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REFORMING THE IMF: BACK TO THE DRAWING BOARD

Yilmaz Akyiiz’
The best reformers the world has ever seen
are those who commence on themsel ves.
George Bernard Shaw
Abstract

A genuine reform of the IMF would require as much aredirection of its activities as improvements
in its policies and operational modalities. Thereis no sound rationale for the Fund to be involved
in development and trade policy, or in bail-out operations in emerging market crises. It should
focus on short-term counter-cyclical current account financing and policy surveillance. To be
effective in crisis prevention it should help emerging narkets to manage unsustainable capital

inflows by promoting appropriate measures, including direct and indirect controls. It should also
pay greater attention to destabilizing impulses originating from macroeconomic and financial

policies in major industrial countries. Any reform designed to bring greater legitimacy would
need to address shortcomings in its governance structure, but the Fund is unlikely to become a
genuinely multilateral institution with equal rights and obligations for all its members, de facto as
well as de jure, unless it ceases to depend on a few countries for resources and there is a clear
separation between multilateral and bilateral arrangementsin debt and finance.

A. I ntroduction

There have been widespread misgivings about international economic cooperation in
recent years even as the need for globa collective action has grown because of recurrent
financia crises in emerging markets, the increased gap between the rich and the poor, and the
perssence of extreme poverty in many countries in the developing world.  Perhgps more than
any other internationad organization the IMF has been the focus of these misgivings Severd
observers including former Treasury Secretaries of the United States, a Nobd Prize economist
and many NGOs have cdled for its abolition on grounds that it is no longer needed, or that its

?

* Former Director, Division on Globalization and Development Strategies, UNCTAD. Paper prepared under the
UNCTAD Project of Technical Assistance to the Intergovernmental Group of Twenty-Four on International

Monetary Affairs, supported by the International Development Research Centre of Canada. An earlier version was
presented at a technical group meeting of G-24 in IMF on 16 September 2005. Comments and suggestions by Ariel
Buira, Andrew Cornford, Richard Kozul-Wright and the participants of the G24 Technica Group Meeting are
greatly appreciated. The usual caveat applies.
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interventions in emerging market crises are not only wadteful but aso harmful for internationd
economic Sability, or that its programs in the third world serve to aggravete rather than dleviae
poverty.l  Others want the IMF to be merged into the World Bank because they see them as
doing pretty much the same thing with the same dientde?® Many who sill wish to keep the
Fund as an independent inditution with a digtinct misson cal for reform of both what it has been
doing and how it has been doing it All these groups include individuals across a wide spectrum

of palitica opinion, ranging from conservative free marketers to anti-globdizers.

The principd rationde for globd collective action in financdad matters and for inditutions
needed to fadlitate such action is maket falure. More specificdly, internationd financid
markets fal to provide adequate liquidity and development financing for a large number of
countries, and they are the main source of globa economic ingtability. These have repercussons
not only for the countries directly concerned but dso for the internationa community as a whole
because of the exigence of international externdities.  Furthermore, due to cross-border
interdependence, pursuit of nationd interests by individud countries in macroeconomic and
financid polices can result in negative globd externditiess and preventing conflicts and
collective damage cdls for a certain degree of multilateral discipline over nationd policy making

aswell as economic cooperation.

! The abolitionists include Walters (1994); Schultz, Simon and Wriston (1998); and Schwartz (1998). Friedman
(2004) argues for closing down both the World Bank and the IMF on grounds that “they have done more harm than
good, and have the capacity for continuing to do more harm than good.”

2 Seee.g. Clark (1990), Crook (1991), Schultz (1998), Burnham (1999) and Fischer (2004).

3 The list of reformists is much longer. The better known include the report by the Meltzer Commission (2000) and
suggestions made by the former Chief Economist of the World Bank, a stern critique of the Fund, Joseph Stiglitz
(2002, particularly chap. 9; and 2003). See aso Boughton (2004) and a number of other articles in the same issue of
Finance & Development prepared on the occasion of the 60" anniversary of the Bretton Woods Conference. For a
review of several reports on the role and reform of the IMF see Williamson (2001). The Group of 24 research
program has produced several papers on the reform of the IMF, now jointly published by UNCTAD and G24 and

placed on their respective websites. There are also many NGOs in the group of reformists demanding profound
transformation of both the IMF and the World Bank.

* For a discussion of the rationale for multilateral financial cooperation and the Bretton Woods Institutions see
Akyuz (20053, section ).
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Such concerns in fact provided the origind rationde for the creation of the IMF and the
World Bank with a clear divison of labour between the two. However, these indtitutions have
gone through condderable trandformation in response to changes that have taken place in the
world economic and political landscape in the past Sxty years. In particular, the Fund is no
longer peforming the functions it was origindly desgned for; namdy, securing multilaerd
discipline in exchange rate policies and providing liquidity for current account financing.
Rather, it has been focussng on development finance and policy and poverty dleviation in poor
countries, and the management and resolution of capital account crisesin emerging markets.

This paper agues that there is no sound rationde for the Fund to be involved in
devdopment maiters, including long-term lending. This is dso true for severd areas of policy
closdy connected to development, most notably trade policy which is a matter for multilatera
negotiations elsewhere in the globd sysem. On the other hand, while the management and
reolution of financid crises in emerging markets conditute a key area of interest to the Fund in
the context of its broader objective of securing internationd monetary and financid <ability,
there is little rationde for financid bail-out operations that have o far been the main instrument
of the Fund's interventions in such crises  The origind congderations that precluded IMF
lending to finance capita outflows continue to be equaly valid today since such operations do
not correct but aggravate market failures. There are other ingdtitutions and mechanisms that can
serve better the objectives that may be sought by such lending. By contrast the Fund should pay
much greater atention to two areas in which its exigence caries a dronger raionde; namdy,
short-term, counter-cyclical current account financing, and effective survelllance over nationd
macroeconomic and financid policies, particularly of countries which have a disproportionately
large impact on internationa monetary and financid dability.  In other words, a genuine reform
of the Fund would require as much a redirection of its activities as improvements in its policies
and operationd moddities. However, none of these would be possble without addressing

shortcomings in its governance structure.

The purpose of this paper is not to povide a blueprint for the reform of the Fund, but to
discuss and eaborate a number of broad issues that would need to be taken into account in any
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sious dtempt to meke the Fund a genuindy multilaterd indtitution with equd rights and
obligations for dl its members, in practice as well as in theory. The next section will give a brief
description of the origind rationde for the Fund, its evolution in the past Sixty years and current
focus This is followed by a discusson of what the Fund is but should not be doing; thet is,
development policy and financing, and trade policy. Section E makes a criticd assessment of the
Fund's role in criss management and resolution while section F turns to issues related to the
reform of its lending policy and resources. This is followed by a section on the Fund's
aurveillance function. Section H focuses on governance issues, notably the prerequistes for a
genuindy symmetricd and multilateral financid inditution. The paper ends with a summary of
the main proposals.

