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The International Monetary
System: Past, Present, and Future

_.?._1_ .1 Introduction

—

In this chapter, we examine the operation of the international monetary system
from the gold standard period to the present. Fragments of this experience were
presented as_examples as the various mechanisms of balance-of-payments adjust-
ment were examined. We now bring it all together and evaluate the process of bal-
ance-of-payments adjustment and, more broadly, open-economy macroeconomic
policies and performances as they actually occurred under the various international
monetary systems that existed from 1880 to the present. Although the approach is
historical, the evaluation of the operation of the various international monetary sys-
tems will be conducted 1n terms of the analytical framework developed in Chapters
16 through 20.
An international monetary system (sometimes referred to as an international
'\ smonetary order oF regime) refers to the rules, customs, instruments, facilities, and
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organizations for effecung international payments. International monctar? ?Y'—‘"rcms
can be classified according to the way in which exchange rates are def‘i”m"edlm
according to the form that internadional reserve assets take. Under the exc¢ hiang‘c' ratc
classification, we can have a fixed exchange rate system W}Lh 3 NArrow band ot Huc-
tuaton about a par value, a fixed exchange rate system with a wade baind cat. {']llt‘[ll—-
ation, an adjustable peg system, a crawling peg svstem, a managed ﬁoaulng C‘th‘“g@
rate system, or a freely floanng exchange rate system. Under the mter‘nat.lonal
reserve classification, we can have a gold standard (with gold as the only interna-
tonal reserve asset), a pure fiduciary standard (such as a pure dollar or exchange
standard without any connection with gold). or a gold-exchange standard (a com-
bination of the previous two).

The various classifications can be combined in various ways. For example: the
gold standard 1s a fixed exchange rate system. However, we can glso ‘h;we a %‘1xed
exchange rate system without any connection with gold, but with mtemat;onal
reserves comprised of some national currency, such as the U.S. dollar, that 1s no
longer backed by gold. Similarly, we can have an adjustable peg system or a managed
float with gold and foreign exchange or with only foreign exchange as international
reserves. Under a freely floating exchange rate system, there 1s theoretically no need
for reserves since exchange rate changes automatically and immediately correct any
balance-of-payments disequilibrium as it develops. Throughout the period of our
analysis, most of the international monetary systems possible were in operation at
one time or another or for some nations, as described 1in this chapter.

A good international monetary system is one that maximizes the flow of inter-
natonal trade and investments and leads to an “equitable” distribution of the gains
from trade among the natons of the world. An international monetary system can
be evaluated in terms of adjustment, liquidity, and confidence. Adjustment refers
to the process by which balance-of-payment disequilibria are corrected. A good
international monetary system is one that minimizes the cost of and the time
required for adjustment. Liquidity refers to the amount of international reserve
assets available to settle temporary balance-of-payments disequilibria. A good inter-
national monetary system 1s one that provides adequate international reserves so
that nations can correct l?alance—of-payments deficits without deflating their own
economues or being inflationary for the world as a whole. Confidence refers to the

knowledge that the adjustment mechanism is working adequately and that interna-
tional reserves will retain their absolute and relative values ‘
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21.3 The Bretton Woods System

ystem and the International Mone-
on of the new international

temporary balance-of-pay-

In this section, we describe the Bretton Woods s .
tary Fund (the institution created to oversee the operati
monetary system and provide credit to nations facing
ments difficulties).

21.3A The Gold-Exchange Standard (1947-1971})

In 1944, representatives of the United States, the United Kingdom, a‘nd 42 (?ther
nations met at Bretton Woods, New Hampshire, to decide on what international
monetary system to establish after the war. The system devised at Bretton Woods
called for the establishment of the International Monetary Fund (IMF) for the
purposes of (1) overseeing that nations followed a set of agreed upon rules of con-
duct in international trade and finance and (2) providing borrowing facilities for
nations in temporary balance-of-payments difficulties.

The new international monetary system reflected the plan of the American del-
egation, drawn up by Harry D. White of the U.S. Treasury, rather than the plan sub-
mitted by John Maynard Keynes, who headed the British delegation. Keynes had
called for the establishment of a clearing union able to create international liquidity
based on a new unit of account called the “bancor,” just as a national central bank
(the Federal Reserve in the United States) can create money domestically. The IMF
ogeped its doors on March 1, 1947, with a membership of 30 nations. With the
admuission of the Soviet Republics and other nations during the 1990s, IMF mem-

bership reached 181 at the beginning of 1997, Only a few countries, such as Cuba
North Korea, and Vietnam, are not members. , |

The Bretton Woods system was a gold-exchan :
- OF _ ge standard. The United States was
to maintain the price of gold fixed at $35 per ounce and be read tI: f:e}ru':}l.m‘les on
demand dollars for gold at that price without restrictions or limitatigns Other n%:ions

were to fix the price of their currencies in terms of dollars (and thus implicitly in terms

of gold) and intervene in foreign exchange markets to k

moving by more than 1 percent above or below the par valeep the exchange rate from

of fluctuation, the exchange rate was determined by the fo




than 1 percent f; . |
curren E‘tni t: “ l‘mn} the par value. Untl the late 19505 and carly 1960s, when other
o : ¢s became tully convertible into dollars, the U.S. dollar was the only interven-
CULTONCV. < . e |
' FIEY; 80 that the new System was practically a gold-dollar standard.

“>fNations were to finance te : : :
S— | fance temporary b:llam:u—nf—puymcnta deficits out of their

Illl‘t‘l‘ll;ltlt}l.lill reserves and by hnrmwing from the IME Only in a case of funda-
mental disequilibrium was a nation allowed. after the approval of the Fund, to
change tht:‘ par value of its currency. Fundan'llrntal disequilibrium was nowhere
L'lt‘.‘:}l‘l-}’ defined but broadly referred to large and persistent balance-of-payments
deticits or surpluses. Exchange rate changes of less than 10 percent were, however,
allowed without Fund approv&l_._}l]us, the Bretton Woods system was in the nature

(of an adjustable peg system, at least as originalty conceived, combining general  ~

f}{dm‘lﬁe rate stability with some ﬂem&ﬂﬁ he stress on fixity can best be under-
§togd as resulting from the strong desire of nations to avoid the chaotic conditions
In international trade and finance that prevailed during the interwar period. |

After a period of transition following the war, nations were to remove all restric-
tions on the full convertibility of their currencies into other currencies and into the
U.S. dollar. Nations were forbidden to impose additional trade restrictions (other-
wise currency convertibility would not have much meaning), and existing trade
restrictions were to be removed gradually in multilateral negotiations under the
sponsorship of GATT (see Section 9.68). Restrictions on international liquid capi-
tal flows were, however, permitted to allow nations to protect their currencies
against large destabilizing, or “hot,” international money flows.

Borrowing from the Fund (to be described below) was restricted to cover tem-
porary balance-of-payments deficits and was to be repaid within three to five years
s0 as not to tie up the Fund’ resources in long-term loans. Long-run development
assistance was to be provided by the International Bank for Reconstruction
and Development (IBRD or World Bank) and its affiliates, the International
Development Association (established in 1960 to make loans at subsidized rates .
to the poorer developing nations) and the International Finance Corporation
(established in 1956 to stimulate private investments in developing nations from .
indigenous and foreign sources).

