IMF; Concerns, Dilemmas and | ssues

The main concerns relating to the IMF’s policies are relatable to intrusive
conditionalities without due regard to the needs of and impact on the borrowers, with
expanding scope of surveillance applied asymmetrically between borrowers or programme
countries and others with no financial accountability except that of reputational risks. The
response of the Fund has been to attune its policies to meet these concerns, emphasise
aspects such as national ownership, leaving culture, transparency in its operation,
independent evaluation and wider consultations. However, the basic limitations of resources,
instruments and mandate in meeting the problems arising from volatile financial markets
explain some of the persisting concerns. Three major issues are posed here for discussion to
meet these concerns and improve the quality of resolving some of the tradeoffs and
judgments involved. The first suggestion is to separate the surveillance function from
lending, making the former somewhat independent of political processes as well as the
weighted voting structure. The second suggestion is to remove the distortion in current
voting strength by recognising intra-monetary union trade as not amounting to international
trade since neither currency nor trade restrictions are in place and by accepting the
Purchasing Power Parity basis of GDP computation. The third suggestion proposes that the
Fund be given some authority to create limited but temporary liquidity under
certain circumstances, to be “ a lender of some resort” .

Y V Rebby

realities|eading to the conclusion that, as of now, reforms

inthe International Monetary Fund (IMF) are apragmatic
option and addresses in detail the concerns expressed in regard
to the functioning of IMF. Section Il focuses on the dilemmas
that IMF itself faces which help delineating the tradeoffs in
severa of its policies in the current situation. Section 111 poses
a few issues for debate, attempting to meet the concerns and
improvetheeffectivefunctioningof IMF. Section|V isessentially
a summary of the major conclusions of the paper.

The paper startsin Section | with abrief mention of current

|
Current Realities and Concerns

For any study of IMFitisessentia to assesswhat would appear
to be distinctive current realities as compared to the traditiona
role and functioning of the IMF. These may be summarised as
follows.

Firstly, the membership of the IMF has now become nearly
universal. In 1945, when the IMF was established, only 29
countries signed the Articles of Agreement. Today, it has 184
members. The globa character of the IMF's membership has
broadened significantly, even after taking into account the in-
crease in the number of countries in the United Nations system
over this period.

Secondly, with the end of the cold war, there has been an
increasing convergence in economic ideology. Though the role
of state intervention is recognised in varying degrees, there is
greater emphasis on the importance of competition and
allowing market forces to operate with some stress on regula
tion. Mgjor issues relate to the appropriate mix between state
and market or public and private rather than ideological
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extremes of denyingintotality either failuresof market or of state
or government.

Thirdly, there is a radical increase in the interdependence of
countrieswithgreater flowsof goods, services, technology, capital
and people across political boundaries. There is a debate as to
the extent to which this isideol ogy-driven or technology-driven
but economic interdependenceis undeniable. In particular, cross
border financial activity has increased as international investors
seek out the best investment opportunities across the globe.
Global gross capital flows spurred by improvementsin informa-
tion technology, communication and transportation, increased
fourfold to $ 7.5 trillion between 1990 and 2000. Fourthly, such
dominance of the financia markets has not been accompanied
by strengthening of international capacity to regulate them, and
the IMF is called upon to substitute for the lack of international
regulation of financial markets. Inparticular, theforeign currency
markets have expanded and multiplied disproportionate to the
growth in the value of trade flows, but, not their regulation.
Volatile capital flows combined with disruptive adjustmentsin
currency values poses special challengesto the IMF with Article
I (iii) of its Articles of Agreement mandating it to “promote
exchange rate stability, to maintain orderly exchange arrange-
ments and ...".

Fifthly, the type and character of the situations requiring IMF
intervention have changed. From assisting countries rectify
balance of payment imbalances which arose due to current
account crises, i e, country specific issues, the IMF isnow being
caled upon to assist countries facing capital account crises
which may arise from loss of confidence and contagion and for
reasons at times not solely or proximately related to changesin
a country’s fundamentals or shifts in policies. Indeed, the an-
nouncement of elections or even the platform of the candidates
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contestingthem seemtoimpartinstability tofinancial and currency
markets.

Sixthly, whilein the initia years industrialised countries also
utilised the lending facilities of IMF, more recently lending by
IMF is mainly to developing and transition economies.

Seventhly, the concerns related to the functioning of the IMF
are no longer confined to select academics or policy-makersin
developing countries but extend to governments in devel oped
countries, civil society and non-governmental organisations.

Eighthly, there has been a concerted debate among the leading
policy-makers, starting with the discussions of theWillard Group
andthe G-33inthelate 1990sto seek anew financial architecture
and on the scope for creating new international financial insti-
tutions. The consensus appears to be to reform and reorient the
existing institutions like the IMF rather than supplant them by
creating new ones.

Broadly, the concerns about the functioning of the IMF can
be categorised into threemain streams, namely, concernsrelating
tothe IMF spolicies, to the IMF s governance and to the IMF's
lending framework. While there is a degree of overlap among
the above three categories, for convenience, this presentation
examinestheissuesthrown up in each group separately. Initialy,
the broad parameters of the criticism levelled against the IMF
are mentioned, followed by the stance the IMF has adopted in
response to such criticism as well as ongoing work being un-
dertaken in thisregard. A pragmatic view of the concerns raised
in the light of the IMF response, is then attempted.

Concerns Related to IMF's Policies

A number of concerns have been raised by alarge variety of
institutions and interests — parliaments, NGOs, think tanks,
economists, trade unions, environmentalists — regarding the
functioning of theIMF. Firstly, IMFiscriticised for unreasonably
and uniformly imposi ng the Washington Consensuson all member
countries. Critics[most notably Stiglitz2002] chargethat theIMF
is obsessed with imposing fiscal discipline and it uses a ‘one
sizefitsal’ approach in designing programmes for al countries
which approach it for financia support. An often cited example
is that the IMF uniformly insisted on fiscal contraction on all
the Asian crises countries which approached it for support in
1997-98. More generaly, it is argued that IMF tends to impose
on al members the economic policies that are favoured by the
dominant shareholders from time to time, often to the benefit of
afew or privileged countries or peopl e to the detriment of others.
Itisalso argued that, in the recent past, IMF has been concerned
with capital account crises and is designing packages of
policies to protect the interests of financial markets, and the
bailout of lenders, rather than aid the distressed countries.
Furthermore, it is argued that IMF’s bailout of countries in
distress has resulted in moral hazard, encouraging less than
prudent borrowing by some sovereigns and recklesslending by
financial markets.

Secondly, IMF is aso criticised for imposing intrusive con-
ditionality in country programmes which it supports. To assure
itself that the programmes agreed upon will be implemented, the
IMF was said to have resorted to applying progressively more
detailed and tightly defined prior actions (preconditions) as well
as performance criteria (conditions) while adopting a more fre-
guent monitoring regime in its effort to build in stronger incen-
tives. Such conditionality, it is explained, has often resulted in
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becoming excessively intrusive — both in content as well as
procedure and thusit often covers as part of conditionality areas
which are not within its core competence. Further, though some
of these measures may have helped to persuade governments to
implement those conditions necessary to access the money, itis
said that reforms have often been reversed once the programme
ended, whileaother non-coreconditionsremai ned unimplemented.
In these cases, member countries are constrained by the necessity
to abide by IMF stipulations to engage in financially-driven
tactical compliance and henceit is held that such actions are not
sustainable in the long term since they are characterised by lack
of ownership.

Thirdly, it is felt by some observers that the IMF keeps ex-
tending its agendaresulting in the phenomenon of mission creep
and that the mandate of the IMF has expanded relentlessly since
it was set up. It now covers an increasing number and variety
of responsibilitiesand someanalystsindicatethat thesehave been
essentially placed upon the institution by the majority share-
holders by virtue of their dominant majority of voting power in
theinstitution. Among the new mandatescited ofteninthisregard
are the intensified emphasis on financia surveillance, extensive
work on the formulation and monitoring of Standardsand Codes,
growing involvement in anti money laundering measures and
controlling the financing of terrorism, etc.