B. Theoriginal rationale and the postwar evolution of the IMF

The main objective pursued by the architects of the postwar economic sysem with the
cregtion of the IMF was to avoid the recurrence of a number of difficulties that had led to te
breskdown of internationd trade and payments in the interwar period. These difficulties arose in
lage pat because of lack of multilaterd arrangements to facilitate an orderly payments
adjusment in countries facing large externd debt and deficits  Under conditions of excessvey
volatile short-term capitd flows and in the absence of any obligation on the sde of the surplus
countries to share the burden of adjustment, deficit countries had been forced to undertake
deflationary measures, or resort to trade and exchange redtrictions and competitive devauations
in order to protect economic activity and employment, thereby generating negative externdities
and frictionsin internationa economic relaions

Arrangements  for multilaterd  discipline over exchange rate policies, provison of
adequate internationd liquidity, and redrictions over degtabilizing cepita flows were thus seen
as essentid for internationd monetary dability and prevention of tensons and disruptions in
internationa trade and payments. The IMF was designed to ensure an orderly sysem of

international  payments at Sable but multilaterally negotiated, adjustable exchange rates under
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conditions of drictly limited international capitd flows. A key task of the Fund was to provide
internationa liquidity in order to avoid deflationary and destabilizing adjusments and trade and
exchange redrictions in countries facing temporary bdance of payments deficits.  Although the
respongbility for addressing the problems associated with fluctuations in export earnings of
developing countries effectively fel under the IMF's role for the provison of liquidity, the Fund
was created primarily for securing the gability of externa payments and exchange rates of the
mgor industrid countries, rather than for the dtabilization of baance of payments of deveoping

countries.

There was a certain degree of cregtive ambiguity in the way the Fund's Articles were
drafted in order to reach consensus. This was the case for exchange rate arrangements which
sought to reconcile multilaterd discipline with nationd  autonomy. Countries  undertook
obligations to maintain their exchange rates within a narrow range of ther par vaues and were
dlowed to change their par vaues under fundamental disequilibrium, but the latter was never
defined in the Articles of Agreement. An unauthorized change in par vdue was not a violation
of the Articles, but would enable the Fund to withhold the member’s access to its resources and
even to force the member to withdraw (Dam 1982, pp. 90-93).

This was dso the case with arrangements regarding the moddlities for the provison of
liquidity, one of the most controverdd issues during the negotiations. Keynes srongly argued
that members should have unconditiond access to the Fund within the limits of their quotas and
that “it would be very unwise to try to maeke an untried inditution too grandmotherly” (IMF
1969, Vol. 1, p. 72). However, the United States ressted unconditiona drawings on grounds
that it would be the only source of net credit in the immediate poswar era snce the dollar was
then the only convertible currency. The compromise agreed to in Artice V entitling members
“to purchase the currencies of other members from the Fund’, together with the absence of the
language of credit from the Articles, had the connotation that members would have the right to
determine how much they would draw within the limits of ther quotas, tregting their
subscriptions as their own reserves (Dam 1982, p. 106; and Dell 1981, pp. 45). Most countries



believed that this formulation gave members unconditiond drawing rights, though there was

considerable room for other interpretation.

Access to the Fund was redtricted to current account financing.  The Fund was prohibited
to lend to meet sustained outflow of capitd and empowered to comped a member to exercise
capital controls as a condition for access to its resources. In effect, these arrangements
discouraged reliance on private flows for baance of paymert financing. During the negotiations
for the Bank there was consderable debate on whether the task could be effectively performed
by private lenders, but this was not the case for IMF financing. Although there were some
indances of currency dHabilization in inteewar years supported by officidly aranged private
lending (Oliver 1975, pp.12-15), it was amogt taken for granted that commercia banks could not
be relied on for such a task, paticularly given the high degree of volatlity of short-term capitd
flows during interwar years and pro-cyclica behaviour of private lending.

The members contributions to the Fund, their drawing rights and voting rights were dl
linked to a sngle concept of quotas, determined through a highly politicized exercise so as to
give an effective veto power to the United States over key decisons® This has been an
important factor in the evolution of the Fund over subsequent years, particularly with respect to
conditions governing the members drawings and the operatioral procedures followed.®

The process of legitimizing and ratcheting conditionaity started soon after the Bretton
Woods Conference. A key decison in 1952 formally adopted conditionality and introduced
standby arrangements as the centrd operationd modaity (IMF 1969, Vol. 3. pp. 228-230). This
was followed by a 1956 decison on the phased drawings in order to better enforce conditiondity
with loans disbursed in tranches, contingent on satisfactory achievement of agreed targets, and

® According to Raymond Mikesell, who was actually given the task of calculating the quotas: “ Assigning quotas in
the Fund was the most difficult and divisive task of the conference... The quota formula was not distributed, and

White asked me not to revedl it.... | tried to make the process appear as scientific as possible, but the delegates were
intelligent enough to know that the process was more political than scientific”. Mikesell (1994, pp. 35-36).

® For an excellent account of the rationale and evolution of IMF conditionality see Dell (1981). For more recent
trends see Jungito (1994), Kapur and Webb (2000), and Buira (2003a).
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proliferation of performance criteria.” Although the Board decided in 1968 to limit the number
of peformance criteria after developing countries argued tha the minimum conditiondity
aoplied to the drawing by the United Kingdom in 1967 should become the norm, in practice
there was no essng of conditiondity, paticularly &fter it was given legd sanction in 1969
through an amendment of the Articles®

As a result of these changes, automatic drawing has been confined to the reserve tranche
with higher tranches bringing tighter conditiondity. Thus, the Fund has moved away from
provison of liquidity, that is, finance avalable on short notice and virtudly unconditiondly,
towards finance supplied on the bass of negotiated conditions and made available through
successive tranches® And since the IMF quotas have considerably lagged behind the growth of
world trade, countries access to baance of payments financing has come increasingly under

IMF policy oversght.

But perhaps one of the biggest divergences from the Bretton Woods objectives has been
in the content of conditiondity rather than the principle.  Through conditiondity the Fund has
effectivdly sought to impose exactly the kind of policies that the poswar planners wanted to
avoid in countries facing payments difficulties — audeity and dedtabilizing currency
adjusgments. Auderity has been promoted not only when baance of payments difficulties were
due to excessve domestic spending or digtortions in the price dructure, but aso when they
resulted from externd disturbances such as adverse terms of trade movements, hikes in
internationd interest rates or trade measures introduced by another country. Furthermore, the
digtinction between temporary and dsructura disequilibria has become blurred, often implying

" Performance criteria are specific preconditions for disbursement of IMF credit. Quantitative performance criteria
include macroeconomic policy variables such as international reserves, monetary and credit aggregates, and fiscal
balances. Structural performance criteria vary widely, but could include specific measures to restructure key sectors
such as energy, reform social security systems, or improve financial sector operations (IMF 2002).

8 After the 1969 amendment Article V, Sec. 3(c) stated that the “Fund shall examine arequest for a purchase to

determine whether the proposed purchase would be consistent with the provisions of this Agreement and the policies
adopted under them, provided that requests for reserve tranche purchases shall not be subject to challenge”.

® This distinction is made by Helleiner (1999, p. 7) in the context of crisis lending. See also Mohammed (1999) who
distinguishes between conditional and unconditional liquidity in the same context.
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that a developing country should interpret every postive shock as temporay and thus refran
from using it as an opportunity for expanson, and every negatlive shock as permanent, thus
adjugting to it by cutting growth and/or dtering the domestic price Structure.