The Fund was also to collect and propagate balance-of-payments, international
trade, and other economic data of member nations. Today the IMF publishes,
among other things, International Financial Stf:tist:'cs apd Direction of Trade Statistics, the
most authoritative sources of comparable time series data on the balance of pay-
ments, trade, and other economic indicators of member nations.

L

21.3B Borrowing from the International Monetary Fund

- Upon joining the IME each na_tiqn was a§signed a quota based on its economic
importance and the volume of its international trade. The size of a nation’s quota
determined its voting power and its ability to borrow from the Fund. The total sub-
scription to the Fund was set in 1944 at $8.8 billion. As the most powerful nation,
the United States was assigned by far the large.st quota, 31 percent. Every five years,
quotas were to be revised to reflect changes in the relative €Conomic importance
and international trade of member nations. At the end of February 2000, the tota]
subscription of the Fund had grown to 210.3 billion SDR s ($281.6 billion) through




Increases in membership and periodic increases in quotas. :Fhe U.S;V(i;lii;as had
declined to 17.7 percent of the total, the quota of Japan and ("’;”1"3"? . nt; pec-
tively, 6.3 and 6.2, and that of France and the United Kll'lgd‘()ln - p:‘rcth F ek
Upon joining the IME a nation was to pay 25 percent (.)fltﬂ quota to the I"'un Lin
. s vo from the Fund, the nation
gold and the remainder in its own currency. In borrowing byl wlare
would get convertible currencies approved by the Fund 1n exc z;:lgfi: } p Sll lrﬁg
equivalent (and additional) amounts of its own currency nto e _gn,. ,‘untl the
Fund held no more than 200 percent of the nation’s quota 1n thedn;tlon § currency,
Under the original rules of the Fund, a member nation coul orrowfr.m iy
than 25 percent of its quota in any one year, up to a total of 125 perce?tf Of 1ts qUOhta
over a five-year period. The nation could borrow the ﬁ.rst. 25 perc?":nt of 1ts qL;:Ota,t e
gold scanche; almost automatically, without any restrictions or conditions. d(;x: fur-
ther borrowings (in subsequent years), the credit tranches, th#_ Fund charget . igher
and higher interest rates and imposed more and more supervision ar}d conditions to
ensure that the deficit nation was taking appropriate measures to fehmmate the deﬁcui.
R epayments were to be made within three to five years and 1nvolx{ed the nation’s
repurchase of its own currency from the Fund with other convertible currencies
approved by the Fund, until the IMF once again held no more than 75 percent of t}}e
nation’s quota in the nation’s currency. The Fund allowed repayments to be made in
currencies of which it held less than 75 percent of the issuing nation’s quota. If before
a nation (Nation A) completed repayment, another nation (Nation B) borrowed
Nation A’s currency from the Fund, then Nation A would end repayment of its loan
as soon as the Fund’s holdings of Nation A’s currency reached 75 percent of its quota.
If the Fund’s holding of a nation’s currency fell below 75 percent of its quota, the
nation could borrow the difference’from the Fund without having to repay its loan.
This was called the su}wﬂ};{anche. In the event that the Fund ran out of a
currency altogether, it would declare the currency “‘scarce” and allow member
nations to discriminate in trade against the scarce-currency nation. The reason for
this was that the Fund viewed balance-of-payments adjustment as
sibility of both deficit and surplus nations. However, the Fund has

upon to invoke this scarce-currency provision during its

A nation’s gold tranche plus its super gold tranche (; any) or minus the amount
of its borrowing (if any) is called the nation’s n position. Thus, the nation’s
net IMF position is given by the size of its quota minus the Fund’s holding of its
currency. The amount of gold reserves paid in by a nation upon joining the Fund
was called the nation’s reserve position in the Fund and was added to the nation’s
other international reserves of gold, Special Drawing Rights (SDRs—see the next

section), and other convertible currencies to obtain the total value of the nation’s
International reserves (see Section 13.3)

the joint respon-
_ never been called
any years of operation.




21.4B Evolution of the Bretton Woods System

Over the years, the Bretton Woods system evolved (until 1971) in several important
directions in response to changing conditions. In 1962, the IMF negotiated the
General Arrangements to Borrow (GAB) up to $6 billion from the so-called
Group of Ten most important industrial nations (the United States, the United
Kingdom, West Germany, Japan, France, Italy, Canada, the Netherlands, Belgium,
and Sweden) and Switzerland to supplement its resources, if needed, to help nations
with balance-of-payments difficulties. This sum of $6 billion was over and above
the periodic increases in the Articles of Agreement that established the IME GAB
was renewed and expanded 1n subsequent years. |

Starting in the early 1960s, member nations began to negotiate standby
arrangements. These refer to advance permission for future borrowings by the
nation at the IME Once a standby arrangement was negotiated, the nation paid a
small commitment charge of one-fourth of 1 percent of the amount earmarked and
was then able to borrow up to this additional amount immediately when the need
arose at a 5.5 percent charge per year on the amount actually borrowed. Standby
arrangements were usually negotiated by member nations as a first line of defense
against anticipated destabilizing hot money flows. After several increases 1n quotas,
the total resources of the Fund reached $28.5 billion by 1971 (of which $6.7 billion,
or about 23.5 percent, was the U.S. quota). By the end of 1971, the Fund had lent
about $22 billion (mostly after 1956), of which about $4 billion was outstanding.
The Fund also changed the rules and allowed member nations to borrow up to 50
percent of their quotas in any one year (up from 25 percent).

Mational central banks also began to negotiate so-called swap arrangements to
exchange each other’s currency to be used to intervene in foreign exchange markets
to combat hot money flows. A central bank facing large liquid capital flows could
then sell the foreign currency forward in order to increase the forward discount or
reduce the forward premium on the foreign currency and discourage destabilizing
hot money flows (see Sections 14.3 to 14.6). Swap arrangements were negotiated
for specific periods of time and with an exchange rate guarantee. When due, they
could either be settled by a reverse transaction or be renegotiated for another

period. The United States and European nations negotiated many such swap
arrangements during the 1960s.

The most significant change introduced into the Bretton Woods system during
the 1947-1971 period was the creation of Special Drawing Rights (SDRs) to
supplement the international reserves of gold, foreign exchange, and reserve posi-
tion in the IME Sometimes called paper gold, SDRs are accounting entries 1n the
books of the IME SDRs are not backed by gold or any other currency but represent
genuine international reserves created by the IMFE Their value arises because mem-
ber nations have so agreed. SDRs can only be used in dealings among central banks
to settle balance-of-payments deficits and surpluses and not in private c(::-n’m‘lu"!fcial
dealings. A charge of 1.5 percent (subsequently increased to 5 percent and now
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based on mark
rket rates) was anmnl; | o , ¢
! ) Was applied on the an 'h a nation’s holdings o
SDRs fell short of of e the amount by which

this was Xceeded the amount of SR allocated to it. The reason for
118 'Was to put pressure ¢

payments disequilibria.

