGF digibility, for all of which arelatively long repayment period may be appropriate. In
any case, it isfor discussion whether the Fund has been sufficiently selective in identifying
the cases that should qualify for such long maturities. As noted in Chapter I1, there was an
increase in the number of extended arrangements in the 1990s. To some extent members
began to treat the EFF as a*“badge of honor,” focusing on its typically more demanding
policy conditions in the structural realm; and stand-by arrangements were sometimes and
in some regions seen as associated with crises. Especially with the development of longer
stand-by arrangements, and the increased tailoring of the policy content of programs to the
difficulties at hand, regardless of the policy being used, there may be a case for reining in
use of the EFF and clarifying the criteriafor its use (including its use, if any, on a
precautionary basis).

101. A separateissue concernsthetime at which repurchases begin, which might
also be reexamined. Repurchases under stand-by arrangements begin 3 Vayears after
purchase, and for EFF resources, 4%years after purchase. In each case, the grace period
extends beyond the period of atypica arrangement (12—-18 months for stand-by arrangements,
three years for extended arrangements) (although not much beyond the maximum length of
stand-by and extended arrangements, three and four years respectively). It could be argued
that there is room for shorter grace periods, since external viability should normally be
established by the end of the arrangement period. Graduated repurchases (rising over time)
might also be considered in this connection.

102. TheFund also hasflexibility, under the early repurchase policy, to request a
repur chase from member s that show sufficient balance of payments strength—but that
policy isnot well adapted to the current economic environment.®® The proper tailoring of
the standard maturities would become a somewhat less pressing issue to the extent that the
Fund had awell-functioning early repurchase policy. The policy, however, exemplifies the
difficulty of making judgments about balance of payments strength when an increasing number
of members have accessto capital markets. In order for early repurchases to be called for
when members access to capital markets strengthens, the policy would have to take account
of members potential access to capital markets, which they may or may not choose to
exploit, and which is thus not captured in actual balance of payments data. Y et reliance on a
judgment about members' potential access would risk undermining the rules-based nature of

8see Annex 111 for adescri ption of the early repurchase policy.
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the early repurchase policy, and creating both uncertainty for the member and risks for
uniformity of treatment.®’

103. TheFund could consider making use of the device wher eby repurchase
expectations can be established on specified dates ahead of the dates of repurchase
obligations, athough it has not done so thus far outside the SRF and CCL (and CSF). Under
the SRF and the CCL, repurchase expectations fall due a year before the corresponding
obligations, and the Board has the power to extend the expectations by up to one year. There
is an important difference between this mechanism and the early repurchase policy, in that the
“burden of proof” isreversed. Under the SRF/CCL, an expectation to repurchase arises unless
the member requests an extension and the Board approves it, whereas under the early
repurchase policy no early repurchase expectation arises unless the Fund determinesit.

104. A further way in which the Fund might secure greater flexibility in setting the
(effective) schedule of repurchases would involve erring on the side of brevity in

repur chase obligations. If, at the time repurchase obligations fall due, the member requires
the continued use of Fund resources, it must justify purchases, based on a continued balance
of payments need, in the context of a new arrangement. Shorter maturities would thus shift
the burden of proof as to balance of payments need or strength to the member, and reduce the
risk of continued use of Fund resources by members that would be able to repay. The
mechanism would have the additional advantage that, in cases where there were continuing
balance of payments difficulties, conditionality would apply for alonger period, since, in order
to secure continued financing under afollow-up arrangement, a member would have to abide
by the conditionality of that arrangement (see al'so below).

105.  Directors may wish to comment on whether they see a case for shortening the final
maturities of the credit tranches and the EFF, and, if so, on the reasons for this. In addition,
Directors may wish to comment on whether they see a case for shortening the grace periods
on the credit tranches and the EFF. Directors may also wish to express views on how the
early repurchase policy could be strengthened, and whether the Fund could usefully consider
making mor e use of repurchase expectations that fall due before the respective obligations.