The evolution of IMF conditiondity has been shaped by shifts in economic and politica
conditions and interests of its mgor shareholders. Initidly the United States had indsted on
some form of conditiondity to stem excessve reliance on dollar credits. Subsequently, it used
conditiondity to pursue its naiona interests. Europe, notably the United Kingdom, initidly
ressted conditionality because of its need to draw on the Fund's resources. Subsequently, when
they no longer relied on the Fund, conditiondity ceased to be a problem for the European
countries, including for the smdler ones which took refuge in the European Monetary System,
losng monetary autonomy vis-avis Germany but gaining consderéble protection from Fund
conditiondlity.°

A magor transformation of the Fund took place with the breskdown of the Bretton Woods
exchange rate sysem brought about in large part by inconsstencies of policies among magor
indudtrial countries and rgpid growth of internationd financial markets and capital movements.
While floating was adopted with the underdanding that its sability depended upon orderly
underlying conditions, the obligations undertaken by countries were, as pointed out by Triffin
(1976, pp. 47-48), “so generd and obvious as to gppear rather superfluous’ and the system
“essentidly proposed to legdize ... the widesoread and illega repudiation of Bretton Woods
commitments, without putting any other binding commitments in ther place” This in effect
meant that currency stability ceased to be a key objective of international economic cooperation.
It dso meant that there would no longer be any mechanism to ensure effective multilatera

discipline over the palicies of nonborrowing members of the IMF.

In its operations in developing countries the focus of the Fund was initidly on short-term
current account financing. The Compensatory Financing Fecility (CFF) introduced in the early

10" see Akyliz and Flassbeck (2002, p. 98). The last standby agreements with industrial countries were with Italy
and the United Kingdom in 1977 and Spain in 1978; see Finance and Development. September 2004, p. 15.
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1960s as a result of a UN initiative enabled countries facing temporary shortfdls in primary
export earnings to draw on the Fund beyond their norma drawing rights without the performance
criteria normally required for upper credit tranches (Dam 1982, pp. 127-128). However,
automdticity was effectively removed by a subsequent decison of the Fund (Dell 1985, p. 245),
and the “reforms’ introduced in 2000 tightened further the circumstances for unconditiond
access to CFF (IMF 2004b, p. 10).

A number of other gmila ad hoc fadlities have dso been discontinued, including the
buffer stock financing facility introduced in the late 1960s.  This is dso true for the two aill
fecilities of the 1970s which condituted exceptional steps in IMF lending practices as they had
been introduced as deliberate countercyclica devices to prevent oil price hikes from triggering a
globa recesson.!! They dso dlowed the kind of automaticity of drawings advocated by Keynes
during the Bretton Woods negotiations (Dell 1986, p. 1207).

The breakdown of the Bretton Woods exchange rate system together with the graduation
of the European countries from the Fund pushed it closer to development issues. In this respect
the cregtion of the Extended Fund Fecility (EFF) in 1974 maks a turning point. It was
edtablished as a non-concessiond lending facility to address perdgtent and structurad baance of
payments problems!?  This was followed by the Structurd Adjusment Fedility and the
Enhanced Structurd Adjusment Facility, which provided concessond lending to low-income
countries for gructurd change. As a result of increased emphasis on poverty reduction, the latter
was replaced in 1999 by a Poverty Reduction and Growth Fecility (PRGF), a concessonad

window for low-income countries.

In perhaps an even more important shift, the Fund has become a criss lender and
manager for emerging markets. This role effectively started with the outbresk of the debt criss
in the 1980s when many developing countries borrowed heavily from multilaterd sources to

1 |n effect from 1974 to 1976, the oil facilities allowed the IMF to borrow from oil exporters and other countries in
astrong external position and lend to oil importers; see Mohammed (1999, p. 53).

12 See Dam (1982, p.284). For the implications of this mission creep for Bank-Fund relations see Ahluwalia (1999).
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finance debt servicing to private creditors (Sachs 1998, p. 53). And with the recurrent financia
cises in emerging markets in the 1990s crigs lending has become the dominant financid
activity of the Fund. The Supplemental Reserve Fecility (SRF) was created in response to the
deepening of the East Adan criss in December 1997 in order to provide financing above normal
access limits to countries experiencing exceptiond  payments  difficulties, notably in sarvicing
their externd debt to private creditors and mantaining capital account convertibility, under a
highly conditiond standby or Extended Arrangement.

Thus sixty years after its inception, the IMF is now quite a different inditution from the
one created by the architects of the postwar internationd economic system. It “has adjusted to
the changing economic conditions by sponsoring amendments to its Charter, by liberd
interpretations of the Charter's provisons, and in some cases by ignoring limitations imposed by
the Charter.”®® It is now deeply involved in development issues, providing long-term financing
on concessona terms as wdl as assdance on HIPC: currently the number of low-income
countries which are covered under financid arangements for PRGF and HIPC assdance
exceeds the number of countries with standby arrangements by a factor of four (IMF 2005a). It
dated out as an inditution designed to promote globa growth and Sability through multilatera
discipline over exchange rate policies, control over capitd flows and provison of liquidity for
current account financing. It has ended up focussng on the management and resolution of
capital-account crises in emerging markets associated with excessve ingability of capitd flows
and exchange rates, dlocaing a large proportion of its lending for financing cepitd outflows:
during the financia year ended April 30, 2004, over 85 percent of tota purchases and loans were
accounted for by criss lending to Argenting, Brazil and Turkey (IMF 20044, table 11.6). More
importantly, origindly dl members of the Fund had equal de jure and de facto obligations for
maintaining stable exchange rates and orderly macroeconomic conditions.  With the breakdown
of the Bretton Woods exchange rate arrangements, the establishment of universa convertibility
of the currencies of mgor indudrid countries, and the emergence of internationd financid

markets as a main source of liquidity for advanced economies, the Fund's policy oversght has

13 Mikesdll (2001, p. 1). For adiscussion of mission creep see Babb and Buira (2005).
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been confined primarily to its poorest members who need to draw on its resources because of

their lack of access to private sources of finance.

C. Mission creep into development finance and policy

Much of the recent debate on the role of the IMF in development has focussed on three
issues.  Fird, there has been widespread criticism of rapid deregulation and liberdization
promoted by the Fund in developing countries because of their adverse repercussons for
economic growth and poverty. Second, the conditions attached to Fund lending have been under
congtant fire on grounds that, inter alia, they interfere with the proper jurisdiction of a sovereign
government and leave little room for manoeuvre to nationa policy makers. Findly, there is a
broad consensus that financing provided in support of such programs, including in the form of
debt rdief, is highly inadequate.

There has been less emphass on whether the Fund should redly be involved in
development finance and policy, and poverty dleviaion, paticulaly given that there are other
multilateral  inditutions exdusivdy focussng on thee issues including multilaterd  development
banks and various UN technical assstance agencies. Neverthdess, there are some notable
exceptions.  For indance the Mdtzer Commisson (2000) unanimoudy recommended that the
IMF should restrict ts financing to provison of liquidity, and sop lending to countries for long-
term development asssgance and dructura transformation.  Accordingly, the PRGF should be
diminaed and long-term inditutional asssance to foser deveopment and encourage sound
economic policies should be the exclusve respongbility of the World Bank and regiond
development banks. Similarly, according to the former World Bank chief economist Joseph
Stiglitz (2002, p. 232) “a broad consensus — outsde the IMF — has developed that the IMF
should limit itsdf to its core area, managing crises, that it should no longer be involved (outside

crises) in development or the economies of trangtion.”
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There are indeed no compdling reasons why the IMF should ded with sructud
problems in developing countries. As noted, the Fund moved towards developing countries in
large part because it was no longer needed by industrid countries as a source of liquidity and it
lost leverage over exchange rate and macroeconomic polices of these countries.  Sticking to its
origind mandate for fadlitating payments adjusment through provison of liquidity to meet
temporary current account deficits would not have generated much business for the Fund in
devdoping countries given that ther bdance of payments difficulies were dructurd and
durdble, rather than cyclicd and temporay. This, together with the expanson of IMF
membership in Africa, was the man reason why the Fund introduced long-term facilities and
concessond lending. In doing so, however, it has gone right into the doman of deveopment
snce overcoming dructurd payments deficits cdls for reducing both savings and foreign
exchange gaps, including chronic public sector deficits, which, in turn, depends on sructurd ad
indtitutional changes and economic growth, rather than demand management. But thee are
exactly the kind of issues dedt with by multilalerd development banks, and involve action in
wide areas of policy including agriculture, industry, trade, investmert, technology, finance, the
labour market and the public sector.*