Undoubtedly, all these initiatives represent essentially new
areasfor thelMFandinrecent years, thel MF hasfurther extended
itsactivitiesintotheareasof poverty alleviation, debt sustainability
and HIPC, growth issues including governance and structural
reforms. Some question whether the IMF —whose areas of core
competence are related to macroeconomic stability, should ex-
pand its mandateto deal with poverty issues—asubject rightfully
in the domain of the World Bank. Another complication that has
been pointed out relates to the impact of such additional policies
on member countries. Since there is lack of capacity in many
developing and programme countries to effectively deal with
these new issues, and in the attempt to provide them assistance,
the IMF's Technical Assistance operations have expanded in-
exorably withtheresult that expenditureson Technical Assistance
now rivals expenditures on surveillance.

Fourthly, the IMF according to many borrowers, isadvocating
policieswhich arenot provento beappropriate. An examplecited
is that the IMF had been a strong votary of capital account
liberalisation, despite lack of clear evidence that this promotes
economic growth in developing countries. In 1997, the IMF even
considered modifying its Articles of Agreement to make orderly
liberalisation of capital flows one of the objectives of the IMF,
under the assumption that the financial sector needed to be
completely liberalised in al member countries to create an
environment conducive to growth.

In thisregard, other examples cited of policy objectiveswhich
the IMF endorses overenthusiastically without concern for do-
mestic country circumstancesincludeflexibleexchangeratesand
transparency including adherence to standards and codes. There
areavariety of approachesto aflexible exchangerate. The IMF
itself recognises five — the independent float, the managed float
with no preannounced target , the crawling band, the crawling
peg, the pegged rate within a horizontal band. These describe
a range of flexible regimes and it is widely held that to be
prescriptive of any regime without reference to country specific
circumstances may not be desirable. Similarly, it is argued that
while transparency of information can provide credibility and
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accountability, excessive transparency can at times be counter
productive, and in fact providing detailed information to the
market may reduce information diversity, homogenise risk per-
ceptions, and may eveninduceherding behaviour whileimpairing
market liquidity.

The IMF response to these issues may be summarised as
follows: Firstly, on the issue of excessive emphasis on fiscal
consolidation, it has been pointed out that while the original
progranmes designed for Asian crises countries proposed
small surpluses or deficits, these were based upon overly
optimistic assumptions of growth. When it became apparent
that these economies were entering deep recessions, the
programmes were loosened to alow the automatic stabilisersto
operate which resulted in substantial deficits. On the issue of
imposition of some macroeconomic policies, IMF's position
seems to be that it is essentially a result of technical analysis
and subject to acceptance by the member concerned. On IMF's
inclinationto protect theinterestsof financial markets, itsposition
appearsto be that restoring confidence of international financial
market is essential to resume financia flows to the countries
affected by thecrisesand only reasonabl epoliciesinthat direction
are advocated.

Secondly, IMF conditionality, it is explained, has evolved as
part of its mandate to provide ‘temporary support available to
members under adequate safeguards'. The IMF's conditionality
ismeant to provide the mandated safeguards such that successive
tranches of financing are delivered only if key policies are on
track. Conditionality is thus considered necessary to ensure that
the programme country takes the steps that are necessary to
improve its BoP position from the position which necessitated
approaching the IMF in the first place. It is pointed out that the
scope of IMF conditionality broadened in the 1980s when the
IMF began to embrace more explicitly the objective of raising
growth on a sustainable basis.

The IMF cites available evidence to demonstrate that it has
now recogni sed that the conditionality expansion may undermine
national ownership and after a detailed review, fresh guidelines
have been issued streamlining and focusing the IMF's condi-
tionality. These guidelines include shifting the presumption of
coverage from one of comprehensiveness to one of parsimony
thus ensuring that the conditionality proposed is essential to the
IMF programme. Further, efforts are made to ensure a clear
division of labour between the IMF and the World Bank as well
as reduction in the use of structural conditionality including
benchmarks.

Thirdly, thelM Ftransparently recognisesnow thatinternational
capital flows are highly sensitive to domestic macroeconomic
policies as well as to the soundness of the banking system and
other economic and political developments. It also accepts that
markets are not always right, and that they can misjudge or over
react and hencethoughtheproposal toincludeorderly liberalisation
of capital flows as one of the purposes of the IMF by amending
the Articles of Agreement in 1997, the IMF was aiming to play
a stronger role in guiding countries to promote policies and
reforms aimed at liberalisation, helping countries find the pace
of liberalisation that would be most appropriate to specific cir-
cumstances.

Finally, the IMF is clearly indicating that it iswilling to learn
and change. It is noted by the IMF that capital account convert-
ibility by itself may not promote growth. A forthcoming IMF
Occasional Paper recognisesthat financial liberalisation need not
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necessarily promote growth in developing countries and a
threshold absorptivecapacity defined by aviablemacroeconomic
framework as well as sound institutions and governance are
necessary preconditions.?

Between the divergent viewpoints of the IMF and its critics
onthepoliciesof theMF, liesapragmatic middleground. Firstly,
on the IMF’ s response to the Asian crisis, while the IMF may
have recognised earlier that financia liberalisation without a
socia safety net in place may result in hurting the poor, it started
amending its programme design to alow for this only after the
Asian crises. Over the past few years, the IMF has consciously
fostered alearning culture through increased outreach with civil
society groups, parliaments and faith based groups. |ndependent
evaluation of its policies and programmes as well as their sub-
sequent reassessment based on such evaluation also provide
incentives to enhance the learning culture of the organisation.
The recent IMF paper pointing out that financial liberalisation
isnot asufficient condition for growth demonstratesthat the IMF
has now adopted a more nuanced approach to this important
policy, though the IMF still feelsthat itsroleiscrucial to provide
increased benefits of globalisation to all member countries.

Secondly, the extension of the mandate of the IMF is merely
areflection of the sweeping changesin theinternational economic
environment consequent to theincreasing waves of globalisation
since the early 1980s. Increased movement of goods, services,
capital, technology and people across borders have resulted in
world where member countries are increasingly interdependent
on each other. In such situations perhaps there is no institution,
at least not as yet, other than the IMF which can play a critical
roleinclarifying expectationsof financial marketsand mitigating
volatilities of currencies.

Thirdly, theremay beneedto recogniseand acknowledgelimits
of IMF in terms of resources, instruments and mandate, in
managing thevolatilefinancial marketsand seeking to advise the
countries concerned while recognising that the ultimate account-
ability for the policies rests with the governments concerned.

Fourthly, to the extent the international financial architecture,
especialy IMF, is less than adequate in providing satisfactory
support to member countries, it will be essential that the govern-
mentsconcerned managetheir economiesappropriately. AsGhosh
(2002) articulated very clearly while reviewing Joseph Stegliz's
book, it is often the political class in every country and in
particular the nature of governance in the developing countries
themselves which take a country to IMF for support in the first
place, and thus ‘ abject failure of governance’ isamajor culprit
in this regard.

Fifthly, asKhatkhate (2002) pointsout, “ It might surprise many
that even the Fund has become fully aware of these challenges
to the way it has been doing business’.

Concerns Related to Governance of IMF

Thefollowing argumentsare often made pointingtothe‘ demo-
cratic deficit’ in the governance of the IMF. Firstly, the IMF is
described as a plutocracy which is governed by the wealthy and
is considered undemocratic because a large magjority of the
membership — the developing and transition countries who are
in practice the borrowers of the IMF are minority shareholders.
These developing countries, which form 85 per cent of the IMF
membership have a voting power of 38 per cent. The majority
vote of 62 per cent is held by the 24 industrial countries while
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theUSwith 17 per cent of thevoting share, exercisesaveto power
on al important matters considering that major decisionsrequire
a mgority of 85 per cent.

Secondly, it is pointed out that all major decisions of the IMF
are often settled in advance and outside of IMF's governing
structure, at G-7 meetings — starting from the first meeting in
Rambouillet (1975) which agreed upon the proposals for inter-
national monetary reform to the recent ones which agreed upon
the debt reduction to HIPC countries.