Conditionality

106. Thecritique that the Fund lendsto too many membersand for too long, and
mor e gener ally the concern about the revolving nature of Fund resour ces, raises
guestions about conditionality. This paper does not purport to address the much wider
range of questions that could be asked in this area more generaly.

8" These are issues with which the staff has been struggling in trying to formulate improvements to the policy.
Because, once they have made purchases, members are committed to abide by the terms of the Fund's early
repurchase policy, this policy must be sufficiently clear that members know what to expect.
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107.  Fund resources are exposed to particular risk after the end of an arrangement,
and it ispossible to think of waysto mitigate thisrisk. Conditionality ends when an
arrangement ends, even though the member’ s actions thereafter, and throughout the period
when Fund resources remain outstanding, continue to put the Fund’ s resources at risk.
Clearly, a continuing close dialogue with the member, by means of some form of post-
program monitoring, is helpful in this respect. The consultation clauses in stand-by and
extended arrangements provide that, through the period when purchases in the upper credit
tranches or under the EFF are outstanding, members “will consult with the Fund from time to
time, at the initiative of the government or at the request of the Managing Director,
concerning [the member’ s| balance of payments policies.” The Fund has not, however, set out
criteria by which these clauses might be activated. In practice, post-program monitoring
currently takes the form of close contacts between the staff and the authorities, including steff
vigits to the country, and of informal briefings to the Board, and its intensity depends on an
informal judgment by staff and Board. In addition, as noted above, shorter repurchase periods
could help establish longer-lasting conditionality, where there is a continuing need for use of
Fund resources.

108.  Perhapsthe most pressing issue in the area of conditionality relatesto the fact
that a number of members have had repeated arrangements from the Fund because
their programswere not consistently implemented. Where programs have not been
particularly successful or have gone off track, there would seem to be a particularly strong
case for arigorous analysis of the reasons for the disappointing performance, and for upfront
implementation of policy measures in new arrangements.

109.  Directors may wish to comment on the importance they place on post-program
monitoring, and on whether they see a case for strengthening existing mechanismsin this
respect. They may also wish to comment on how—where previous Fund arrangements have
not been successful or have gone off track—to strengthen the Fund’ s efforts to assess the
reasons for this and address them effectively, including through frontloading of policy
actions.
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ANNEX |

| ssues for Discussion

House-cleaning
Directors may wish to express their views on the following suggestions:

retaining the policies on the first credit tranche and emergency assistance for natural
disasters and post-conflict cases,

eliminating stand-alone purchases under the CFF for countries with other balance of
payments problems, as was discussed in January 2000;

retaining the possibility of a stand-alone CFF purchase for countries with no other balance
of payments problems only if the CFF itself is to be retained as a facility (see below);

eliminating the CSF;
eliminating the policy on Fund support for commercia bank DDSR operations,

either (i) eliminating the CFF in its entirety, or (ii) adopting a streamlined CFF along the
lines described in EBS/99/222 (see Annex V) for a period of, say, two years, at which time
it could be reviewed again in the light of experience and of developmentsin other
facilities. If the latter route is chosen, there would seem to be no reason to treat the cereal
import element (which currently needs to be extended periodically) any differently from
the export shortfall element (see EBS/99/222), and both elements might therefore be made
subject to the same review provisions.

Renovation

Directors may wish to comment on the importance they place on the problem of moral hazard,
whether the SRF appears to be fulfilling an important role, and whether there are any elements
of the SRF they believe need review.

Directors may wish to comment on the importance they place on use of the Fund' s financing
facilities (in particular, precautionary arrangements and the CCL) to encourage membersin
their efforts at crisis prevention, and on the relative merits and drawbacks of using the CCL or
precautionary arrangements in this connection. For the immediate future, they may wish to
indicate whether they believe further experimentation with the design of the CCL is
worthwhile, and which elements—the rate of charge, the commitment fee, the Fund’s
discretion in the activation review, or other parameters—might best be reexamined in this
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regard. They may also wish to comment on the possibility of larger precautionary
arrangements (which could be envisaged even as further experimentation with the design of
the CCL is underway), and whether further moves in this direction might be linked to an
increase in the rate of charge on such arrangements (see also below).