Tha externad disequilibrium in developing countries is dructurd does not judify the
Fund going into long-term baance of payments support because this is exactly what the World
Bank has been doing since the early 1980s when it shifted its lending from project financing to
dructurd adjusment and development policy loans which now conditute about hdf of tota
Bank lending. Furthermore, the Bank is doing this for al developing countries while such long-
term bdance of payments support in the Fund is limited to low-income countries digible to
PRGF. This is an ad hoc arangement without a sound raionae, since there are many middle-
income countries with chronic payments deficits and excessve dependence on foreign capitd,
notebly in Latin America, in need of long-term support to strengthen domestic savings and
export cagpacity. This incondstency should be addressed not by bringing them under the IMF,
but taking the others out to the Bank.

14 For aview that the Fund does not provide devel opment finance but payments support see Boughton (2005, p. 10).
12



As pat of its work on deveopment and poverty dleviation, the Fund's programs and
dructurd conditiondity have addressed dmost dl aess of development policy. This is
problematic for severd reasons.  Firg of dl it is not clear that the Fund has the necessary
competence and experience in such complex issues.  Certanly, the kind of expertise in
development policy resulting from research and practicd experience, and access to a dgnificant
amount of information on inditutions and policy environment expected from the Bank do not
define the existing capabilities of the Fund® Nor are they needed for the Fund to function
effectively in its areas of core competence. Furthermore, there are serious risks in entrusting
development matters to an organization preoccupied with short-term financid outcomes and
susceptible to srong influences from sudden shifts in market sentiments about the economies of
its borrowers.  Findly, there is no doubt that what the IMF does or should be doing for
promoting monetary and financid tability has consequences for poverty and development, but
this does not provide a rationae for the Fund to work in these areas.  Such interdependencies
exig in many aress of policy afecting poverty and development, including trade, labour, hedth,
environment and security, both a the nationa and internationd levd. Wha is needed is close
cooperation and coordination with the inditutions specidized in these matters with a view to

attaining coherence and consistency, not duplication.

The Bank and the Fund have taken great pains to show that they are closdy coordinating
in order to minimize overlgp and duplication (IMFWB 2004), but in redity much of what is
being done in development by the Fund could easily be transferred to the Bank. This overlap has
in fact given rise to cdls to merge the Fund with the World Bank, including by George Shultz
(1998), former Secretary of the Treasury and Secretary of State of the United States, arguing that
ther activiies are becoming incressingly duplicative even though basicaly uncoordinated.t®
More recently a former German Executive Director for the World Bank Group and Executive
Secretary of the Development Committee (Fischer 2004) argued that while complete fusion of

15 See Rodrik (1995) and Gilbert, Powell and Vines (1999). However, it is not clear if the Bank really meets these
expectations; see Akyuz (2005a).

16 For an earlier call for merger see Crook (1991).
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the BWIs under a new charter would be the optima solution, politicaly and practicdly a more
feasble sep would be to combine the adminidration and the boards of the two inditutions, and
to reshgpe the single board in such a way as to give greater voice to developing countries. This
would reduce extensve duplication a the adminidrative leve, bring grester consstency in
policy advice and dleviate the pressure on poor countries with limited adminidrative capecities
in coordinating measures promoted by the Fund and the Bank in overlapping areas of policy.
According to one edimae a combined adminigtration with a single board would reduce the
personnel and other costs in the adminigrative budget by at least 25 per cent (Burnham 1999) —
costs which are now effectivdly paid by debtor developing countries through charges and

commission.

While it is often argued that the Fund and the Bank should be merged because they are
effectively doing the same thing, what is argued here is tha they should reman separate
indtitutions doing different things. In fact there ae many aess in which ther activities do not
and should not overlgp. Criss management and resolution, survelllance over macroeconomic
and exchange rate policies, and provison of international liquidity are areas where the Fund
should have a digtinct role and competence. By contrast, the Fund should transfer development-
related activities and fadilities to the Bank. This would not lead to a sgnificant retrenchment of
Fund lending; a the ed of 2004 outstanding PRGF credits were less than SDR 7,000 billion or
10 per cent of totd outstanding credits (IMF 2004a, Table 11.8). Nor would it entail a maor
expanson in outdanding IDA credits which currently are around $90 billion.  The legd
difficulties that might be involved in trandering the resources currently located in the Fund
could be overcome once the principle is accepted (Ahluwalia 1999, p. 22).

In a recent satement the Managing Director has argued in favour of deepening the
Fund's work on low-income countries and expressed his disagreement with the view tha the
“Fund ought to get out of the business of supporting low-income countries’ on grounds that they
“need macroeconomic policy advice from the Fund and they often need financia support from
us’ (De Rato 2005, p. 4). However, the issue is not about whether or not the Fund should be
involved in policy desgn in and provison of finance to low-income countries, but the context in

14



which such activities should be undertaken.  As discussed in subsequent sections, a mgjor task of
the Fund should be to provide counter-cyclicd current account financing to low-income
countries facing excessve indability in export earnings. Agan, macroeconomic conditions that
may need to be attached to short-term lending and Article 1V conaultations would give the Fund
ample opportunity to provide macroeconomic policy advice to low-income countries.  None of

these would require the Fund to be involved in development maiters.

D. Trespassing in trade policy

The Fund, as a monetary inditution, was not to be involved in trade issues even though
its Articles, in effect, authorized, through the scarce currency clause, trade measures agangt
aurplus  countries  unwilling to undertake expansonary measures by dlowing discriminatory
exchange redtrictions (Dam, 1982, p. 233). In the event, however, the Fund has gone in the
opposte direction, putting pressure on deficit developing countries to undertake payments
adjusment despite mounting protectionism in indudrid countries againg ther exports, forcing
them to resort to import compresson and sacrifice growth (Akytz and Dell 1987, p. 54). More
importantly, as the Fund became deeply involved in development issues, it incressingly saw
trade liberdization as an important component of structurd adjustment to trade imbalances. As
noted in a report by a group of independent experts, IMF surveillance has expanded into trade
liberdlization, partly as a result of pressure from the United States as part of conditions for its
agreement to quota increases (IMF/GIE 1999, p. 61). Trade liberdization has aso been
promoted in certain emerging market economies in response to surges in capita inflows as a way
of absorbing excess reserves and preventing currency appreciation (IMF/IEO 2005, pp. 89, and
p. 59, table 3.2).

Although greater openness to foreign competition has dso been one of the pillars of the
adjustment programs supported by the Bank, the Fund is known to have played a more important
role in this area.  Low-income countries and LDCs working under Fund programs have been
encouraged and even compelled to underteke unilatera trade liberdization, putting them at a
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dissdvantage in multilaterd trade negotiations.  Indeed the consequences of unilateral trade
liberdization by developing countries outsde the WTO framework are often discussed in
relation to Fund programs (see, e.g., WTO 20044, section [1.A).