Thirdly, itiswell widely perceived that the major shareholders
influencetheMF slending policiestofurther their owninterests.
IMF and Bank lending to the Democratic Republic of Congo
(formerly Zaire) in the early 1980s is often cited as an example
when both these ingtitutions continued to lend to the country
despite indications that the money was not being appropriately
used. The Independent Evaluation Office of the IMF initsreport
on the prolonged use of IMF Resources (2002) has pointed to
the need for the IMF to respond appropriately to the“ appearance
of undue political intervention in the IMF s decision-making to
grant a country resources’.

Fourthly, the top five shareholdersin the IMF ( the US, Japan,
Germany, France and UK ) appoint their Executive Directorsto
the IMF, as compared to the other 19 Executive Directors who
are elected to fixed two year terms. These appointed Executive
Directors serve entirely at the pleasure of their respective Gov-
ernments, and are liable for dismissal at any time. Such a pro-
vision, itisargued, implies greater sense of continuous account-
ability of the five Directors to their respective authorities rather
than to the interests of the IMF as a whole and in some ways
weakens corporate governance in the IMF.

Fifthly, the procedure for appointment of IMF Management
appearsto favour the industrialised countries, which in the view
of some observers, further accentuates the IMF's bias against
the developing countries. The post of the Managing Director of
the IMF is, in practice, earmarked for a European national. A
similar unwritten rule ensures that the post of the First Deputy
Managing Director of the IMF goes to a US national.

Sincethegovernanceissuesarestructural, itisdifficultfor IMF
to have a stance on the issue. Recognising that its operations
are based upon the provisions of the Articles of Agreement —
which are impossible to amend without the support of the major
shareholders, in particular the veto holder, the IMF s response
highlights the opportunities available to devel oping countries to
work within the system.

Firstly, thel M F Executive Board operatesmostly by consensus
by seeking to establish common ground amongst members in
settling policy. As far as possible, unanimity is sought for al
Board decisions, with Executive Directors adopting a spirit of
compromise. In such an environment, it has been held that the
voting strength does not have as great arelevance astheintensity
of the arguments made by the Executive Directors, the technical
expertise backing them and the persuasiveness and diplomacy
displayed by them.

Secondly, whileit istruethat devel oped countries can exercise
veto power in the formulation of IMF policy, it is explained that
such opportunities are available to and have been exploited by
the devel oping countries also. With 37 per cent of the vote, they
can effectively block any major policy proposal (which requires
either an 85 per cent or a 70 per cent mgjority). The developing
countries successfully did so in 2000 when they resisted the G-7
proposal for increase of charges. Such occasions are considered
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to be not very frequent, mainly because the devel oping countries
may not act in concert on the IMF' s Executive Board, in view
of their diversity and systems of representation. Further, it is
explainedthat the G-7 countriesdo not necessarily work inunison
al the time and in fact the US, western Europe and Japan
frequently differ on major issuesof policy and management, with
each exhibiting often different regiona links.

Thirdly, it is pointed out that the IMF is essentially amonetary
institution and its governance must be consistent with the con-
tributing capacity of itsmembers. It isargued that only with such
aprovision will creditor countries be willing to support the IMF
through their quota contribution — they should have a say in the
deployment of thelMF’ sfunds, sinceitisessentially their money.
In addition, demonstration of such arole for creditor countries,
itisurged, isessential to enablethelMFto maintainitscredibility
with markets. Further, from a purely financing angle it is held
that evenif thequotaof devel oping countrieswereto beincreased,
some of them may be unableto contribute therequired amount of
suchincreasesin hard currency to the general resourcesof theIMF.

Fourthly, thereis evidence of some progressin the procedures
for selection of senior functionaries in the IMF. After the pro-
longed exercise of selection of the present Managing Director
of the IMF in 2000, a joint working group was established in
the IMF/World Bank to put forward procedural guidelines for
the selection of these Chief Executivesin the future. The group
recommendedthat asafirst step, ExecutiveDirectorscould decide
on the required qualifications of the candidates and establish an
advisory groupwhichwould review applicantsand submit ashort
list to the Board. The Board would then select the candidate.

Finally, by enhancing the transparency of IMF policy and
country documentation as well as by the establishment of the
Independent Evaluation Office, the IMF holds that it is now
recognising itsaccountability to global stakeholders, suchascivil
society, faith groups, parliamentarians, etc, and not merely to
member countries.

A balanced viewpoint on the issue of IMF governance must
recognise the realities governing a monetary institution owned
by governments, who find it hard to be above what are considered
to be national or political interests. However, changes to reflect
new global economic redlities ought to demand attention.

Firgtly, whileitistruethat thel M F operatesbroadly by consensus,
this is not the case for significant issues where thereisa sharp
difference of opinion. In such cases, the decision of a minority of
the Executive Board — which has the majority voting power holds
sway. Whileunanimity remainstheobjective, inview of thediverse
membership and differing interests, the achievement of a ‘large
majority’ is seen as adequate for many decisions.

Secondly, one possible way to achieve a higher voting profile
for the devel oping countries could be through possible reduction
inthe aggregate voting and quotashares of some of the devel oped
countries, whose economic strength is inconsistent with their
voting power. Presently Belgium (with a GNI of $ 252 hillion
and voting strength of 2.15 per cent) and the Netherlands (GNI
of 400 billion and voting strength of 2.41 per cent) have alarger
voting power than India(GNI of $471 billion and voting strength
of 1.95 per cent). Such anomalies reflect the advantage small
countries with large trade enjoy under the present formulas. In
thepast, thesizeableweightsattached toforeigntradeand officia
foreign reserves served these European economies well when
regional integration had not yet proceeded far and they needed
large quotas given the very open nature of their economies. With

3307



the progress of the EU, today most of these countries have
one currency, one exchange rate and one regional balance of
payments. Inview of theserecent developments, it ispossible
to aver that the voting power of the 15 European Union
countries need not be as high as 29.9 per cent and could be
moderated to accommodate the aspirations of the devel oping
countries.

Thirdly, a large number of developing countries (like China,
India, Saudi Arabia, Malaysia) have acquired substantial foreign
exchange reserves. This gives credibility to their demand for
increased quota which they can back up with increased contri-
butions to the IMF.

Fourthly, the present practice of sharing of the top postsin the
World Bank and the IMF between US and Europe and Japan
being ‘allotted’ the office of the President of the Asian Develop-
ment Bank seemtowarrant areview and amere changein process
of selection may be less than adequate.

Fifthly, while progress has been made in the transparency of
IMF documentation — this has not extended to the working of
theBoards. It canbearguedthat Executive Board membersshould
be willing to have their stance and voting positions on various
i ssues, become public knowledge as the decisions made by them
affect thewelfareof thepeopleacrosstheworld. Toimpart greater
transparency, agenda, transcripts, summaries and minutes of the
IMF Board could also be published after alag of ashorter period,
than the present five-year period.

Sixthly, theemphasi son consensus adopted by theBoard could
dilute the stance of individual Board members, whose positions
are unclear behind the ‘mass of consensus generated in the
Board. To some extent, it can be argued that this diffuses their
accountability.

Finally, the resources available to the IMF for lending are not
tapped from the market, but are made accessible from the capital
contributions of those member countries which have strong
currencies. Of the 184 countries which are members of the IMF,
only the currencies of 44 membersare strong enough to be usable
internationally. The quota contributions of other 140 members
of the Fund, which form about 30 per cent of the IMF's total
guotacontribution of SDR 212 billion are essentially not usable.
In such circumstances, the 44 creditor countries whose quota
contributions are used for the IMF’ s lending operations, seek to
have a larger say in the disposition of credit and in putting in
placeadequate safeguardsin thelending process. Thus, evenwith
arebalancing of voting power, creditor countriesmay tendto have
a greater weight in the IMF.3

Concerns Related to IMF's Financing Framework

Concerns relating to the IMF's financing framework are not
widely appreciated, in spite of their relevance. This is because
partly it isconsidered internal and partly because of the complex
nature of the IMF's financing mechanism and the terminology
used. A loanisa‘purchase’, repayment is ‘ repurchase’, interest
payment is ‘charge’ and repayment is based upon two different
schedules — a recommendatory ‘ expectations schedule’ and a
mandatory ‘obligations schedule.” In this regard four main
concerns have been expressed regarding the IMF's financing
framework.