SDf}\{ts til;ll(tllj(:? '_“‘»"(‘Ung t)t thtf !MF in Rio de Janeiro, it was agreed to create
g “-) thgir : nolunlt ot $9.5 ltnll‘u)n to be distributed to member nations accord-
1977 Furthequl?]taf- in the I‘I\le I three installments in January 1970, 1971, fmd
t'ibnh‘;l » ;a Ocations of bDRs were made in the 1979-1981 period (see Sec-
=1.6A). The value of one SDR was originally set equal to one U.S. dollar but
‘rose'above $1 as a result of the devaluations to the dollar in 1971 and 1973. Start-
Ing 1n 1974, the value of SDR was tied to a basket of currencies, as explained in
Section 21.6A.
In 1961 the so-called gold pool was started by a group of industrial nations under
the leadership of the United States to sell officially held gold on the London mar-
ket_to prevent the price of gold from rising above the official price of $35 an ounce.
This was discontinued as a result of the gold crisis of 1968 when a two-tier gold mar-
kf:t was established. This kept the price of gold at $35 an ounce in official transac-
tions among central banks, while allowing the commercial price of gold to rise
above the official price and be determined by the forces of demand and supply in
the market. These steps were taken to prevent depletion of U.S. gold reserves.
Over the years, membership in the IMF increased to include most nations of the
world. Despite the shortcomings of the Bretton Woods system, the postwar period
until 1971 was characterized by world output growing quite rapidly and interna-
tional trade growing even faster. Overall, it can thus be said that the Bretton Woods

system served the world community well, particularly until the mid-1960s (see Case
Study 21-1).

m both deficit and surplus nations to correct balance-of-



Tasie 21 2. Intermational Reserves, 19501973 Selected Years (billions t?fl LS. dollars, at year end)

J 1950 1 960 1;”,;; 1970 1971 1972 1973

Gold (at officaal price) 33 A8 30 V7 36 ;V- 36

Foreign exchange 13 19 13 45 75 )6 102

SDR | - 0 . 3 6 9 9

Reserve posioon in the IMF - 4 7 8 - - D _}1

Total 48 61 79 93 123 147 153
Sowre IME Intermational Financal Statistics Yearbook, 1989.
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supposedly operate to eventually correct the deficit. [nadec']uatlciquuidlty hampers
the expansion of world trade. On the other hand, excessive 11qu1d1ry leads to worlc?-
wide inflationary pressures. But this raised a serious dilemma, according to Robert Trif-
Sfin (1961). Under the Bretton Woods system, most liquidity was providied by an
Increase in foreign exchange arising from U.S. balance-of-payments deficits. How-
ever, the longer these balance-of-payments deficits persisted and the more unwanted
dollars accumulated in foreign hands, the smaller was the confidence in the dollar.

The dollar shortage of the 1950s had given way to the dollar glut of the 1960s.
It was in response to this problem and in the hope that the United States would

soon be able to correct its deficits that the IMF decided to create $9.5 billion of
SDRs in 1967, These SDRs were distributed in three installments in January 1970,
1971, and 1972, at the very ume when the world was suffering from excessive
increases in liquidity resulting from huge U.S. balance-of-payments deficits. Note
that the increase in SDRs from 1970 to 1971 and 1972 shown in Table 21 .2 reflects
not only the new installments of SDRSs distributed to member nations in January of
1971 and 1972 but also the increase in the dollar value of SDRS as a result of the
dollar devaluation in December 1971. Similarly, there was no new distribution of
SDRs between 1972 and 1973, but the value of one SDR. rose from about $1.09 in
1972 to $1.21 in 1973.

As we have seen, the United States was unable to correct 1ts large and persistent
balance-of-payments deficits primarily because of its mability to devalue the dollar.
Thus, the Bretton Woods system lacked an adequate adjustment mechanism that
nations would be willing and able to utilize as a matter of policy. U.S. balance-of-
payments deficits persisted, and this undermined confidence in the dollar. Thus. the
fundamental cause of the collapse of the Bretton Woods system is to be {b;md ir; the
interrelated problems of adjustment, hiquidity, and confidence.

21.6 The International Monetary System:
Present and Future

e S —

In this scctlo;l_. we examine the operation of the present managed floating exchange
fﬂtj 5}'5;;@”’1, ':lacuas present IMF operation, identify the most Important monetary
and trade problems, and evaluate proposals for reforms. |



21.6A Operation of the Present Syste
m

Since M

ety e Suacrfll‘; :973, the world has had a managed floating exchange rate systemnl.
bili e *Yﬂtt"l’fh 11_;1':10115' monetary autl 5 o 5 g .1 the res onsi-
ility to intervene in foreign exch, v authorities are entrusted with the T€Sp
tHons in t‘XClmnge it witﬁg LK'L mngﬂtnmrkuts ‘t{) smooth out short—-rL‘ln fluctua-
achieved by a policy Df‘]eanihm. ‘ltt_c‘npting tp affect long-run trends. This could b-e
system was not deliberately chgodngSt the Wmd (see Section 20.6D). 1o be sure, thls;_
the Bretton Woods system 1 S}en ut was 1mpo§ed on t'hu.f: wml'ld by t!‘le collapse O
markets and huge destabilis I:l the face_mf chaotic conditions in foreign exchange

In the early days of the maizpezu[liatm‘u | de t
devise specific rules for mana ige h(}atmg S O e to
depreciations (which nations g I_lght e float to prevent competitive exchange F}ile
returning to the chaotic co df_n}g e & sl erapcin & exports), g yf
butes il ok mareriah arjll ltlfons of the 19305.IHowever, as the worst fears. 0
& i s Fr ol 2¢, all o these attemptslfaﬂed. Indeed, the 1976 _]:famalca

ho; rmally recognized the managed floating system and allowed nations the

:0 c;zz of foreign exchange regime as long as their act-ions did not prove d'isruptive

ook e;_ Pir_m';l' S alll(i gthe world economy. These Jamaica Accords were ratified and
ect in April 1978.

At the end of 2001, half of the 186 nations that were members of the IMF had
opted for some form of exchange rate flexibility. These included practically all
the industrial nations and many large developing nations (not mainland China),
so that more than four-fifths of total world trade moved between nations that
managed the exchange rate, either independently or jointly (as the European
Union). Most of the remaining nations adopted the currency of another nation
(i.e., dollarized), operated under a currency board arrangment (CBA), or pegged
their currencies to the U.S. dollar, the euro, or a basket of currencies (see Section
70.6 and Table 20.4). During the period from 1974 to 1977, again from 1981 to
1985, and since the early 1990s, the United States generally followed a policy of
benign neglect by not intervening in foreign exchange markets to stabilize the

value of the dollar.
In March 1979, the European Union (EU) formed the European Monetary Sys-

tem (EMS) as part of its aim toward greater monetary integration among 1ts mem-
bers. This - wolved the creation of the European Cu_rrency Unit (ECU), keeping
exchange rates of ember countries fluctuating within +2.25 percent band (and

the dollar and other currencies), and the establishment of the

ointly floating against ' _ _
%urogean Monetary Cooperation Fund (EM_CF) to provide members with short-

and medium-term halance-of-payments assistance. In June 1989, a commuttee
headed by Jacques Delors, the president of the European Commission, recom-

1t he goal of monetary union with a s -
mended a three-stage transition to L , with a single cur
rency and a Europeal Central Bapk (ECB) by 1997 or 1999. This timetable for
achieving a complete monetary union was agreed upon at a December-1991 meet-
ing in the Dutch city of Maastrich. In the face of financial turmoil and recession 1n

. d Kingdom .nd Italy abandoned the exchange rate mechanism in

Uni el
Europe, the ¢ 1993 the remaining members of the European

1992, and in Augus
September : <ed the band of allowed exchange rate fluctuation to x15

Qystem 1Ncred
Monetary SY ?«Q"Z)' On January 1, 1999, the euro was introduced as the
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single currency ot 11 ot the 15 members of the European Mot .”y st
(EMU), and on January 1, 2002, the curo began to circulate as the currency

now 12-member EMU (see Section 20.4D).