Directors may wish to comment on the degree to which they believe the Fund should
encourage members to seek financing from capital markets, and on the weight they place on
the various pros and cons in this regard. They may also wish to comment—based both on the
role of the Fund, and on their assessment of the practical significance of “substitution” of
Fund for private financing—on whether they believe the Fund has in practice provided about
the right amount of financing, relative to their balance of payments needs, to members that
have ongoing access to capital markets.

Directors may wish to comment on whether they consider ten-year maturities to be consistent
with the revolving character of Fund resources. They may also wish to consider whether it is
appropriate for the Fund, by way of catalyst, to provide financing in cases where a sustainable
balance of payments position may not be achieved by the time repayments fall due, as
envisaged under the current guidelines.

Directors may wish to consider whether prolonged use of Fund resourcesis a serious
problem, and whether policies need to be reexamined in this regard, or whether concern
should focus more on programs going off track.

Directors may wish to comment on what they see as the major advantages and disadvantages
of the current GRA rate of charge, and how they see the balance between these
considerations. They may aso wish to comment on whether they see a case for differentiation
of the rate of charge according to the amount and/or length of time resources are outstanding.

Directors may wish to comment on whether they see a case for shortening the final maturities
of the credit tranches and the EFF, and, if so, on the reasons for this. In addition, Directors
may wish to comment on whether they see a case for shortening the grace periods on the
credit tranches and the EFF. Directors may aso wish to express views on how the early
repurchase policy could be strengthened, and whether the Fund could usefully consider
making more use of repurchase expectations that fall due before the respective obligations.

Directors may wish to comment on the importance they place on post-program monitoring,
and on whether they see a case for strengthening existing mechanisms in this respect. They
may aso wish to comment on how—where previous Fund arrangements have not been
successful or have gone off track—to strengthen the Fund’ s efforts to assess the reasons for
this and address them effectively, including through frontloading of policy actions.
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ANNEX 11
The GRA Rate of Charge, and Other Chargeson the Use of Fund Resour ces
The GRA rate of charge

The GRA rate of charge appliesto all use of Fund resources, except for SRF/CCL resources,
to which a surcharge applies (see Boxes 9 and 10 in Chapter ).

At the beginning of each financia year, the IMF sets the rate of charge on the use of its
resources (the GRA rate of charge) as a proportion of the weekly SDR interest rate with the
aim of covering operationa and administrative costs and achieving a target amount of net
income to add to its reserves. The IMF sincome position is reviewed at midyear to determine
if thereis aneed to change the relation between the rate of charge and the SDR interest rate.

To strengthen its financial position against the consequences of overdue obligations, the IMF
has adopted "burden-sharing” measures to distribute the financial burden of overdue
obligations, including the cost of additional precautionary balances, between debtor and
creditor members, through adjustments to the rate of charge and to the rate of remuneration.
The resources so generated are refundable, under certain conditions, to the members that have
paid additional charges or received reduced remuneration.

The SDR interest rate is determined weekly as a weighted average of interest rates on specific
short-term domestic obligations in the money markets of the five countries whose currencies
congtitute the SDR valuation basket. The weights reflect the values of the currency amountsin
the SDR basket, which isrevised every five years. The interest rates and instruments are the
yields on three-month Treasury bills for the United States, the United Kingdom, and France,
the three-month interbank deposit rate for Germany, and the three-month certificate of deposit
rate for Japan.

For 1999/2000, the GRA rate of charge is 113.7 percent of the SDR interest rate, with the
proviso that any income in excess of the target would be used retroactively to reduce the rate
of charge for the year. The average rate of charge on the use of IMF resources in the third
quarter of 1999/2000 was 4.34 percent, before adjustments for burden-sharing. (Adjustments
for burden-sharing eventually added 13 basis points to the rate of charge in 1998/99, the last
year for which the adjustments have been completed.)