An implication of unilaterd liberdization is that the indudrid countries would not need
to lower their tariffs in areas of export interest to developing countries in order to secure better
access to the markets of these countries in the WTO where trade concessions are based on some
form of reciprocity. Liberdization without improved market access in the North creates the risk
of deterioraion in ther trade balances, hence leading ether to a tighter externd congraint and
income losses, or to increased externd debt. Indeed there is an asymmetry in the multilatera
consequences of trade policy actions taken by developing countries in the context of Fund-
supported programs. A country liberdizing unilaterdly acquires no autométic rights in the WTO
Vis-&Vis other countries, but it could become lidble if it needs to take measures in byeach of its
obligationsin the WTO.Y’

Although this is generdly recognized to be a problem and discussed during the Uruguay
Round, no mechanism has so far been introduced in the WTO for crediting developing countries
for therr unilaterd liberdization in the context of Fund-supported programs.  Furthermore,
arguments are advanced that this should not affect the podtion of developing countries regarding
their obligations in the WTO since what matters there is not applied but bound tariffs. However,
for a number of reasons, including pressures from financid markets and mgor trading partners,
developing countries find it difficult to rase ther taiffs once they ae lowered. More
importantly, applied tariffs are now providing a benchmark in binding and reducing taiffs in the
current negotiations on indudrid tariffs in the WTO. For ingance, paragrgph 5 of Annex B of
the so-cdled July package which provides a framework for these negotiations based on proposas
made by industrid countries takes the gpplied rates as the basis for commencing reductions for
unbound tariffs in developing countries (WTO 2004b). It dso proposes to give credit for

" The most interesting example is the case of Korea. In that country financial restructuring undertaken with the
support of the Fund in response to the 1997 crisis naturally resulted in an increase in government equities in
financial institutions. This became a basis for a legal challenge in the WTO on grounds that such measures
constituted actionable subsidies: see WTO (2003, paras 8-10).
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autonomous liberdization by developing countries provided that the tariff lines were bound on
an MFN bass. However, it is not clear that a line-by-line commitment is necessaily in the best
interest of these countries, or that the kind of unilateral liberdization agreed under IMF pressure
would be consgtent with their bargaining positionsin multilatera negotiations (Akytiz 2005b).

Despite the difficulties confronting developing countries in trade negotiations, the Fund
daff have been advancing arguments in favour of unilatera liberdization in these countries that
go even beyond the positions advocated by maor developed countries in the current negotiations
on indudrid tariffs. For ingance a recent Fund paper argues that Africa's interest in the Doha
Round would best be served by its own liberdization, and that African countries, including the
LDCs, should bind and reduce dl tariffs, even though the July package exempts LDCs from
tariff reductions and recognizes the need for lessthan-full reciprocity.’® The Firs Deputy
Managing Director of the IMF has encouraged developing countries to underteke unilaterd
liberdization on severa occasons, aguing tha “countries that press ahead with unilaterd
liberdization will enjoy enormous benefits and they will not be pendized by further multilaterd
liberdization quite the opposite.  Countries that open up unilaterdly help themseves’ (Krueger
2005, p. 5. The Fund has recently introduced a Trade Integration Mechanism to mitigate
concerns among some developing countries that their baance-of-payments postion could suffer
as a result of multilaterd liberdization in the current round of negotiations, inggting that such
shortfdls would be smal and temporary (IMF 2005b), despite mounting evidence that rapid
liberdization in poor countries can raise imports much fagter than exports and that the externd
financing needed can add significantly to the debt burden.®

The Fund daff have been advocaing binding tariffs closer to therr gpplied levels on
grounds tha this would increase trade by reducing uncertainty of trade policy and hence

18 yYang (2005). See also Chauffour (2005). Interestingly the benefits claimed from liberalization is very small,
around $0.5 billion for entire sub-Saharan Africa excluding South Africa (Yang 2005, table 7), or on average around
$10 million per country per annum, certainly not worth giving up policy options regarding tariffs. For a critical
assessment of the costs and benefits of trade liberalization in the context of the current negotiations on industrial
tariffs see Akyliz (2005b).

19 See UNCTAD (1999, chap. 1V); Santos-Paulino and Thirlwall (2004); UNCTAD (2004, part 2, chap. 5); and
Kraev (2005).
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transaction codts (see eg. Yang 2005, p. 9). This may well be the case, but it is not a matter that
should be of primary concern to the Fund. The international trading sysem no doubt needs
greater predictability and dability, but discretion over tariffs by developing country governments
is not the most serious source of disruption.  As the recent experience regarding the movement of
the dollar shows once again, exchange rate ingability and misdignments are an equd and even
more important source of uncertainty and friction in the internationa trading sysem. This was
recognized by the architects of the poswar internationd economic system, including Lord
Keynes “Taiffs and currency depreciations are in many dternatives  Without currency
agreements you have no firm ground on which to discuss taiffs.. It is very difficult while you
have monetary chaos to have order of any kind in other directions”® It is thus advissble for the
Fund to focus on its core responghility of ensuring Sability and better dignment of exchange
rates, rather than narrowing the policy space for developing countries in matters related to trade
and pushing trade liberdization asif a consstent international monetary order existed.

As the Fund trandfers its work on development to the Bank, it should aso stop being
involved in trade policy issues or undertake activities tha intefere with multilatera trade
negotiations. Its relaion to the WTO should be confined to areas explicitly stated in the Generd
Agreement on Taiffs and Trade (GATT), notably in Article XV on exchange arrangements.
These include consultations and supplying information on monetary reserves, baance of
payments and foreign exchange arangements in order to hdp in matters such as the
determination of whether balance of payments and reserve conditions of countries would entitle
them to gpply the provisons of Articles XII and XVIIIB of GATT and Artice XII of GATS in
order to avoid sacrificing growth and development as a result of temporary payments difficulties
(see Das 1999, chap. 111.3; and Akyiz 2002, pp. 124-125).

20 Keynes (1944, p. 5). The same point is made by Shultz (1998, p. 15) who suggested that the IMF should meet in

WTO setting rather than with the World Bank since “exchange rates and trade rules are the two sides of the same
coin.”
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E. Criss management and resolution: Bailouts or workouts?

There is a consensus that crises in emerging markets will continue to occur because of
finandd makea falures as wdl as shortcomings in nationd policies and internationa
aurvelllance mechanisms. There is dso a wide agreement that the IMF should be involved in the
management and resolution of such crises in order to limit the damage to the economies
concerned, prevent contagion and reduce systemic risks.  However, there is consderable

controversy over how the Fund should intervene.

Until recently the Fund's intervention in finandd crises in emerging markets involved ad
hoc financid bailout operations desgned to keep countries current on their debt payments to
private creditors, to maintain capita account convertibility and to prevent default. IMF rescue
packages amounted to severd times the accepted quota limits (an annua limit of 100 per cent d
a member's quota and a cumulative limit of 300 percent), and were in certain ingances combined
with funds from deveopment banks and bilaterd contributions from mgor industrid countries.
IMF rescue packages for 6 emerging markets (Mexico, Thailand, Indonesia, Korea, Russia and
Brazil) between 1995 and 1998 reached $231 hillion, of which 44 percent came from bilatera
donors, 38 percent from the IMF, and the rest from development banks (Ahluwaia 1999, p. 55,
table 1). From 1995 until the end of 2003 IMF exceptiond financing for 9 emerging markets
(the above sx plus Argenting, Turkey and Uruguay) amounted to SDR 174 hillion, with an
average of 637 percent of quota (IMF 2005c, table 10). Such lending is the main source of
income for the Fund to support its operationa expenses, which stood a some SDR 1.5 hillion a
the end of FY2004. Thus, ironicadly, in the aisence of financid crises and bailout operations in
emerging markets, the Fund can cease to be afinancidly viable inditution.