~ - 11 eanaeianal reserves in order
Under the present managed Hoat, nattons still need internation 1] rese | .
H‘Illmrl.ll Ot short-run Huctuations 1in

are still made mostly 1 dollars. In Jan-
first time simee 1933 to own gold

1d a small portion of 1ts gold hold-

to intervene in toreign exchange markets to
exchange rates. At present, such mterventions
qary 1975, U.S. citizens were allowed for the
(ﬂtl.lt‘r than ill_it‘\\‘t"ll“fs’). and the United States 50O | il -
ines on the free market. The price of gold on the London tll;lrlf.t't l.cll‘l"-’f’r*m]}’r ;('}H(}‘
above $800 an ounce in January 1980, but it soon fell and a:t;llnh:wd at about 1.* f o
its peak price (and 1t was $320 in October 2002). As part of tl'“J*“”““'i' A‘:‘::”rd“_’*{thf
IME sold one-sixth of its gold holdings on the free market F)C[W(‘t'l] 1976 and 1 )8 )
(and used the proceeds to aid the poorest developing nations) to ‘*lf'“""mr“w 18
commitment to eliminate gold (the “barbarous relic” —to use Keyness W“rd"‘). 43 S
international reserve asset. The official price of gold was abolished, ‘;md It was
agreed that there would be no future gold transactions between the IMF and mem-
ber nations. The IMF also continued to value its gold holdings at the pre-1971 ofh-
cial price of $35 or 35 SDRs an ounce. However, it may be some time before gold
completely “seeps out” of international reserves—if 1t ever will. In the fall of 1996,
the IMF agreed to sell about $2 billion of its gold holdings and use the proceeds to
reduce the foreign debt of the poorest developing countries.

One SDR was valued at $1.00 up to 1971, $1.0857 after the dollar devaluation of
December 1971, and $1.2064 after the subsequent dollar devaluation of February
1973. In 1974, the value of one SDR was made equal to the weighted average of a
basket of 16 leading currencies in order to stabilize its value. In 1981, the number of
currencies included in the basket was reduced to five and, with the advent of the
euro, to the following four (with their respective relative weights in 2002 given 1n
parentheses): US dollar (43.6 percent); euro (31.6 percent); Japanese yen (13.4 per-
cent); and British pound (11.4 percent). At the end of July 2002, one SDR. was val-
ued $1.3225.

Since 1974, the IMF has measured all reserves and other official transactions in
terms of SDRs instead of U.S. dollars. Table 21.3 shows the composition of interna-

tional reserves both in U.S. dollars and in SDRs (valued at $1.2567 in 2001). (For

TABLE 21.3. International Reserves in 2001 (billions of U.S. dollars and SDRs, at

year end)
—_
U.S. Dollars SDRs
Foreign exchange
2,033.8
SDRs ) 1,618.4
Reserve position in the IMF “hb 19.6
Total minus gold 5 LL.> 26.9
Gold at ofticial price 129.9 1,694.7
- Total with gold at official price 41.5 33.0

— 2,171.4
Source: IME International Fing 1,727.7

aial Statistics Yearbook, 2002

—_— e



1.68 Current IMF Operation

deveral recent changes have occurred in the operation of the IMFE The quotas of
IMF member nations haye been increased 4 the board several times, so that 1n
2002 the Fund’s resources total S n s Tlion i 1947).
otaled $266.9 billion (up from $8.8 billion in '
Members'are genergﬂy required to pay 25 percent of any increase in its quota in
SDRs or in currencies of other members selected by the Fund, with their approval,
and the rest in their own currency. New members pay in their quota in the same
way. The old gold tranche is now called the first-credit tranche.

The IMF has also renewed and expanded the General Arrangements to Borrow
(GAB) several times since setting them up in 1962, and in 1997 it extended it with
the New Arrangement to Borrow (NAB), so that in 2002 the IMF could lend
up to SDR 34 billion (about $43 billion) to supplement its regular resources. Centrgl
bankers also expanded their swap arrangements to over $54 billion and their
standby arrangements to $50 billion. Borrowing rules at the Fund were also re_laxed,
and new credit facilities were added that greatly expanded the overall maximum
amount of credit available to a member nation. However, this total amount of credit
consists of several different credit lines subject to various conditions. IMF loans are
now specified in terms of SDRs. There is an initial fee, and the interest charged 1s
based on the length of the loan, the facility used, and prevailing interest rates.
Besides the usual surveillance responsibilities over the f{xchgnge rate policies of its
members, the Fund has recently broadezed it;lresponmbihtzes to include help for

overcome their structural problems.

me?hbeel:e: ii?iit facilities set up by the IMF incluqe (1) the Extended Eund Faciﬂl—
ity (EFF), established in 1974 to make resources 'a\'fallable, for longer perlqu and 1n
1ty ’ der the credit tranche policies, to help member nations over-
larger amounts than under the | | R Facilitv (SR E

. ¢ structural imbalances; (2) the S‘upplel_'n'enta eserve Facility ( '),
e mber 1997 during the Asian crisis to provide short-term assis-
estabhfsiheiallzn?:c;__payments difficulties related to crises of market confidence; (3)
tance Ior bt - lity (CFF), set up 1n 1963 to enable a member
the Compensatory lzm?ggl;%r(l:::;thg' if:s qulta to nlfzake up for a shortfall in export
coun_try to draw UI;’nfrease in the cost of imported cereals due to an unanticipated
earnings or for an k bevond the members control; (4) the Contingent Credit
adverse external sho C1999Yt0 rovide short-term financing against balance-of-pay-
Line (CCL),set up 111 fronllj contagion; (5) the Structural Adjustment Facility
ments difﬁcul‘tlei 99‘81'—}S];]§d its follow-up, the Poverty Reduction and Growth Facil-
(SAF), set up 1n "

d the Systematic Transformation Facility (STF)
. F),and now calle :
ment Facility (ESA ’ .

s on concessionary terms to low-income member countries fac-
e prosracied bal ts problems, in support of medium-term macro-
cted balance-of-payments b
tra

: rructural adjustment prograis, anq (6) l.E.mergency Assistance to
economic and 51 for balance-of-payments difticulties arising from natural disasters
p :

provide qufl_ck hath f civil unrest, political turmoil, or international armed conflict.
: m |
or in the atter
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A member country’s overall access to Fund resources 15 n;?wi?zft?ﬂ?}{}gef:;ifn”; ho:
Its quota in any single year, or three times th‘e old cumulatwe} H;lund o Changea i
recipients of the loans as well as the type of loans 1'1}:1_dt‘-‘ b‘f the _ indﬁﬁtria] it
nificantly over time. During the first 20 years of its existence, ‘ it .]
accounted for over half of the use of Fund resources, and loans were ma Eh marlly
to overcome short-term balance-of-payments problems. I:?_seglﬂm_ﬂg 1;; ef ﬂl—?ry
1980s, most loans were made to developing countries, and an increasing share of these

g ~ - - structural problems.
loans was made for the medium term in order to (:we1'(..':311'11Lt::jf . inP] S s L
Total Fund credit and loans outstanding were about $ ;

lion in 1986, and $73.7 billion as of April 2002. Ofthe'tOtal of $73.7 b;]l;on c;f Fm}]]d
credit and loans outstanding in April 2002, $35.9 billion werz ;;:rm‘f;l e (E;F;?rsg z
standby credit tranches, $19.5 billion under the. Extended Fun E'Z_TJIJ_IW y : h
billion under the Supplemental Reserve Fac111tyh (SRF), $0.9 dl 1‘1‘? L (e:fctLﬂ
Compensatory Financing Facility (CCFF) and Contingent Credit ;]nes ( ),
$1.6 billion underthe Systemic Transformation Facility (STF), and smaller amounts
under the othér programs. |