Firstly, at themargin, theburden of additional IMF expenditures
isborneamost entirely by theborrowersinthe General Resources
Account (GRA) of the IMF.4 The IMF operates its financial
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structureina‘bottomsup’ approach. Itisbased upontherequire-
ment that a certain amount of net income must be generated after
meeting all its expenses.® It adjusts the rate of charge to meet
thisrequirement so that after accounting for al its commitments,
the projected net income for a particular year is generated.

Whenever the administrative expenses are increased in the
IMF, the total expenditures would correspondingly rise. As the
projected net income is not reduced, the projected gross income
will have to rise and thus the rate of charge will aso have to
rise. Effectively, whenever the IMF expands its mandate to new
areas which justify additional administrative expenditures, this
will be borne mainly by the GRA borrowing countries.”

Secondly, the income generating structure of the IMF is com-
plex. Theaccounting proceduresof theIMF allow for two sources
of income — general income and other income. General income
is derived from borrowers who pay charges on their borrowings,
aswell as service charges, commitment fees and special charges.
The IMF s other income, which is also derived from borrowers,
comprises surcharges levied on purchases under the SRF, CCL,
the credit tranches and the EFF.8 These surcharges are levied as
adisincentive for large and prolonged borrowing rather than for
the purposes of deriving income. However, the IMF's other
income — SDR 650 million derived from surchargesis six times
its regular income — SDR 108 million from charges. Further the
surcharge income stream is separated from the regular income
stream, though both areeventually creditedtotheFund’ sreserves.
If other incomeis merged with the general income account, there
is considerable scope for reducing the rate of charge and thus
giving relief to GRA borrowing countries.®

Thirdly, the process of accumulation of reserves in the IMF
may be seen as not necessarily in the best interests of the bor-
rowing countries. The Board —with its creditor country majority
feelsthat thelevel of reserves needsto be substantially enhanced
fromthepresent $ 4.3billion. Theentireburdenof providingthese
reserves is placed on the GRA borrowing countries — who are
required to finance them through charges and surcharges levied.

Fourthly, member countries which arein aneutral position do
not bear any part of theIMF sexpenditure burden. Sincethe IMF
essentially recoversitscostsfrom borrowersand (to some extent)
creditors, those member countrieswhich areinaneutral position,
i e, who are neither creditors to or borrowers from the IMF do
not pay any charges to the IMF at all.

The justification advanced by the IMF on the issue of charges
paid by GRA borrowing countries is mainly related to the cost
of the alternate financial sources available to such countries.
Firstly, the cost of the IMF's support to the borrowing country
ignoresthe opportunity cost —the cost that the borrowing country
would have paid in the international market if it had been able
to tap it for a loan. Borrowing countries usually approach the
IMF when outside credit dries up, and no agency is willing to
provide them further financing, and those that are, will charge
very highrates. The IMF isthusnot levying ahigh rate of charge
even when all the surcharges are taken into account. Secondly,
from procedural point of view, it is explained that income for
surcharge on purchases are excluded from the calculation of
regular net income because such income could significantly
distort the rate of charge in any given year. More importantly,
including the income from surchargesin the determination of the
rateof chargewould defeat the purposefor whichthesesurcharges
were established, i e, to set ahigher rate of charge which would
act as a disincentive to large and prolonged use of IMF credit.
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Thirdly, reservesneed to be built up based uponthelevel of credit
outstanding, and the only way to accumul ate reservesisthrough
appropriation from income — whether it is net income or other
income. Thereforenecessarily, chargesrecoveredfromborrowers
have to finance such reserve accretion. Finally, the financing
framework of theMF isconstructed based strictly onthe Articles
of Agreement andthereisnointentiontobeiniquitousto borrowing
countries.

Laying out aclear position on the issue of the IMF sfinancing
framework isacomplicated exercise, but thefollowing narration
isintended to lay out the broad parametersfor further discussion.
While it may be true that the IMF s rate of chargeis reasonable
when compared to alternate means of financing available to a
country in crisis, this does not, by itself, provide justification for
the IMF laying the burden of al its expenditures on GRA
borrowing countries. The IMF s administrative expenditure is
incurred on account of four broad categories of its activities
(a) multilateral and bilateral surveillance, (b) Use of IMF Re-
sources (c) Technical Assistance and (d) Research. The expen-
diture relating to use of IMF resources, i €, providing financial
support to borrowing countries forms only about 35 per cent of
the total budget. The balance 65 per cent of the IMF's budget
goes towards activities which benefit al members (assuming
technical assistance is a global public good). Thus idedly, all
members should bear the burden of IMF activities not directly
related to the IMF' slending programme. It would be reasonable
to assume that in addition to their share of expenses incurred
onaccount of IMF's* publicgood’ activities, borrowing members
should bear the additional burden of the expenses related to the
use of IMF resources, i e, lending related costs. At present the
borrowing members pay not only the lending related costs of the
IMF but also al the other charges of the IMF related to activities
which benefit the other members also. One way in which the
positionof theborrowing countriescould bemademoreequitable,
isthrough the application of atwo part rate of charge by the IMF
— agenerd rate of charge to be paid by al member countries
which would be earmarked for expenses related to the ‘public
good' character of the IMF and an additiona lending rate of
charge which would be paid only by borrowing countries and
would be appropriated towards the expenses relating to the use
of Fund resources. Such an approach will additionally resolve
the issue of neutral position members not bearing any burden
of the IMF's expenses.

Anissuerelatedtothe Fund’ snetincomeprojections(and hence
the rate of charge which will be applied to borrowing members)
isthe desired level of reservesin the IMF and at what pace these
reserves should be accumulated. As has been mentioned earlier,
a higher rate of reserves and thus a higher rate of accumulation
will demand the projection of a higher net income which in turn
will require a higher rate of charge. While it may be difficult
to agree on objective criteria for determining the ideal level of
reserves, this issue could be examined against the background
of the six categories of risks against which reserves provisions
areroutinely madein thebanking sector. Threecategoriesof these
risks, namely, credit risk, liquidity risk and legal risk have been
effectively managed through the design of the IMF' s financing
framework as well as obligations enshrined in the IMF Articles
of Agreement.10

Thelevel of reservesto be accumulated by the Fund may then
need to beinfluenced by perceptionsof theremainingrisks. These
riskscouldincludemarket risks, operational risksand reputational
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risks. It isagainst these risksthat the IMF would seek to insulate
itself through the accumulation of reserves. In this regard the
following points need to be considered: (a) Ason April 30, 2002,
the IMF held 103.440 million fine ounces of gold valued at SDR
25.1 billion (approx US $ 35 billion).11 However, inits balance
shest, this gold is valued at only SDR 5.8 billion — 23 per cent
of the market value. Thus gold reserves are undervalued to the
extent of about SDR 20 hillion — which is about four times the
presentlevel of precautionary balancesof thel MF.12 Thiscushion
of underestimated gold reserves provides additional strength to
the IMF s balance sheet and it is desirable that thisis explicitly
recognised while debating the optimum level of reservestheIMF
should aim for. (b) Presently, net income of the IMF is derived
asapercentageof general reserves. Usually, thenetincomefigure
is based upon arequirement that reservesincrease by 5 per cent.
Under such a dispensation of pro rata contributions — as reserve
levelsincrease, the absol ute amount of accretionsto reservesalso
may increases, instead of moderating. This may not be awholly
appropriate approach to strengthening reserves, specially assuch
increase is entirely funded by GRA borrowing countries. Thus
the pace of accumulation of reserves need not rise as reserves
themselves rise — an argument for slowing down the pace of
accumul ation of reservesasreservelevel sriseneedstobeexamined.
It is also debatable whether, as the IMF argues, the surcharge
remains an effective disincentive to large and prolonged use of
IMF credit. Clubbing the surcharge income with regular income
will make this annual IMF flow exercise more transparent, and
alowfortheMF sreservesto bebuttressed from asingleincome
stream rather than two. While such amove will slow the present
pace of accumulation of reserves, it will aso underline the need
for the membership as a whole to bear the burden of financing
reserve accumulation instead of the GRA borrowing countries
alone.