Crigs lending was combined with monetary and fiscd tightening in order to restore
confidence, but this often faled to prevent sharp drops in the currency and hikes in interest rates,
thereby deepening debt deflation, credit crunch and economic contraction.  Such interventions
took place not only when the country concerned was facing a liquidity problem, as in Korea, but

adso when there were ggns of a problem of insolvency. Origindly rescue packages involved
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short-term, temporary financing but more recently the Fund has provided medium-term
financing, including to governments facing domestic debt problems such as in Turkey (Akylz
and Boratav 2003).

In addition to the SRF noted above, the Contingency Credit Line (CCL) was created in
Spring 1999 in order to provide a precautionary line of defence in the form of short-term
financing which would be avalable to meet future baance-of-payments problems arisng from
contagion.?>  Countries would pre-qualify for the CCL if they complied with conditions related
to macroeconomic and externd financid indicators and with internationa standards in areas such
as trangparency and banking supervison. However, this facility discontinued in November 2003
as countries avoided recourse to it owing to fears that it would give the wrong sgnd and impair

their accessto financia markets.??

There have dso been suggedtions to turn the Fund into an internationa lender of last
resort with a view to helping prevent crises (Fischer 1999). It is argued that if the IMF stands
reedy to provide liquidity to countries with sound policies, they would be protected from
contagion and financid panic so that a lender of last resort facility would have a preventive role.
Clearly, such a sep would involve a fundamentd departure from the underlying premises of the
Bretton Woods sysem. The report of the Metzer Commisson (2000) virtudly proposes the
eimination of dl other forms of IMF lending, induding those for current account financing
which should, in their view, be provided by private markets®®> Such a shift in IMF lending
would imply that only a smal number of more progperous emerging economies would be

digible for IMF financing (Summers 2000, p.14). More importantly there are difficulties in

2L |MF Press Release No. 99/14, 25 April 1999.

22 For an earlier assessment along these lines see Akyiiz and Cornford (2002, p. 135). See also Goldstein (2000,
pp.12B13) and IMF (20033).

2 The dissenting members of the Meltzer Commission pointed out that the most damaging proposals relate to the
IMF s rolein financia crises (Fidler 2000); see also Eichengreen and Portes (2000) and Wolf (2000). In this respect
the Commission Report is not consistent. As pointed out by Del.ong (2000, p. 2) while it assigns a lender of last

resort role to the Fund for solvent but illiquid governments, it condemns the Fund for its loans to Mexico in 1995
and recommends against any increase in the IMF sresources. See Meltzer (2001) for his comments on the critics.
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tranforming the IMF into a genuine internationd lender of last resort, and proposed

arrangements could compound rather than resolve certain problems encountered in IMF bailouts.

The effective functioning of such a lender would require discretion to cregte its own
liquidity in order to be able to provide an unlimited amount of financing. This problem could, in
principle, be resolved by assgning a new role to the SDR, which could dso help promote it as a
true fiduciary asset?* Proposds have indeed been made to alow the Fund to issue reversible
SDRs to itsdf for use in lender-of-last-resort operations, that is to say the dlocated SDRs would

be repurchased when the crisis was over.®

However, the red problem reates to the terms of access to such a facility. Genuine
lender-of-lag-resort  financing (namdy lending in unlimited amounts and without conditions
except for pendty rates) would need to be accompanied by tightened globd supervison of
debtor countries to ensure their solvency, and this would encounter not only technica but dso
politicd difficulties.  Pre-qudification, that is dlowing countries mesting cetan ex ante
conditions to be digible to lender-of-last-resort financing, as in the case of ill-fated CCL,
involves severa problems.  Fird, the IMF would have to act like a credit-rating agency. Second,
it would be necessary to congantly monitor the fulfilment of the terms of the financing to ensure
that the pressures on the capitd account of a qualifying country have resulted from a sudden loss
of confidence amongst investors triggered largely by externd factors rather than macroeconomic
and financid mismanagement. In these respects difficulties are likdy to emerge in rdaions
between the Fund and the member concerned.

24 A suggestion along these lines was made by the Managing Director of the IMF to the Copenhagen Social Summit
in March 1995, when he stated that an effective response to financial crises such as the Mexican one depended on
“convincing our members to maintain, at the IMF level, the appropriate level of resources to be able to stem similar
crises if they were to occur”, adding that this should lead to a decision in favour of “further work on the role the
SDR could play in putting in place a last resort financial safety net for the world” (IMF Survey, 20 March 1995). See
also Mohammed (1999).

2 See Ezekiel (1998); United Nations (1999); and Ahluwalia (1999).
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Perhaps the most serious problem with rescue packages is that they tend to aggravate
market fallures and financid ingtability by creating mord hazard. This is more of a problem on
the sde of creditors than debtors since access to lender of last resort financing does not come
free or prevent fully the adverse repercussons of financia panics and runs for debtor countries.
The man difficulty is tha balouts undemine make discipline and encourage imprudent
lending since private creditors are not made to bear the consequences of the risks they take?® A
dose of congructive ambiguity by leaving lender discretion might help in reducing mora hazard,
but at the expense of undermining the objective sought by establishing such afacility.

There has been growing agreement that orderly debt workout procedures drawing on
certain principles of national bankruptcy laws, notably chapters 9 and 11 of the United States law
provide a viable dternaive to officid bailout operations?’ These should be designed to meet
two interrdlated objectives. On the one hand, they should help prevent financid meltdown and
economic crises in developing countries facing difficulties in sarvicing their externd  obligations
— a dtuaion which often results in a loss of confidence of markets, collapse of currencies and
hikes in interest rates, inflicting serious damage on both public and private baance sheets and
leading to large losses in output and employment and sharp increases in poverty, al of these
being pat of actud experience in East Ada, Latin America and esewhere during the past ten
years. On the other hand, they should provide mechanisms to facilitate an equitable restructuring

of debt which can nolonger be serviced according to the origind provisons of contracts.

% For a survey of empirical evidence on the effect of IMF intervention on debtor and creditor incentives see
Haldane and Scheibe (2003) who “find concrete evidence of creditor-side moral hazard associated with IMF bail-

outs” (p. 1). See also Mina and Martinez-Vazquez (2002) who conclude that IMF lending generates moral hazard in
international financial markets from the perspective of the maturity composition of foreign debt.

27 Thelist of institutions and experts who put forward various proposals for mechanisms to overcome moral hazard
and involve the private sector in the resolution of financia crises includes the Group of 22 (1998), the Council of
Foreign Relations Independent Task Force (CFRTF 1999); the Emerging Markets Eminent Persons Group (EMEPG
2001); and the High-Level Panel on Financing for Development (Zedillo 2001). For a discussion of issues in
bailouts and reform see Goldstein (2000), Haldane (1999), Akytiz (2002) and Eichengreen (2002).
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Attaining these two objectives does not require fully-fledged internationa bankruptcy procedures
but the application of afew key principles?®

?? A temporary debt standdtill whether debt is owed by public or private sector, and whether
debt sarvicing difficulties are due to solvency or liquidity problems — a digtinction which is
not aways clear-cut. The decison for a standdtill should be taken unilaterally by the debtor
country and sanctioned by an independent panel rather than by the IMF because the countries
affected are among the shareholders of the Fund which is itsdf dso a creditor.  This sanction
would provide an automatic stay on creditor litigation. Such a procedure would be smilar to
WTO safeguard provisons dlowing countries to take emergency actions to suspend ther
obligations when faced with bdance-of-payments difficulties (Akylz 2002, pp. 124-25).
Standdtills would need to be accompanied by exchange controls, including suspenson of
convertibility for foreign currency deposts and other foreign exchange assets domedticaly
held by residents.