In face of the huge international debt problems Df many c?evelopmg coun-
tries since 1982, particularly the large countries of Latin ﬁmenca, the I_MF has
engaged in a number of debt rescheduling and rescue operations. As a copdltlon for
the additional loans and special help, the IMF usually requires reductlonslln govern-
ment spending, in growth of the money supply, and in wage increases in order to
reduce imports, stimulate exports, and make the country more nearly self-sustain-
ing. Such IMF conditionality, however, proved to be very painful and led to riots
and even the toppling of governments during the late 1980s and 1990s. It also led to
accusations that the IMF did not take into account the social needs of debtor

nations and the politi;g]/cmﬁﬁuences of its demands, and that its policies were “all
head and no heart.” Partly in response to these accusations, the IMF has become

more flexible in its lending activities in recent years and has begun to grant even
medium-term loans to overcome structural problems (something that was tradition-
ally done only by the World Bank).

By way of summary, Table 21.4 presents the most important dates in modern
monetary history.

21.6C Problems with Present Exchange Rate Arrangements

The present international monetary system faces 1 number
interrelated international monetary problems today. These are
and the wide and persistent misalignments of ex

mote greater coordination of economic
tions; and (3)

of serious and closely
(1) the large volatility

since 1973 exchange rates have
ershooting. This state of affairs
d investments. Much more seri-
d ﬂ{?ating exchange rate system
tion 20.6D and Case Study 21-2). 1S 1 i‘i‘:;si;f;lor Se‘t{eral yiar%see vees

€Nt from the Wry large
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April 1925
October 1929
Septﬁnber 1931
February 1934
alv 1944
March 1947
September 1967
March 1968
August 1971

December 1971

March 1972
February 1973
March 1973
October 1973

January 1976

Apnl 1978
Spring 1979
March 1979
January 1980
August 1982
September 1985
Fall 1986
February 1987
October 1987

1989-1990
December 1991

December 1991
September 1992
January 1, 1993
August 1, 1993
December 1993
January 1, 1994
January 1, 1994

January 1, 1994
January 1, 1999

October 2000

January 2002 Euro begins ¢! e

andons the gold standard

1 dtates raises offic; '
nses ofticial price of pold from $20.67 to $35 an ounce

Brctﬁmn Woods Conference

I.MI* begins operation

Decision to create SDR
Two-tier gold market established

United States suspends convertibili
system

Smithsonian Agreement (
allowed fluctuation inc

ty of the dollar into gold—end of Bretton Woods

official price of gold increased to $38 an ounce; band of
reased to 4.5%)

Beglnmng of European “snake” with band of allowed fluctuation limited to 2.25%

United States raises official price of gold to $42.22 an ounce

Managed ﬂmti“g exchange rate system comes into existence

OPEC selective embargo on petroleum exports and start of sharp increase n
petroleum prices

Jamaica Accords (agreement to recognize the managed float and abolish the official
price of gold)

Jamaica Accords take effect

Second o1l shock

Establishment of the European Monetary System (EMS)

Gold price rises temporarily above $300 per ounce

International debt problem becomes evident

Plaza agreement to intervene to lower value of dollar

New round of GATT multilateral trade negotiations begins

L ouvre agreement to stabilize exchange rates
New York Stock Exchange collapses and spreads to other stock markets around the

world
Democratic and market reforms begin in Eastern Europe and German reunification

occurs |
Maastrich Treaty approved calling for European Union to move toward monetary

. by 1997 or 1999
MO By ved and Commonwealth of Independent States (CIS) formed

United Kingdom and Italy sbandon Exchange Rate Mechanism (ERM)

European Union (EU) becomes 2 single unified market
+15% fluctuation in exchange rates
ry System allows
European Monetarn

U R ound completed and World Trade Organization (WTO) replaces GATT
ruguay

_ican Free Trade Agreement (NAFTA) comes into existence

e S s ,

North AmF o Trade Association joins European Union in custom union called
European T

.c Area (EEA)
earn Ecﬁgj:;’;em Monetary Institute (EMI) as the forerunner of the

1 Bank by the European Union
ncy (the euro) and European Union-wide monetary

European Centrat.
o of the single curre

lntrocl._uctiﬂ e European Central Bank (ECB)
pﬂllc}’ bY lEVEl with respcct to the dollar

west ;
Euro falls to 1':_’ Jating as the currency of the European Monetary Union
rcu




IMF and Development Banks

In 1944, even while the World War Il was being fought, representatives of
torty-four nations met in Bretton Woods, New Hampshire, USA. to discuss the
major intemational economic problems including reconstruction of the €Cono-

mies ravaged by the War, and to evolve practical solutions for them. The
Bretton Woods Conference proposed the setting up of

I. International Monetary Fund (IMF) to alleviate the problems of interna-

tional liquidity (i.e., to help the member countries meet their balance of
payments deficits) and to achieve international monetary stability.

_ niel Organisation (ITO) to work towards the
liberalisation of International trade,

The IMF and the IBRD (World Bank), known as the

‘were estabilished in 1945. However, the proposal for the ITO did not

materialise; instegd the General Agreement on Tariffs and Trade (GATT), a less
ambitious Organisation, was formed

‘Bretton Woods Twins

Zpeg to every country that controls its foreigr
€d to fulfil the obligations of membership-




pyrpose and Functions of the IMF

The purposes of the Fund, as
IMF1 2T,

| To promote international monetary cooperation
stitution which provides the machinery

on international monetary problems.

7. To facilitate the expansion and Balanced growth of intemationalx trade)
and fo contribute thereby to the promotion and maintenance of high
levels of employment and real income and to the development of the
productive resources of all members as primary objectives of economic
policy.

3. To_promote exchange _stability, maintain_orderly exchange arrangements
among members, and to avoid competitive exchange depreciation.

4. To assist 1n the estgblisl}mgr}'i of a multilateral system of payments with

respect to current transactions ‘between members and 1n the elimination
of foreign exchange restrictions which hamiper the growth of world
trade. q

5. To give confidence to members by making the general resources of the
Fund temporarily available to them under adequate safeguards, thus pro-
viding them with opportunity to correct maladjustments in their balance
of payments without resorting to measures destmctivc?of national of
international prosperity. |

6. In accordance with the above, to shorten the duration and lessen the

degree of disequilibrium in the international balances of payments of
members.

set forth in the Articles of Agreement of the

through a permanent in-
for consultation and collaboration

The Fund shall be guided in all its policies and decisions by the purposes
set forth in this Article.