[l
Current Dilemmas

Like most organisations involved in public policy, IMF aso
faces dilemmas or tradeoffs in many areas of decision-making
and judgments are often called for, though they are within well-
defined rules, procedures and precedents. Judgments are indeed
acollectiveresponsibility of the organisation but they do remain
significant for both management and the Board in policy aswell
as implementation. Some of them are illustrated here.

Has Adjustment Become Disproportionate to the
Needs of Financing?

A country facing a BoP problem has the choice of financing
through running downitsreservesor by international borrowing,
when such gap is judged to be transitory. If the imbalance is of
a persisting nature and becomes difficult to deal with, a com-
bination of financing and adjustment is required. In a difficult
situation, normally the credit and capital markets shut their door
and the country may need to approach the IMF for meeting the
financing gap. Hence, there is a tradeoff between financing and
adjustment. IMF, through its quantitative performance criteria
on various macro indicators and also structural conditionalities,
aimsto lay a sustainable path for adjustment for the country. In
the earlier periods, IMF programmes were short and adjustments
were minimal. In the era of capital market liberalisation and
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floating and volatile exchange rates, the financing needs of crisis
afflicted countries have become rather large, and reuse of IMF
resources has got prolonged, expanding the role of adjustment.
Countries, however, may findit difficultif theadjustmentissevere
and the path is not smooth, particularly when costs of adjustment
becomes poalitically unacceptable.

ThelMF financing now isconcentrated in afew countrieswith
large exposures. It is increasingly perceived that the financial
needsof adjustment have becomelarger and the IMF, with access
limits in place and with limited resources, encourages member
countriesinsuchadirection. Giventhat firstly, theact of acountry
approaching the Fundfor support often generatesan‘ undesirabl e’
domestic political message; secondly, compliance with Fund
conditionality conseguent to a programme may have deep and
lasting impact on the domestic polity, and finally the emphasis
on adjustment referred to earlier, thereisatendency for countries
to shy away in early stages of BoP difficulties from turning to
the IMF. In brief, the dilemmas relate to the stage at which the
country should approach the Fund for support, what should be
the level of adjustement the country is prepared to undertake,
how much is needed from the IMF as a minimum for managing
the crisis-situation, how much support the IMF will provide in
thisenvironment, how does one assess both upside and downside
risksof alternative paths of adjustments given the countries' own
prioritiesfor adjustment aswell asthe perceptionsof thefinancial
markets on acceptance parameters of adjustment. Further, while
each country is* unique’, thereisal so understandabl e expectation
of uniformity of treatment of the member countries.

What Kind of Signal Can the IMF Give?

IMF hasaccessto country data/information anditssurveillance
report when published could send signals to markets. In this
regard, onequestionisthat whilemaking assessmentsof country’s
compliance with various standards and codes, whether the IMF
should adopt a score-card approach of classifying economies.
While nuances of IMF analysis by itself can be read by markets
and themarkets could form judgments based on information/data
disclosure, IMF turning into a‘rating agency’ may lead to ‘ cred-
ibility’ problems, particularly because IMF itself isa‘lender’ in
the international market. In signalling the stance of IMF, there
is also a problem for IMF of assessing the ways of creating or
restoring market-confidence in the near term which may not
necessarily coincide with what appears to be a prudent medium-
term policy or consistent with social goals of a country.

How Far is IMF Accountable to Its Programmes?

Whilethel M Fexpectsownershipand commitment frommember
countries, it is debatable whether the IMF is sharing the own-
ershipwith countrieshaving IMF programmes. Many atimethere
could be divergence of views regarding policy prescriptions and
implementation between the authorities and the IMF. The fact
remains that whether the failure of programme is due to faulty
implementation by authoritiesor duetofaulty programmedesign,
theburden of cost isentirely borne by the member country. While
in non-programme countries, following IMF's policy advice
remains generally voluntary, in programme countries, thereisan
element of compulsion. Thus, for any failure of programme due
to its programme design, the IMF is in many ways accountable
and in fact faces at least areputation risk. A combination of the
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prevalence of judgments on the path of adjustment and uncertain
accountability poses complex dilemmas to both member
concerned and the IMF.

More Conditionality or Less Conditionality?

The larger the component of adjustment, greater are the con-
ditionalities. Over years, the scope of conditionalities has ex-
panded beyond thetraditional monetary, fiscal and exchangerate
related areasto structural measuresinlabour and product markets,
trade, legal reforms, public sector management, etc. The IMF
has adopted modified conditionality guidelines to make them
relatively parsimonious and to improve country ownership and
commitmentto policies. Larger number of conditionalitiesreduce
the incentive for countries to approach the IMF and dilute the
ownership, because of difficultiesin getting political acceptance.
It has been argued that conditionalities must be parsimonious
and founded on IMF' s core areas of responsibilities like macro-
economic parameters and structural conditionalities should be
limited to interrelated areas. The IMF's trilemma is to ensure
the ‘revolving nature of IMF resources', while simultaneously
convincing the financial markets about overall soundness of
policies prescribed and making the conditionality acceptable to
the programme-country. In this complex scene, there is also a
view that conditionalities are less than uniform due to political
economy considerations among the membership.

Candour and Transparency versus Market Sensitivity

While strengthening surveillance, one of the argumentsisthat
the IMF should show candour in its reporting and bring out
vulnerabilities in more clear terms. Similarly, by advocating
transparency in monetary, financial and fiscal policies, as part
of promotion of international financial standards and codes, IMF
has been advocating transparency and disclosure of information
and data, including details for instance of possible bailing out
of institutions. Whiletransparency iswelcome on the part of both
the IMF and the member countries, the mainissueis‘what’ type
of information/data could be disclosed and ‘when’ such infor-
mation/data are to be made public. Marketsin the integrated and
globalised world generally overreact to new information and any
panic created by adverse information can prove to be damaging
duetosdf-fulfilling expectations. Therefore, prudent publicpolicy
both at domestic and international levels would require caution
in transparency policy so as not to create panics or knee-jerk
reactions in the market. There is no denying the fact, however,
that the IMF should exhibit candour and transparency, as part
of itsinternal monitoring and review mechanisms. There should
be a careful tradeoff between internal transparency and external
transparency.

Coordination with World Bank and other International
Institutions

With participation of both IMF and the Bank inresolving crises
in recent periods and the enhanced role of the IMF in develop-
mental and structural issues, coordination between the IMF and
the Bank has assumed a critical role. While arrangements exist
for clear demarcation of responsibilities, based ontheinstitutions’
areas of core competence, there are severa overlapping areas.
For instance, in the area of public expenditure management,
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IMF's prescription of ‘primary surplus budgets, as part of
performance criteria, may clash with Bank’'s developmental
objective of budgetary expenditures. In the case of trade-related
matters, the multilateral objective consistent with WTO frame-
work may, at times, clash with IMF’ s views on the basis of BoP
considerations. On such issues, the IMF could face a dilemma
of ‘how far’ and ‘to what extent’, the coverage and scope of
conditionalities, as also surveillance, should extend.

[l
Issues for Discussion

On the assumption that some reform of IMF isadesirable and
feasible objective towards improving the international financial
architecture, three issues are posed for discussion viz. Should
IMF ssurveillancebeindependent of itslending?How tominimise
the democratic deficit in the functioning of the IMF? And can
the IMF be a lender of some if not the last resort?

Should Surveillance Become Independent?