?? Provison of debtor-inpossesson financing automaticaly granting seniority datus to  debt
contracted after the impodtion of the standgtill. IMF should lend into arrears for financing

imports and other vita current account transactions.

?? Debt redructuring including rollovers and write-offs, based on negotiations between the
debtor and creditors, and facilitated by the introduction of automatic rollover and collective
action clauses (CAC9 in debt contracts. The IMF should not be involved in the negotiations
between sovereign debtors and private creditors.

28 A proposal to apply bankruptcy principles was made by UNCTAD (1986, annex to chap. VI) during the debt
crisis of the 1980s. It was subsequently raised by Sachs (1995) and revisited by UNCTAD (1998, pp. 89-93) during
the East Asian crisis. For a further discussion see Radelet (1999) and Akylz (2002). The idea of establishing
orderly workout procedures for international debt goes back even further. In 1942, in a report by the United States
Council on Foreign Relations attention was drawn to interwar disputes between debtors and creditors and the need
was recognized for exploration of the possbilities of establishing “a supranational judicial or arbitral institution for
the settlements of disputes between debtors and creditors” (Oliver 1971, p. 20).
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These principles dill leave open severd issues of detall, but they nonethdess could serve
as the bass for a coherent and comprehensive gpproach to criss intervention and resolution.
The Fund appeared to be moving in this direction a the end of the last decade with risng
oppostion to balout operations from European and other governments and the increased
frequency of crises in emerging markets.  The IMF Board first recognized that “in extreme
circumgtances, if it is not possble to reach agreement on a voluntary standdtill, members may
find it necessary, as a last resort, to impose one unilateraly”, and that since “there could be a risk
that this action would trigger cepitd outflows ... a member would need to consder whether it
might be necessary to resort to the introduction of more comprehensve exchange or capitd
controls”?®  Although the Board was unwilling to provide statutory protection to debtors in the
form of a day on litigaion, preferring ingead “sgndling the Fund=s acceptance of a standstill
imposed by a member ... through a decison ... to lend into arrears to private creditors’, the
Fund secretariat moved towards edablishing a formad mechanism for sovereign  debt
restructuring to “alow a country to come to the Fund and request a temporary standgtill on the
repayment of its debts, during which time it would negotiate a rescheduling with its creditors,
gven the Fund=s consent to that line of atack. During this limited period, probably some
months in duration, the country would have to provide assurances to its creditors that money was
not fleeing the country, which would presumably mean the impaosition of exchange controls for a
temporary period of time.” (Krueger 2001, p. 7).

However, the provison for Statutory protection to debtors in the form of a stay on
litigetion is not included in the proposd for Sovereign Debt Redtructuring Mechanisn (SDRM)
prepared by the Fund management because of the oppostion from financid markets and the
United States government. The proposed mechanism aso provides consderable leverage to
creditors in seeking their permisson in granting seniority to new debt needed to prevent

29 see IMF (2000). For further discussion of the debate in the IMF see Aky(iz (2002, pp. 123-128).
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disruption to economic activity. It gives considerable power to the Fund vis-avis the proposed
Sovereign Debt Dispute Resolution Forum in determining debt sustainability. >

The SDRM proposd contans innovative mechanisms to facilitete sovereign bond
resructuring for countries whose debt is deemed unsugtainable in bringing debtors and
bondholders together whether or not bond contracts contain CACs, in securing Qreater
transparency, and in providing a mechanism for dispute resolution. It could thus conditute an
important step in the move towards generdized CACs in international bonds. However, it only
addresses pat of the problem associated with financia crises.  Firdt, it would not apply to
countries with sustainable debt but facing liquidity shortages.  Secondly, it focuses exclusvely
on internationd bonds as a source of financid fragility even though vulnerabilities associated
with internationd bank debt, currency risks assumed by the domestic banking system, and public
domestic debt played key roles in most recent crises in emerging markets.  In the presence of
such vulnerabilities bond clauses done cannot stem currency attacks or prevent financia turmoil.
While the SDRM includes a provison to discourage litigation by bondholders (through the
goplication of the so-cdled Ahotchpot@rule), such a rule cannot address the problem of how to
dop financid meltdown, since in a country whose debt is judged unsustainable, currency runs
could take place whether or not bondholders opt for litigation.

More importantly, the SDRM proposad does not fundamentaly address the problems
associated with IMF bailouts. It is based on the premise that countries facing liquidity problems
would continue to receve IMF support and the SDRM will aoply only to those with
unsudtainable debt. As part of its promotion of the SDRM the IMF has argued that unsustainable
debt gdtuations are rare. That means in most cases busness as usud. In any case it can
reasonably be expected that countries with unsusainable debt would generdly be unwilling to
declare themsalves insolvent and activate the SDRM. Instead, they would be inclined to ask the
Fund to provide financing. But in mogt cases it would be difficult for the Fund to decline such
requests on grounds that the country is facing a solvency problem. Here lies the rationde for

30 See IMF (2003b) for adescription of the SDRM and background information.
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limits on IMF crigs lending whether the problem is one of liquidity or insolvency: with drict
access limits creditors cannot count on an IMF bailout, and debtors will be less averse to
activaing the SDRM and danddills when faced with sarious difficulties in meeting thar
externa obligations and maintaining convertibility. This means that to encourage countries to
move quickly to debt restructuring, the SDRM should be combined with limits on criss lending.
But this could be problematic unless private sector involvement is secured through a datutory
ganddtill and stay on litigation.

Even this watered down verson of the SDRM proposal could not dicit adequate politica
support and has, a the time of writing, been put on the backburner. Indeed, the impetus for
rform has generdly been log dnce the turn of the millennium because of widespread
complacency associated with the recovery of capitd flows to emerging markets.  This recovery
has been driven by a combination of highly favourable conditions including historicaly low
interest rates, high levels of liquidity, strong commodity prices and buoyant internationad trade.
Private capita flows to emergng markets appear to be in the boom phase of their third postwar
cycle the firs began in the 1970s and ended with the debt criss in the early 1980s, and the
second begen in the early 1990s and ended with the East Asian and Russan crises®  Totd
inflows in the current boom appear to have exceeded the peak observed in the previous boom,
and amog dl emerging markets have shared in this recovery. However, as noted by the Ingtitute
of Internationa Finance, the system is becoming more fragile once again: “there is a risk that the
pickup in flows into some emerging market assets has pushed vauations to leves that are not
commensurate with underlying fundamentals” (IIF 20058, p. 4). Thus a combination of
tightened liquidity, riang interest rates, dowing growth and globd trade imbdances can reverse
the boom, hitting particularly countries with wesk fundamentds and incomplete sdf-insurance

31 Boombust cycles characterize not only the postwar experience, but almost the entire history of private capital
flows to developing countries. The boom in private flows to Latin American countries that started soon after their
independence around 1820 was followed by widespread defaults and disappearance of international liquidity to the
region until around 1850. Again the boom of the 1920s was followed by widespread defaults and cutbacks in

private lending in the 1930s. For a more detailed account of these cycles see UNCTAD (2003, chap. 11, and pp.
129-132), UNCTAD (1998, Part One, chap. I11) and Kregel (2004).
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(IIF 2005b; Goldstein 2005b).3? Under these conditions if the recent consensus against large-
scade bal-out operations is adhered to, countries that may be facing rapid exit of cgpitd and
unsustainable debt burdens could be forced to underteke action for unilatera standdtill, creating
condderable uncertainties and confusion in the internationa financid system. If not, we will be

back to square one.