The IMF combines three major functions namely regulatory, financial and
consultative.

In 1its regulatory aspect, it acts as the guardian of a code set up by its
Articles.

In its financial aspect, it functions as an agency with resources available

for short term to medium term loans to meet balance of payments deficits of
member countries.

In its consultative aspect, it provides a centre for international cooperation
and a source of counsel and technical assistance to its members.

To achieve its purposes the Fund has a code of economic behaviour for its
members, makes financing available to members in balance of payments dif-
ficulties, and provides them with technical assistance to improve their €co-
NOmICc management. |

Member countries undertake to collaborate with the Fund and with each
other to assure orderly exchange arrangements and a stable system of ex-
Change rates, together with a multilateral system of payments that 1s free from




restrictions and thus promotes balance in the payments among Count
Members are free to choose the form of exchange arrangements thgay

intend to apply. subject to their obligations to the Fund and to its Surveil]
of their exchange rate policies. | |

The Fund maintains a large pool of financial ;esaurces tha‘t‘lt makes avail.
able to member countries—temporarily and Subjlect to COHdIHOI’lS-—.—-tg enab ?
them to carry out programmes to remedy their payments de‘ﬁcﬂs Withoy, |
resorting to restrictive measures that would adversely affect national or inge,.
national prosperity. Members make repayments (0 the Fund SO that its re.
sources are used on a revolving basis and are continuously available to coup.
tries facing payments difficulties. The policy adjustments that countries make
in connection with the use of Fund resources support their credit-worthiness
and thus facilitate their access to credit from other official sources and from
private financial markets.

Both the regulatory and the financing features of the Fund’'s policies con-
tribute to the promotion of adjustment of imbalances in members’ intemational
payments. These policies evolve in response to changing world economic
conditions and the needs of Fund members. They apply equally to all member
countries, whether industrial or developing, whether their payments are in
deficit or surplus, and regardless of their economic system.

To enable the Fund to camry out 1ts policies, member countries continuously
supply 1t with a broad range of economic and financial information, and the
Fund consults regularly with each member country on its economic situation.
The Fund 1s, therefore, in a position to assist members in devising corrective
steps when, or preferably before, problems arise in their balance of payments.

Having reponsibilities for the international payments system, the Fund is
particularly concemed with global liquidity—that is, the level and composition
of the reserves that are available to members for meeting their trade and
payments requirements. In 1969, the Fund was given the responsibility for
creating and allocating Special Drawing Rights (SDRs), the only worldwide
reserve asset established by international agreement.

The Fund helps members to coordinate their national economic policies
Internationally. In effect, it provides a permanent international monetary forum.
The focus of the Fund is not only on the problems of individual countries. but
also on the structure of the international monetary system and on the devel-
opment of policies and strategies through which its members can work to-

gefherhto cnsure a stable world financial system and sustainable economic
growth.

Meg
th&y
dlice




may | | | . '
coting power primarily reflects 1ts contribution to the Fund’s financial re-

<ources, which, - turn, s related to its relative size in the world economy.

The highest authority Qf the Fund 1s the Board of Governors. In most cases,
e Fund’s Governors are ministers of finance or central bank governors in
neir countries, or they hold some other comparable rank. The Board of
Governors meet once a year but may vote by mail at other times.

The Board of governors has delegated most of its powers to the Executive
Roard. which is responsible for conducting the business of the Fund and is
herefore in permanent session at the Fund headquarters in Washington. The
Executive Board 1s chaired by the Managing Director. Among other duties, the
Executive Board acts on request by members for financial assistance, conduct
consultations with members, takes decisions on general Fund policies, and
nakes recommendations to the Board of Governors on matters requiring a
vote of the Governors, such as the admission of new members and increases
in the Fund’s reSources.

The Executive Board appoints the Fund’s Managing Director, who serves
both as its chairman and as chief of the operating staff of the Fund, with a
five-year term of office.

The professional and administrative staff of the Fund 1s comprised of
international civil servants, appointed by and owing their duty exclusively to
the Fund. The Fund’s professional staff consists primarilly of economists, but
there are, among others, accountants and legal experts. They are recruited on
a wide geographical basis from the Fund’s member countries. The staff num-
bers about 1500, are located mainly at the Washington headquarters.

cast ballots by mail or cable between meetings. A member country’s

Resources

The resources of the IMF come from two sources, viz., (i) Subscription by
members, and (11) Borrowings.

Quotas and Subsicriptions

Every member of the Fund is required to subscribe to the Fund an amount
equivalent to its quota. The Fund’s system of quotas is one of its central
fegtures. Each member is assigned a quota expressed in Special Drawing
Rights (SDRs). Quotas are used to determine the voting power of members,
their contribution to the Fund’s resources, their access to these resources, and
their share in allocations of SDRs. A member’s quota reflects its economic
size in relation to the total membership of the Fund. Each member pays a
Sl"h"f”Cril’a‘ti'::m to the Fund equivalent to its quota, and the Board of Govemnors
decides on the proportion to be paid in SDRs or in the member’s currency.
& member is generally required to pay about 25 per cent of its quota in SDRs
Or In currencies of other members selected by the IMF: it pays the remainder
N 1ts own currency:.

Quotas of all Fund members are reviewed at intervals of not more than five
years. Several general increases have been agreed in the past to bring Fund




uotas in line with the growth of the 'wo.rld economy and the need for =
?ionﬁl international liquidity, while special imcreases from time to time S
agreed to adjust for differing rates of growth among members and for ¢},

in their relative economic positions. KE
As a result of members’ payments of subscriptions, the Fund holds it

stantial resources 1n nembers’ currencies and SDRs, which are availap)e o
meet member countries’ temporary balance of payments needs,

bf‘-.en
anges

Borrowings

The IMF is authorised under its Articles of Agreement to supplement it
ordinary resources by borrowing. The Fund may sFaek tht? ‘amount 1t needs ip
any currency and from any source i.e., from official entities as well as from

private sources. .

Under the General Agreement to Borrow (GAB), eleven industrial countries
have undertaken to lend to the IMF “... if this should be needed to forestal
or cope with an impairment of the international monetary system. By Decem-
ber 1983, the maximum credit available to the Fund under the GAB increased
to SDR 17 billion. Under the revised GAB, the Fund can enter into associated
borrowing agreements. The first such agreement to be concluded was with
Saudi Arabia for SDR 1.5 billion.

The IMF has also entered into medium term and short-term borrowing
agreements to supplements its ordinary resources.

FINANCING POLICIES AND FACILITIES

The principal way in which the IMF makes its resources available to members
is by selling to them the currencies of other members or SDRs 1n exchange
for their own currencies. Such transactions change the composition, but not
the overall size, of the Fund's resources. A member to which the Fund selis
currencies or SDRs is said to make ‘purchases’ (also referred to as ‘draw-
ings’) from the Fund. The purpose of making the Fund’s resources available

to members is to meet balance of payments, needs. The Fund’s resources arc
provided through:

(i) \Rermanent_policies for (general balance)of payments purposes (the

tranche policies) |

- -
T

(11) {E’}'manent Jacilities fm:_,;’ 'spec_iﬁc purpbéé\s»a(the compensatory and con-
tingency financing facility, the buffér stock financing facility, and the
extended facility), and

() Temporary facilities (i.e., the supplementary financing facility of o

~pelicy on enlarged access to the Fund’s resource)

je IMF _derives. its_finances from:
(3 __EE%?%{EES*- n the General Resources AcE&;gt, which may be used t©
provide balance of payments financing to all members and sre-obtained

from members’ subscriptions and the IMF’s borrowing.