In crises prevention, one of the major steps taken by the IMF
is towards strengthening its surveillance mechanism — of multi-
lateral, bilateral and regional levels, through Article IV consul-
tations, FSAP and its periodical assessments of standards and
codes under ROSC. It may be recalled that after the collapse of
the Bretton Woods system, and theintegration of capital markets,
surveillance over members' policies has been the focal point of
international cooperation. Laying utmost importance to surveil-
lance function, UK Chancellor of the Exchequer Gordon Brown
said recently that the strategy is to make the IMF as credible
and independent from political influence in its surveillance of
economies as an independent central bank should be in the
operation of domestic monetary policy. Theeffort of surveillance
is to detect problems at an early stage, influence members
policies appropriately and help strengthen crisis prevention.
Ed Balls, Chief Economic Advisor to UK Treasury has, in a
recent speech at the Institute for International Economics,
made out a case for independent IMF surveillance. According to
him, asurveillance should reflect the following features: authori-
tative, commanding international respect; comprehensive, cov-
ering all issuesrel evant to economic stability; focused, highlight-
ing most important risks and vulnerabilities; influential, reflect-
ingalignment of country problemswith policy recommendations;
and accountabl e, to retainthe necessary influenceand | egitimacy.

Thereisaninherent conflict between effective surveillanceand
prolonged use of IMF resources by amember. Working to reach
an agreement on a programme and to restore confidence, many
atime result in adverse incentives to become overoptimistic in
the surveillance of risks. Secondly, doubts are raised that in
respect of non-programmecountries, whether surveillanceiseven
across the membership or is biased towards low income and
developing countries. This has become a structural issue. Even
peer pressures at times may turn into peer protection. On this
basis, Ed Balls, drawing on the British model of central bank
independence, has argued that as in the case of central bank’s
autonomy in monetary policy, the IMF surveillance can be made
operationally independent, devoid of potential influence from a
single or a small group of member countries. One way of im-
proving surveillance is to provide the IMF with a ‘fresh pair of
eyes in key countries with active programmes. But, as a matter
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of long-term solution, Ed Ballshassuggested that thesurveillance
and lending functions be made separate.

One thought that could be thrown up for discussion now is
whether the IMF in addition to the present arrangements, can
have a separate Board of Surveillance el ected/nominated by the
present Board of Governors. ThisBoard could consist of Central
Bank Governors (represented on rotational basis) or could be a
sub-committee of the Executive Board. ThisBoard, whichwould
be fully responsible for the surveillance functions of the IMF,
would have members with equal voting power. This distinctive
feature of membersof the proposed Board of Surveillance having
equa voting powers, without any weightage for quotas, would
enhance the credibility of itsworking. Thisproposal could make
the surveillance process somewhat independent of political in-
fluenceinasmuchasmost central banksarelesspolitically oriented
and are more tuned to financial markets. This would aso be
consistent with the view that regulation and supervision should
be separate from financing functions within economies and that
central banks should be independent of governments. It must be
recognised that under the proposed arrangements IMF initsrole
as alender will continue to closely monitor the programme, as
any responsible lender would.

An additional advantage of this suggestion is that it directly
addresses one of the concerns articulated earlier relating to the
Fund’s financing framework. This is the issue of equitably
distributing among all the member countriesthe Fund’ sexpenses
incurred on account of its activities relating to its public good
nature—surveillance, research, etc. Presently borrowing countries
pay for al the Fund’ s administrative expenses even though only
about 35 per cent of it is attributable to the Fund's lending
functions. All member countries must bear the cost of providing
surveillance and other public good functions of the Fund and this
can be effectively achieved if the above suggestion to formally
separate the surveillance function is considered.

Minimising the Democratic Deficit

Improving IMF governance and thus reducing the ‘ democratic
deficit’ inits functioning needs to be approached through struc-
tural reformsaimed at redistribution of thevoting power amongst
member countries. Of the total membership of 184 countries, 24
industrial countries hold 62 per cent of the vote. The 160
developing and transition countries, which form 85 per cent of
membership have a voting power of only 38 per cent. Mgjor
decisions in the Fund require an 85 per cent or a 70 per cent
majority — which can be blocked by the US aone or the G-7
working in concert.13

This situation is accentuated by the fact that the spectrum of
countries borrowing from the IMF has narrowed since the 1980s.
It now includesonly thedevel oping and transition countries. Prior
to this, even the developed countries used to borrow from the
IMF. For example, the UK borrowed about $ 9 hillion between
1947 and 2000 and is ranked as the sixth largest borrower from
thelMF during thisperiod.14 Eventhe USmadeareservetranche
drawing in 1978. With the developed countries no longer bor-
rowing from the IMF, the IMF has lost some of its credit union
characteristicsand thereisatendency for thecreditors’ viewpoint
todominatein| M Fdecision-making. Memberslikelndia, Mexico,
South Korea, Poland who were borrowers, and are now lenders
doreflect thecredit union character of theMF, but suchinstances
are not many. Most of the borrowers are developing countries
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who have never been lenderswhileavery few of thelendershave
been borrowers since the past two decades. This often creates
asharp discontinuity between the viewpoint of these two groups
on the functioning of the IMF.

A further issue is the problem of removing distortions in the
present distribution of voting power. For example, as mentioned
earlier, countries with lower GDPs have higher voting powers
merely because of its high trade. Such anomalies reflect the
advantagesmall countrieswithlargetradeenjoy under thepresent
guota formulas. The present quotas are not representative of the
size of the economies of members, their ability to contribute and
their relative importance in world trade and financial markets.
Thepresent formulasunder which quotasare cal cul ated thusneed
to be revised keeping in mind the sweeping global changeswhich
have occurred since they were first adopted in 1945.

Voting power is decided based upon quotas of member coun-
tries. Quotas are arrived at based upon a set of five formulas.
Five parameters are used in the present quota formulas — GDP
at current market prices, Reserves; Current Payments; Current
Receiptsand Variability of Current Receipts. It isuseful to focus
attention on two of these asmost relevant variablesfor designing
guota formulas. The objective is that the formulas truly reflect
the member’s position in the world economy as well as the
member’ sability to contributeto IMF resources. The suggestions
listed below relating to the use of PPP based GDP as well as
the treatment of intra-monetary union trade, will result in a
significant redistribution of voting power in the Executive Board
while retaining the veto power of the US (without which stipu-
lation, any proposal has little chance of success).

Presently, market exchange rates are used in converting GDP
expressed in national currency to SDRs in the quota formulas.
This obscures the relative strength of the economy at the global
level for the purpose of international comparison. GDP converted
at PPP rates will better reflect the real value of total output
produced by a country. Global trade fluctuations have an asym-
metric impact if compared at market exchange rates, as the
consequent underval uation of the output of developing countries
ismuch greater compared to that of the devel oped countries. Two
arguments are used against the use of PPP based GDP. First that
this may not always correctly indicate a country’s ability to
contribute to IMF resources and second that accurate data for
all countries are not readily available. The first objection over-
looks the position that a large number of developing countries
are now in a position to supply liquidity needs to the IMF as
they have reasonably steady currencies, large reserves and a
comfortable balance of payments position. For afew, which may
have somedifficulty, wecan explorealternativewaysfor meeting
this requirement, as donein the past. A quotaincrease will thus
not create asignificant barrier to contribution by such countries.
Issues of data quality and availability can be resolved through
a determined effort to replace estimates by actual price surveys.
By providing technical assistance, countries can be motivated to
support price surveys and suitable transitional arrangements can
beworked out intheinterregnum. Dataproblemsrelating to price
comparison are not significantly different from the problems
associ ated with measurement of variability of current receiptsand
net capital outflows; which variables are already being used in
the quota computations.

The calculated quotais linearly related to certain trade based
parameters. The sum of current payments and receipts is a
parameter in three of thefive quotaformulaswhilethevariability
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of current receiptsis a parameter in the other two. These do not
appear to be appropriate measures for use in quota calculations
for a number of reasons. Firstly, current receipts, are recorded
on gross value, which unduly biases this variable in favour of
countries largely engaged in processing imports for re-export.
Secondly, such a problem is accentuated in countries, which are
part of acurrency union where the trade turnover measure would
substantialy overstate the financing requirements. The Articles
of Agreement mandate the IMF to support adjustment of tem-
porary disequilibriainthebalanceof payments. Thisclearly refers
to payments in external currency. Consequently, trade within a
currency area, say the EMU should be excluded from the com-
putation of quotas. It has been argued that monetary union cannot
be treated as a single economic unit like a country, as the IMF
deals with states and not other entities. However, equaly, trade
within such a union, which may neither precipitate a BOP dis-
equilibrium nor impact on an external financing need, should not
beincluded for the purpose of quotacalculations. Thirdly, it may
not be possible to measure such trade flows accurately. Thus,
al intra currency union trade flows should be removed from
consideration for quota caculations, as this is a major factor
contributing to the present distortion in quota distribution.