Service charge and commitment fee
In addition to the rate of charge:

All commitments under Fund arrangements are subject to a commitment fee of 25 basis points
on the amount scheduled to become available over the next twelve months. The commitment
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fee is refundable to the extent purchases are made. It is aso partially refundable in the event of
cancellation of the arrangement.

All purchases are subject to a service charge of 50 basis points payable at the time the
purchase is made.
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ANNEX |11
Early Repurchases Under ArticleV, Section 7 (b)
| dentifying membersto repurchase early

Early repurchase expectations are established in the context of an assessment of the balance of
payments and reserve position of members for the purposes of inclusion in the financial
transactions plan (formerly called the operational budget) and the designation plan.®® Specific
indicators of external strength are used in this assessment to maintain a degree of consistency
among members, but the strength of a member’s external position is ultimately a matter of
judgment. All relevant factors and data are considered, with particular emphasis on recent and
prospective current account balances, competitiveness, and external debt indicators, especially
those offering insights into the member’ s exposure to short-term liquidity strains. For
members with outstanding use of Fund resources (“debtor members’), judgments must also be
made on whether the external position has improved relative to the time of the last purchase,
and on the extent and sustainability of the improvement.®®* Members are not expected to
repurchase early until the quarter following the second full quarter after their last purchase.

Calculating the repurchase amount

The formulafor calculating the early repurchase amount is driven by gross reserves—

1.5 percent of reserves plus or minus 5 percent of the change in reserves over the most recent
six months, subject to the constraints that this amount cannot exceed 4 percent of reservesin a
quarter, or 10 percent of reserves over ayear, and cannot reduce reserves below 250 percent
of quota.

M eeting an expectation

Early repurchase expectations can be reduced, or extinguished atogether, to the extent that
scheduled repurchases fall due during the quarter or the member has made advance
repurchases; credit for advance repurchases lapses after five quarters. The remaining
expectation can be met either through repurchases or through the use of the member’s
currency in transfersin the financial transactions plan.

Sanctions

BDecision No. 6172-(79/101), June 28, 1979, Selected Decisions, pages 319-321.

#Decision No. 6273-(79/158) G/S, September 14, 1979, Selected Decisions, page 301.
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There are no sanctions prescribed for failure to meet an early repurchase expectation. The
Articles foresee that, if amember failed to meet an early repurchase expectation, and after
consultation with the member, the Fund could make a representation to the member to
repurchase, which would convert the expectation into an obligation. (The Fund has not,
however, adopted a policy to give effect to this.) Failure to meet arepurchase obligation
would expose the member to arange of sanctions by the Fund, including ingligibility to use the
general resources of the Fund, suspension of voting rights, and withdrawal from membership.



ANNEX |V
Prolonged Use of Fund Resour ces

1. Thisannex briefly reviews the extent to which “prolonged use” of Fund
resourcesin the GRA isevident since 1970, and looks more closely at developmentsin
thelast 15 years. It does not consider use of resources under the SAF/ESAF/PRGF.

2. Thefirst difficulty is establishing a wor kable definition of prolonged use. A
number of critics have focused attention on the number of years a country has outstanding use
of Fund resources. Under this definition, however, a country with only two annual
arrangements spaced six years apart would be considered a prolonged user, because it would
have resources outstanding to the Fund for 12 years. The argument becomes incongruous if
the arrangements are extended arrangements spaced 13 years apart, which would imply that
Fund resources would be outstanding for 26 years. For this reason, this appendix focuses on
actual number of yearsin an arrangement.

3. The definition of prolonged usein the Fund has evolved over the course of three
successive Board discussions in the last two decades. In 1984, prolonged users were defined
as members “which have had four or more programs during the [last] decade and outstanding
liabilities greater than 100 percent of quota at the present time.” In 1986, prolonged use was
defined as “ continuoudly outstanding credit tranche positions in excess of 25 percent of

normal maximum access for six years or more,” and it was noted that all eleven of the
countries that met this criterion had had at least five annual programs since 1976. The 1991
definition came again close to that used in 1984, as prolonged users were defined as “members
with five or more annual Fund-supported programs in the previous ten years with outstanding
liabilitiesin the credit tranches of 100 percent of quota or more.”