7 ResOUrces in the Special Disbursement Account, fwhich are used for

ar

/_»{bl_,m “cessional balance of payments assistance 0 low-income developing

"~ members) through the Structural _Adjustment Facility (SAF) and the

* £nhanced Structural Adjustment Facility (ESAK), and are denved from
8 e reflow of Trust Fund resources (originally derived from the proceeds
of the sale of 2 part of the IMF’s gold holdings during 1976-80).

4Y Resources in the ESAF Trust, which are used by the IMH. as trustee,
‘/ cor concessional balance of payments, assistance to low-income develop-
ng members and are derived from members’ loans and donations.

e B

The rules goveming access to the IMF’s general resources apply uniformly
0 all members. ACCESS to these resources, which 1s determined primarily by
the member's balance of payments need and the strength of its adjustment
policies, 15 set within well-defined limits in relation to the member’s quota.
However, under the IMF’s Articles of Agreement, it may allow members
access to 1S general resources in excess of these limits in exceptional circum-
stanccs.

. General resources are used to finance standby and extended arrangements,
@s well as special facilities that are open to all members, including the com-
pensatory and contingency financing facility .nd the buffer stock financing

facility. Members may also make use of general resources under temporary

_policies and facilities that are financed with borrowed resources. For example,
in 1981, as a follow-up to 1ts supplementary financing facility, the IMF estab-
lished a policy of ‘enlarged access’ to its resources. This policy helps mem-
bers whose balance of payments needs are large relative to their quotas by

augmenting its OWNn resources with resources available through borrowing
arrangements.

(_ The IMF makes available other resources, in addition 1o its general re-
sources, to provide low-income developing countries with relatively long-term
_balance of payments assistance at concessional rates of charge. Concessional

._assistance in amounts related to members’ quotas 1S provided through loans
-under the SAF and the ESAF. |

Tranche Policies

Reserve Tranche

:xcr:zg}:f; has a SEaciyE tranche' position in t.he IMF to the extent that its quota
excludin ;IMF > ho_ld.mgs of its currency in the Genergl.Rcsources Account,
IMF’< g holdings arising out of purchases under all policies on the use of the
its rese%:neral resources. A membe?r may purchase up 10 the full amount of
paym e tranche at anytime, subject only to the reqmrergent of balance of

yments need. A reserve tranche purchase does not constitute a use of IMF

cred : . . o
It and is not subject to charges or to an expectation or obligation to
repurchase.



Credit Tranches

The credit tranche policy 1s t-he | Benery)
resources. Credit 1s made available 1 25 pe;
cent of a country’s quota. Members may request standby arrangemenys "

excess of this limit in the context of the enlarged access policy,

A first credit tranche purchase raises the IMF’s holdings of the P”fchasing
member’s currency in the credit tranches to no more than 25 per cent of
quota. Generally, a member may request use of the IMF’s resources in the fiy
credit tranche when confronted with relatively minor balance of paymep.
difficulties; the financial assistance 1S made available if the member demgp.
strates that it is making reasonable efforts to overcome its difficulties, A
member may also request the use of the first credit tranche as part of ,

standby arrangement.

Subsequent purchases are made in what are collectively known as the
‘upper credit tranches’. A member may use the IMF’s resources in the upper
credit tranches if it adopts policies that provide appropriate grounds for ex-
pecting that the member’s payments difficulties will be resolved within a
reasonable period. Such use is almost always made under standby or extended
arrangements.

IMFE’s basic policy on the use of jts
n four tranches, each equivalent tq

Permanent Facilities

The Compensatory and Contingency Financing Facility

The Compensatory Financing Facility (CFF), which was established in Febru-
ary 1963, was to assist members, particularly primary producing countries,
experiencing balance of payments difficulties attributable to shortfalls in earn-
ings from merchandise exports and invisibles that were both temporary and
due to factors largely beyond their control. In May 1981 the Fund decided to
extend financial assistance to members facing balance of payments difficulties
produced by rising cost of their cereal imports. This assistance was integrated
with assistance available under the compensatory financing facility with re-
spect to temporary shortfalls in export receipts. Outstanding purchases under
the facility were subject to an individual ceiling of 83 per cent of quota for
export shortfalls, or cereal import excesses, and to an overall ceiling of 105
per cent of quota for both export shortfalls and cereal import excesses.

The Cpmpensatory and Contingency Financing Facility (CCFF) superseded
the CFF 1n August 1988. The CCFF keeps the essential elements of the CFF

and adds a mechanism for contingency financing to support adjustmen!
programmes approved by the Fund.

Buffer Stock Financing Facility

The Bu_ffer Stock Financing Facility
to prowde assistance to members w
their participation in arrangement

» which was established in June 1969.
ith a balance of payments need related 1©
to finance approved international buffer




of primary products. Under the present guidelines, a member can have

.ks . Vg “
o chases under the facility of up to 45 per cent of quota.

aui:at.mdin ¢ pur

extended Fund Facility

Extended Fund Facility, which was established in September 1974, 1s to

The . . .
make resources available, for longer periods and in larger amounts than under
the credit tranche policies, to members that are experiencing balance of pay-

ments difficulties owing to structural imbalances in production, trade and
prices, OF that are unable to pursue active development policies because of
their weak balance of payments positions. Ordinary resources are made avail-
able in instalments under extended arrangements to cover purchases up to 140
per cent of quota over a period of up to three years.

Temporary Facilities

Apart from the facilities described above, the members may sometimes make
use of temporary facilities established by the Fund with borrowed resources.
For example, for 1974 and 1975, following the sharp rise in oil prices, the fund
provided assistance under a temporary Oil Facilities desingned to help mem-
bers meet the increased cost of imports of petroleum products. Purchases
under the facilities were completed in May 1976.

The Supplementary Financing Facility (SFF) was established 1n February
1979 to provide assistance to members facing payments difficulties that are
large in relation to their economies and their Fund quotas. Resources under the
facility, which are borrowed and therefore not a part of the Fund’s ordinary
resources. are made available only in connection with an upper credit tranche
standby arrangement and an extended arrangement.

The Policy on Enlarged Access to the Fund’s Resources, which mainly
continues the policies of the supplementary financing facility following the full
commitment of the latter’s resources, became operational in May 1981. Re-
sources are provided only under standby extended arrangements. The amount
of assistance available to a member under the policy is determined according
to the guidelines adopted by the Fund from time to time.