Is IMF a Lender of Last or Some Resort?

Thereisincreasingly ageneral acceptance of the argument that
IMF should in effect be alender of the last resort, meaning that
it should be authorised and able to inject additional international
liquidity inthe event of acredit crunch and thiscould be achieved
through creation and selective alocation of SDRs. This could
provide confidence to the international financial system, as the
central banks in domestic financial markets provide some con-
fidenceto overcomeliquidity shortagesand payment crises. Even
in the case of central banks, however, there is atension between
whether the problem of contagionison account of liquidity crisis
or a solvency crisis. If solvency is the major issue, liquidity
provisiononassured termswouldleadto* moral hazard’ problems
asinthe case of ‘bailing out’ of financial institutions by central
banks.

Liquidity provision may be needed not necessarily at the time
of crisis. It may berequired earlier, well before the BoP problem
turns into a crisis. Here, the argument is that the IMF should
provideprecautionary financing through appropriatemechanisms
so that the liquidity crunch is avoided. As many countries resort
to IMF lending, mainly as last resort, the efforts of the IMF, to
be alender of first resort has not worked in practice. The failure
of CCL demonstrates this, with no country participating, for a
variety of reasons mainly stemming from the fear of adverse
market signalling that such financing might create.

Inidentifying IMF asthe lender of last resort, there are certain
factorswhich need to be kept in view. Creation of liquidity, even
on short term basis, should not conflict with the ‘borrowings
that can be undertaken in the international markets. In principle,
a liquidity creator should not be a borrower. Secondly, the
liquidity creation by acentral bank is guaranteed by asovereign
in domestic financial system. As regards the IMF it does not
strictly speaking borrow in the international private markets.
NAB/GAB borrowing agreements are concluded with sovereign
countries and not private suppliers. Further the IMF s liquidity
instrument — the creation of SDR —is implicitly guaranteed by
all member countries.
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However, the central banks create liquidity not only to resolve
crises, but also to smoothen market functioning. It can justifiably
argued that the IMF's liquidity creation ability should be in
situations when (a) countries in financial crisis require support,
and (b) when the IMF has run out of its own resources as well
asthe available funds under the arrangements to borrow. To this
extent, the IMF should remain a conditional liquidity creator.

In other words, IMF can remain only as a quasi lender of the
last resort or as Bimal Jalan puts it, “IMF is a lender of some
sort”. Toenhancetheresourcesavailable, India, therefore, argued
for issuance of SDR by IMF to itself for use in contingencies
subjecttoapre-determined cumul ativelimit and other appropriate
safeguards. Such a mechanism would enable creation of ‘tem-
porary liquidity’ whichwould beexhumed whenitisrepurchased
by the borrowing country.

It must be recognised that the IMF's effectiveness would be
enhanced even asaconditional limited liquidity creator irrespec-
tive of whether this facility is actually operated or not. The fact
of availability itself could enhancethel M F scapacity toinfluence
markets. Coupled with the ongoing work on the SDRM as well
as progress in Collection Action Process, this initiative would
strengthen the IMF's effort towards crisis resolution.

Finally, this proposal to make IMF a‘lender of some sort’ as
described by Jalan, with authority to create limited liquidity
temporarily perhapswith severe constraintsis al so suggested for
further discussion.

\Y;
Conclusions

The Fund was created “to promote international monetary
cooperation through a permanent institution which provides the
machinery for consultation and collaboration on international
monetary problems’ against the background of the ‘lose-lose’
policies adopted by countries during the inter-war years. The
expansion and balanced growth of international trade was con-
sidered fundamental to this objective which was sought to be
achieved by promoting a fixed exchange rate system. The IMF
had the characteristics of a cooperative credit union but with
unequal rightsand obligationsto memberswheremembersfaced
withtemporary bal ance of paymentscoul d accessresourcesfrom
other members while any fundamental disequilibrium which
necessitated policy changes, and to the extent they warranted
alteration of the fixed exchange rates could do so with the
consent of the IMF. Creation of liquidity through SDRs,
introduction of mandatory consultations or surveillance,
establishment of new windows for assistance to members, and
more recent changes in policies or procedures were IMF's
responses to emerging global situations such as the abandon-
ment of fixed exchange rates, oil shocks, transformation of
centrally planned economies, debt-crises, increasing levels
of contagion particularly relatableto volatile capital flows, and
severeresentmentin many foraonthel MF sroleandfunctioning
in several respects.

The current realities are characterised by practically universal
membership of countriesin the Fund, elimination of ideological
extremes relating to role of markets, radical increase in interde-
pendence of countries especialy in financial markets; and wide-
spread criticism of its functioning. The IMF is seldom lending
toindustrial countries; the scale of financing, urgency of Fund's
responseand thesignallingimpact of itsstancehaveall increased
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whilethe link between economic fundamental s and domestic
policies of developing countries is becoming increasingly
difficult to comprehend. Efforts to design new institutional
mechanisms to replace or supplement IMF to meet the new
challenges have not borne fruit. In brief, while the new redlities
reflected by the technological developments and ideological
orientation, do appear towarrant new global institutionsor radical
changes in existing ones the search for such changes has not
yieldedresults. Hencetheimportanceof appreciatingtheconcerns
related toworking of IMF and exploring areasfor someimprove-
ments.

MainconcernsrelatingtolMF spoliciesarerelatabletointrusive
conditionalities without due regard to the needs of and impact
on the borrowers, with expanding scope of surveillance applied
asymmetrically between borrowers or programme countries and
otherswith no financial accountability except that of reputational
risks. The response of the Fund has been to attune its policies
to meet these concerns, emphasise aspects such as nationa
ownership, leaving culture, transparency in its operation, inde-
pendent evaluation and wider consultations. However, the basic
limitations of resources, instruments and mandate in meeting the
problems arising from volatile financial markets explain some
of the persisting concerns.

There is also concern at democratic deficit in the governance
of the Fund, primarily attributable to structural aspects of dis-
tribution of voting strength and membership of the Board. The
persistence of structural issuesis explained as partly on account
of reluctance of existing controlling interests to accept changes
and partly on account of the demands on financia resources as
well as financial markets perception. Some processes or pro-
cedures are sought to be implemented to reduce the impact of
such structural issues on actual functioning. There is, however,
some scope for acceptable changes in structures, and represen-
tation by capturing the developments especialy in Europe and
Asia, to bring about a better balance without undermining the
requirements held to be important for a monetary institution.

Another area concerns the inequity of the Fund's financing
framework, in that adisproportionate part of burden of financing
of the Fund's activities is borne by borrowers since the cost of
surveillance activities which are essentially global public goods
are not shared by the membership equitably.

Thereare several dilemmasor tradeoffsor judgmentsinvolved
in the functioning of the IMF which could help appreciate the
validity of some of the concerns expressed. These relate to the
financing needs of a borrower vis-a-vis the extent and path of
adjustments; the problems in signalling stance of the Fund
faithfully but with due regard to market sentiments as well as
members' sensitivities; the accountability of the IMF vis-avis
the safety of its resources; the breadth vis-a-vis the depth of
conditionality appropriate to each country, given the expectation
of uniform treatment of members, transparency and candour —
internal vis-a-visexternal; and itsjurisdiction in relation to other
international institutionsin view of increasing interdependencies
in the policies.