4, This appendix adopts a variation of the 1984 and 1991 definitions, taking
account of periodswhere a country isnot purchasing under an arrangement, either
because the arrangement is precautionary or because the program has gone off track. Thisis
done by adjusting the actual length of each arrangement by the ratio of actual purchasesto
approved purchases (hence, for instance, an arrangement that remained precautionary
throughout would not be reflected in the number of years that a country was effectively
purchasing under an arrangement).*® The length of time during which the country is actually
purchasing is called the “effective’ duration of the arrangement. For the period since 1970,
countries are considered prolonged users if they have had effective arrangements for more
than nine years and have resources outstanding of more than 100 percent of quota.™ (If a

% This method will tend to overstate duration to the extent that arrangements are frontl oaded.

1 The cut-off of nine years was chosen in order not to understate the problem, because a number of countries had
effective arrangements between nine and ten years.
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country’s outstanding use of Fund resources is below this threshold, the country is considered
to have “graduated,” even if it made some purchases in recent years). For the period since
1985, prolonged users are defined as countries that have had effective arrangements for more
than five years and that have Fund resources outstanding of more than 100 percent of quota.

5. The distinction between formal time and effective timein Fund arrangements
leadsto a significant revision in the number of membersthat have made prolonged use
of Fund resour ces. During 1970-1999 there were 20 countries with arrangements exceeding
nine years, but only six countries that effectively made purchases for more than nine years.
This, in part, reflects the fact that eight of the 20 countries had one or more precautionary
arrangements. The remaining difference reflects programs that went off track and/or remained
inactive for relatively long periods. Of the six members that effectively made purchases for
more than nine of the last thirty years, only three qualify as “prolonged users’ according to the
definition above, in that they had access exceeding 100 percent of quota as of end-1999. The
other countries have either not recently made purchases, or have had recent arrangements but
with low access.

6. A similar pattern holdsfor the 1985-1999 period. Of the 28 countries with formal
arrangements exceeding five years' duration, only seven had effective arrangements for more
than five years. Thisreflects the fact that nine countries had precautionary arrangements for
part of the time, reducing the effective time that they made purchases to below five years, and
that 12 countries had programs that went off track and/or were cancelled to make way for a
new arrangement, so that they were not able to complete a notable portion of the initial
purchases approved. Of the seven countries that had effective arrangements for more than five
years, only four have outstanding access exceeding 100 percent of quota and would be
considered prolonged users according to the definition above. However, the recent financia
market turmoil is the reason why three of these countries have made purchases in recent years.
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ANNEX V

Possible M echanics of an Amended CFF *

Eligibility would be determined asit is currently under the CFF. The new CFF would
cover exogenous and temporary export shortfalls and cereal import excesses. The method of
calculation for the shortfall/excess would remain unchanged.

Accessto the CFF would be subject to a smplified, preferably a single, set of limitsand
would “float” with respect to the access limits applicable to the credit tranches and extended
arrangements. Repurchase periods would be the same as for the credit tranches, as at present.

“Stand-alone” access to the CFF would be available only for member s whose balance of
payments position is satisfactory apart from the temporary export shortfall or cereal
import excess.

Otherwise, accessto the CFF would be available only in the context of an arrangement,
and:

(&) CFF purchases would be phased according to the related balance of payments need
and in alignment with the conditionality of the underlying arrangement. There would
normally be at least two purchases.

(b) CFF purchases would be madein parallel with purchases under the arrangement.
CFF purchases would be subject to program performance criteria and/or completion of a
review just like purchases under the arrangement. If purchases under the program were
interrupted, CFF purchases would be also.

From “Review of the Compensatory and Contingency Financing Facility — Preliminary Considerations,”
EBS/99/222, December 9, 1999.
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