Repurchases of Purchases

Since the Fund’s resources are of a revolving character to finance temporary
balance of payments deficits members that purchase from the Fund must
subsequently repurchase their currencies with the currencies of other mem-
bers, or via SDRs. A member is required to repurchase holdings of its cur-
rency by the Fund that are subject to charges; these include holdings resulting
from purchases of currencies or SDRs, other than reserve tranche purchases,
and all adjusted Fund holdings that are in excess of 100 per cent of the
member’s quota. Members may repurchase at any time the Fund’s holdings of
their currencies that are subject to charges, but they are expected to repur-
chase the Fund’s holdings of their currencies resulting from purchases if their



reserve positions improve. In any event they -
iive of their balance of payments positiong 1
1 to 5 years for purchases under the credit ‘raﬁch&
policies, the compensatory financing facility and the buffer stock financi,
facility; four-and-a-half to 10 years for purchases under the extended facility
financed by ordinary resources, and three-and-aihalf to 7 years for purchage,
under the oil facilities, the supplementary financing facility, and the policy ,

enlarge access to resources.

balance of payments and
make repurchases, 1Tespec
instalments within mits of

Conditionality

A country making use of the resources of the IMF i1s generally required ¢,
carry out an economic policy programme aimed at achieving a viable balance
of payments position over an appropriate period of time. This requirement iy
known as conditionality and it reflects the principle that the balance of pay-
ments financing and adjustment must go hand in hand.

/ Conditionality. is an essential element of the Fund’s role in helping alleviate
the balance of payments problems of member countries and facilitating the
_international adjustment process. Fund conditionality requirements, linking
Fund financial assistance to the adoption of economic adjustments policies by
members, seek to ensure that the member’s policies are adequate to achieve
a viable balance of payments position over a reasonable period. They are also
a means of ensuring that the revolving nature of Fund resources i1s maintained. ~f

Criticisms have been levelled from some comers on the fund conditionality.
One important criticism, particularly in India, is that the conditionalities endan-
ger the nation’s sovereignty. Such criticism should, however, be evaluated n
proper perspective. Conditionalities are not something peculiar to the IMF. Any
responsible financial institution will lend only after satisfying itself about the
repaying capacity of the borrower and 1t will impose conditions necessary to
ensure proper utilisation of the loan and its repayment. It is very much true
of the public sector financial institutions in India too. The IMF and World Bank
cannot be exceptions to this long-standing, well-accepted, and sound financing
principle. Hoﬁwe?er,' just as the rehabilitation package drawn up by the public
sector ﬁnanm'al institutions 1n India for sick units need not necessarily be the
most appropngte one, the IMF-Bank prescriptions need not necessarily be the
most approprlatfz ones. A ngtion should, of course, ensurgé that it does not
Ty ooty vk e i et A G/ come s, o
they have been established te h TT mrmeiiba and,)ﬁ/h:en I;eqmred 'be'cause
~right of every-menher o Ot b HEEdY_ membﬁr countries. In fact, it 1s the
~.Institutions. It may be nm:; }[.1?’1 s le'gltlmate = ﬁjﬂm wy

tendency to describe IMF and Wat,ldalthoughj i §0mmqnlsts 'ha.d :
the communists countries h orid Bank as organs of capitalist imperialis™
ave themselves come to seek large assistance frof

these institutions. Chj :
- LUhmma and Russia are
the world bank. now among the largest borrowers from




{t is neither desirable nor feasible to ﬁnan;e ‘balgnce of payments deficits
ver a protracted period without reducing or eliminating the underlying causes.
Oh rund conditionality aims at reducing or eliminating such underlying
Iaxfsiz:s‘ In fact, the Fund conditignaliﬁy is subject to periodic reviews to make
it appropriate 10 the changing situations.

The Fund’s guidelines regarding conditionality:

(1) provide for the phasing of purchases and include the injunctign -that
objective indicators for monitoring perfonnance—perfonx}ance criteria—
be limited to those variables necessary to ensure the achievement of the
objectives of the programmes. |

(i) Emphasise the need to encourage members to adopt cor;ectwe measures
at an early stage of their balance of payments difficulties.

(iii) Stress the necessity of paying due regard 1o membetrs’. Fiomestic 'socml

and political objective, as well as their economic priorities and circum-
. stances. including the causes of their balance of payments problems.

(iv) Provide for a flexible approach on the number and content of perfor-
mance criteria, which may vary because of members’ diverse problems
and institutional arrangements.

(v) Stress that IMF arrangements are not contractual agreements with the
member. but are instead decisions of the IMF that set out the conditions

for financial assistance from the IME.

An outline of the important points of conditionality attached to the different
Fund facilities is given below:

First Credit Tranche Programme representing reasonable efforts to overcome
balance of payments difficulties, performance criteria and instalments not
used.

Higher Credit Tranches Transactions requiring that a member gives substan-
tial justification of efforts to overcome balance of payments difficulties; re-
sources normally provided in the form of standby arrangements that include
performance criteria and drawings in instalments.

Extended Fund Facility Medium-term programme for up to three years to
overcome structural balance of payments maladjustments; detailed statement
of policies and measures for first and subsequent 12-month periods; resources

provided in the form of extended arrangements that include performance cri-
teria and drawings in instalments.

Compensatory Financing Facility Existence of either a temporary export
shortfall for reasons largely beyond the member’s control or a temporary
excess in the cost of cereal imports; member cooperates with Fund in an
effort to find appropriate solutions for any balance of payments difficulties.



Buffer Stock Financing Facility Contribution 1o an intematlongl buffer Stock
accepted as suitable by Fund; member expected to cooperate with Fund g "

the case of compensatory financing.

Enlarged Access Policy For use 1n suppolrt of prOgrammes under standby,
arrangement reaching mto the upper credit .tr'anches or ‘.t)«:-:yonc.i, Or unde
extended arrangements, subject to relevant policies on conditionality, phasing

and performance critera. | |
While conditionality is essential, the appropriateness of any particular set of

conditionalities for a country needs to be carefully evaluated.

[t has been observed that the IMF's conditionality has generglly been mon-
etarist and deflationary, obliging governments 1O reduce th§1r demand for
imports by curtailing overall demand—cutting back on both pnyate and public
spending. These cutbacks have often reduced consumption, mvestment and
employment.

“An alternative strategy would have been adjustment with growth, which
would have aimed more at promoting production, both to increase exports and
to meet a higher proportion of local demand from local production. Although
there have been indications of a change of IMF policy 1n this direction, there
is as yet no well articulated agenda of reform.”’

IMF supported programmes emphasise certain key aggregate economic
variables, including domestic credit, public sector deficits, international re-
serves, and external debt. They also emphasise key elements of pricing sys-
tem—including the exchange rate, interest rates, and, in some cases, the prices
of commodities—that significantly affect the country’s public finances and
foreign trade, and the supply response of the economy.

During a standby or extended arrangement in support of a member’s
programme of reform, its performance i1s monitored through performance
criteria, which are selected according to the economic and institutional struc-
ture of the country, the availability of data, and the desirability of focussing on
broad macroeconomic variables, among other considerations. The IMF ap-

proach also embraces all aspects of economic policies that affect the supply
of, and demand for, resources.
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spending. These cutbacks have often reduced consumption, mvestment and
employment.

“An alternative strategy would have been adjustment with growth, which
would have aimed more at promoting production, both to increase exports and
to meet a higher proportion of local demand from local production. Although
there have been indications of a change of IMF policy in this direction, there
is as yet no well articulated agenda of reform.”’

IMF supported programmes emphasise certain key aggregate economic
variables, including domestic credit, public sector deficits, international re-
serves, and external debt. They also emphasise key elements of pricing sys-
tem—including the exchange rate, interest rates, and, in some cases, the prices
of commodities—that significantly affect the country’s public finances and
foreign trade, and the supply response of the ecomomy.
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broad macroeconomic variables, among other considerations. The IMF ap-

proach also embraces all aspects of economic policies that affect the supply
of, and demand for, resources.