Three major issues are posed for discussion to meet to some
extent these concerns and improve the quality of resolving some
of the tradeoffs and judgments involved. The first suggestion is
to separate the surveillance function from lending, making the
former somewhat independent of political processes as well as
weighted voting structure. The second suggestion is to remove
the distortion in current voting strength by recognising intra-
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monetary union trade as not amounting to international trade
since neither currency nor trade restrictions are in place and
by accepting the Purchasing Power Parity basis of GDP
computation. The third suggestion proposes that the Fund be
givensomeauthority to createlimited but temporary liquidity,
under certain circumstancesto be, asBimal Jalan put it, “ alender
of some resort”. As may be observed, the three suggestions
should be treated as a package to make some incremental
changes to the structural aspects while persisting with the
eminently sensible changes in the current policies and pro-
cedures of the IMF.@]
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[Edited text of lecture delivered at IGIDR, Mumbai, on April 25, 2003. The
paper reflects the author's personal views. The author is grateful to K
Kanagasabapathy, V Bhaskar and R Gaubafor their advice, analytical inputs
and assistance. The usual disclaimers apply.]

1 Inthewake of theeast Asian crisis, the establishment on atemporary basis
of theGroup of 22 (referred to also asthe* Willard Group”) wasannounced
by president Clintonandtheother leadersof APEC countriesat their meeting
inVancouver in November 1997. Its purposewasto promote consultation
and cooperation among key industrial and emerging market countries on
issues pertaining to the stability of the international financial system and
effectivefunctioning of global capital markets. The Group of 22 comprised
financeministersand central bank governorsfromtheG-7industrial countries
and 15 other countries (Argentina, Australia, Brazil, China, Hong Kong
SAR,India Indonesia, Korea, Malaysia, Mexico, Poland, Russia, Singapore,
South Africa, and Thailand). In early 1999, it was enlarged into a Group
of 33 to include Belgium, Chile, Céte d'Ivoire, Egypt, Morocco, the
Netherlands, Saudi Arabia, Spain, Sweden, Switzerland and Turkey. The
first meeting of G-33 washosted by Germany inBonnonMarch 11, 1999.
This too was an ad hoc group which was succeeded by the present G-20
in November 1999.

2 Prasad and Rogoff (2003).

3 These44 countriesaremembersof thelMF sof the Financia Transaction
Plan (FTP). Membership in the FTP indicates a strong external position
whichwarrantshavingthat country’ scurrency beingusedinl M Ftransactions
—i e, that country’ s quota contribution is usable for supply to borrowing
countries and it becomes a creditor country. A number of developing
countrieslike China, India, Malaysia, Mexico, Saudi Arabiaare members
of the FTP in the IMF.

4 TheGRA istheprincipal channel throughwhichnon-concessionary support
(i e all programmefacilitiesexcludingtheconcessional Poverty Reduction
and Growth Facility (PRGF) is extended to member countries. The rate
of interest paid by borrowing countriestothelMFontheir credit outstanding
isderivedfromandislinkedtothebasicrateof charge. Other arrangements
include the borrowing arrangements the Fund has in place (the General
Arrangementsto Borrow and theNew Arrangementsto Borrow) which can
yield in times of stress an aggregate amount of $ 34 billion from creditor
countries. The above argument essentially appliesto the NAB/GAB also
as the cost of borrowing is completely recoverable from the IMF budget
and hence its borrowing members.

5 Thistarget netincomewhichiscreditedtotheFund’ sreservesisdetermined
as a percentage of the existing stock of Fund’ sreserves. This percentage
has varied from 1.7 per cent to 5 per cent over the years.

6 Thetotal expensesof thelM Fduringayear compriseof (8) theremuneration
the IMF pays to creditor countries (FTP members) whose currency
contributions as part of quotas are used in lending transactions, (b) the
administrative budget of the IMF. The targeted gross income of the IMF
is then computed as the sum of (a) the remuneration to creditors (b) the
administrative expenses of the IMF and (c) thetargeted net income. From
thistargeted grossincomefigure, the IMF derivesthe basic rate of charge
to be imposed on borrowing countries after assuming a certain level of
borrowing. Therateof chargeisfurther enhancedto providefor non-payment
of chargesby certain countries—so that such an eventuality doesnot affect
the IMF' s net income. This is done through a mechanism called burden
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sharingwheretherateof remuneration paidtocreditorsisa socorrespondingly
reduced so that the burden of arrearsto the Fundisshared equally between
creditors and debtors. If the actual level of borrowing is greater than or
lessthanthetargeted borrowing, thenetincometarget will becorrespondingly
affected. To adjust for this, any excessin achieving the net income target
isrefunded to the borrowers through aretroactive reduction in the rate of
charge; any shortfall in the net income from target is recovered from the
net incomein the succeeding year.

7 A distinction is made between GRA borrowers and concessional (PRGF)
borrowers asthe latter group pay concessional rates not linked to the rate
of charge.

8 These surcharges which vary from 100-500 basis points are levied based
upon the volume of credit availed by a member country as a percentage
of itsquota. These surchargesare designed to discourage large use of IMF
resources. The SRF, CCL surchargesincrease with the time elapsed since
thefirst purchase, which sharpenstheincentivefor repayment ahead of the
obligationschedule.

9 It hasbeen estimated that therel ative burden on IMF membersof financing
the IMF' s administrative expenses, precautionary balances and imputed
credit costs(thelast for thenon-remunerated portion of thereservetranche)
has shifted from 28 per cent on the debtorsand 72 per cent on the creditors
in 1982 to 75 per cent on the debtors and 25 per cent on the creditorsin
2002. Thusover the past two decades, the burden of IMF expenditureshas
shifted significantly tothedebtors. For every additional dollar expenditure
thelMFundertakes, effectively theborrowing countriespresently pay about
75 per cent.

10 The three risks are managed in the following fashion. (a) The IMF has
preferred creditor statusin theinternational debt market and thusitsclaims
havepriority overthoseof dl other creditors. Thisexceptional featureplaces
thelMFaboveadll other creditors. A country canrarely operateinthemarkets
aslongasit hasoverduestotheseinstitutionsand thus, theearliest creditors
acountry will repay are the IMF and World Bank. Thus, this framework
effectively insulates the Fund from credit risk — the risk of non-payment
by the borrower. (b) The commitments made by a member country by
accepting the Fund’ s Articles of Agreement effectively manage thelegal
risk — the risk that the lending contracts will be unenforceable (c) The
liquidity risk—therisk that non-payment by borrowerswill affect thelenders
liquidity is met through the burden sharing mechanism. This mechanism
ensuresagainst arrearsfrommembers(eitherintheformof overduepurchases
or charges) do not affect the Fund’ s income dynamics, with this burden
being placed equally upon the creditors and the borrowing countries.

11 Item 5 on page 163 of the IMF's Annua Report for 2002.

12 AsperthelMF sGeneral Department Balance Sheet ason April 30, 2002,
thegeneral reservesare SDR 3640. 445 millionandthebal anceinthe Special
Contingency Account is SDR 1307.019 million, giving a total of nearly
SDR 5 hillion in precautionary balances.

13 Nearly al the 13 categories of decisions to be made by the Board of
Governors(which arenot del egated to the Executive Board) require 85 per
cent of thetotal voting power for approval. Theseincludedecisionsrelating
toadjustment of quotas, all ocation or cancellation of SDRs, creation of the
Council, size of the Executive Board. There are about 40 categories of
decisionswhich canbetaken by theExecutiveBoard, whichrequirespecial
voting majorities. Sixteen categoriesof decisionsrequire85 per centmajority
(theseincludechangeinobligatory periodsof repurchase, basisfor calculation
of reservetranchepositions, val uation of SDRs, saleof gold, BoPassistance
from Special Disbursement Account (SDA) whiletheothersrequire 70 per
cent majority (these include — determination of rates of charge, increase
inpercentageof quotafor remuneration, determinationof SDRinterestrate,
suspension or reinstatement of voting rights). Thusmajor decisionsinthe
IMF can be blocked with a 15.1 per cent voting strength while other
significant decisions with a 30.1 per cent voting strength.

14 Thecountriesahead of UK areMexico, Korea, Russia, Brazil and Argentina.
India stands seventh in this list.
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