F. Restructuring IMF lending and supplementing resour ces

The arguments developed above imply that the Fund should return to its origind mandate
for the provison of short-term current account financing and should no longer be engaged in
devdopment finance or financid balout operdions.  This means abdlishing the fadilities
designed for these purposes including the EFF, SRF and PRGF. Despite the rapid development
and integration of internationd banking and credit markets, there is dill a strong rationde for the
Fund to have a role in providing liquidity because of pro-cydicd behaviour of financid markets
and increesed volatlity of globd economic environment.  Such financing should be made
avalable in order to support economic activity, employment and trade when countries face sharp
declines or reversds of private capitd flows, or temporary shortfdls in externad payments as a
result of trade shocks which cannot be met by private financing. In both cases access to credit
tranches through dand-by agreements should be the man ingrument for the provison of
liquidity. Greater delinegtion of Bank-Fund activities requires that such financing should be the
sole responsibility of the Fund, and the Bark should stay out of provision of short-term finance®

32 A “harsh economic scenario” recently simulated by the IMF (2005c, pp. 810) includes a 30 percent contraction

in private flows to emerging markets, increased spread, disorderly dollar depreciation, lower growth and weak
commodity prices.

33 This view is also held by the majority in the Meltzer Commission (2000, p. 11). See also Gilbert, Powell and
Vines (1999, p. 622) who note that during the 1998 crisis “the Bank provided around $8 billion in short-term
liquidity in the packages of lending to Thailand, Indonesia and Korea. This ‘defensive’ lending had little to do with

promoting development (in the normal sense of that expression). If it were to be repeated, such emergency lending
could severely destabilise the Bank’s normal development lending”.
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While it has to be recognized that money is fungible and in practice it is not dways
possible to identify the need catered for by a particular loan, it is important to ensure that IMF
lending to counter voldility in privae capitd flows should am a mantaning imports and the
level of economic activity rather than debt repayment to private creditors and capital account
convertibility. Such lending should be avallable to countries facing cutback in credit lines due to
contagion as well as those facing currency and debt crises. To ensure that such lending does not
amount to bailouts for private creditors, there should be drict limits to IMF crigs lending since

otherwise it would be difficult to ensure private sector involvement.

This gpproach of condraining IMF lending to encourage private sector involvement in
the resolution of internationd financid crises has been supported by some G-7 countries
induding Canada and England®* It has aso been supported in a report to the Council on Foreign
Relations which argued that the IMF should adhere consstently to norma access limits and that
only “in the unusud case in which there gppears to be a sysemic crids (that is a multicountry
crigs where falure to intervene threatens the performance of the world economy and where there
is widesoread failure in the ability of private capitd markets to distinguish creditworthy from
less creditworthy borrowers), the IMF would return to its ‘systemic’ backup facilities’ (CFRTF
1999, p. 63). However, exceptions to norma access limits could leave consderable room for
large-scde ballout operations and excessve IMF discretion in assessng the conditions under
which exceptional access in capitd account crises are to be granted.® It would aso alow room
for consderable politicd leverage in IMF lending decisons by its mgor shareholders, as was
seen in the differential trestment of Argentina and Turkey after the attacks of September 2001.
Requiring supermgjority for access to exceptional finance, as recommended by CFRTF (1999, p.
63) and Goldstein (2005a, pp. 299-300) would certainly be an important step, but it may not
adways prevent large scde bailouts driven by politicadl motivations. In any case, the Fund should
provide liquidity to countries facing cutback in private lending in order to support production,

34 seethejoint paper by two senior officials of Bank of Canada and Bank of England, Haldane and K ruger (2001).

35 These include a high probability that debt will remain sustainable and good prospects for the member to regain
access to private financial markets within the time Fund resources would be outstanding (IMF 2005c, p. 4 ?
conditions that failed to hold in the case of Argentina.
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employment and trade, and should not be expected to hep float imprudent internationa investors
and lenders- a task that should fadl on national authorities in creditor countries. On the other
hand, the problem of inadequacy of normd lending limits for current account financing should
be addressed by reforming quotas and access policy not by making exceptions to access limits.

Exceptiond current account financing may be needed a times of a contraction in world
trade and growth, and/or sharp declines in capitad flows to developing countries, as was the case
in the early 1980s and after the East Adan and Russan crises. The Fund's regular resources may
not be adequate for deding with such cases because they are not large or flexible enough. This
can be handled by a globa countercyclicd facility based on reversble SDR alocations, which
could be triggered by a decison of the Board on the bass of certain predetermined criteria
regarding globd trade and output and private capita flows to developing countries.  Agan
countries could be permitted to have access to such a facility on a temporary bass within
predetermined limits.

Fund lending in response to trade shocks is needed when financiad markets are not willing
to provide counter-cyclicd finance. As noted the CFF was established in 1963 as an additiona
low-conditiondity facility to hep deveoping countries experiencing temporay shortfdls in
export earnings due to externd shocks in order to avoid undue retrenchment. Modifications
made over the years have tightened conditions attached to the CFF, and the facility has not been
used since the lagt review in 2000 despite two recognized temporary shocks including the attacks
of September 2001 which affected earnings from tourism in the Caribbean region (IMF 2004b).
A mgor problem is that in order to have low conditiondity financing under CFF (the so-cdled
stand alone CFF purchases) a country would need to have a viable payments position except for
the effects of the shocks, but such a country would normally have access to dternative sources of
finance.  On the other hand, countries with dructuradly wesk payments usudly have other forms
of high-conditiondity Fund financing including the PRGF or emergency assstance (IMF 2004b).
Under current arrangements the facility serves no useful purpose and many Executive Directors
cdled for its discontinuation during the recent review, arguing that the CFF is not an attractive
option for low-income countries given its non-concessiona nature (IMF 2004c).
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It is generdly recognized that IMF quotas have consderably lagged behind the growth of
globa output and trade. According to one estimate, in 2000 they stood a 4 percent of world
imports compared to 58 percent in 1944 (Buira 2003b, p. 9). It is, however, often argued that
this does not imply that the sze of the Fund would need to be raised consderably in order to
keep up with growth in world trade because closdly integrated and rapidly expanding financid
markets now provide dternaive sources of liquidity, and the move to floating together with the
universd  convertibility of severd currencies have reduced the need for international reserves.
While this may well be so for more advanced countries, many developing countries continue to
depend on multilaterd financing Snce market liquidity tends to disgppear a@ the time when it is
most needed. These countries are aso more vulnerable to external shocks, be it in trade or

finance.

An across the board increase in the size of the Fund may not address the problems faced
by many developing countries because of the smdl sze of ther quotas. It is known that the
current digtribution of quotas does not reflect the relaive size of the economies of the countries
member to the IMF, and a redigtribution of quotas based on actua shares of countries in
agoregate world output would raise the proportion of IMF quotas alocated to developing
countries, particularly if incomes are valued a purchasng power paities (PPP) rather than
market exchange rates (Buira 2003b). However, this would only address a smdl pat of the
problem: according to the IMF World Economic Outlook, the share of advanced countries in
aggregate GDP a PPP is close to 58 percent while their share in IMF quotas is just over 60
percent. For developing countries these numbers stand a around 38 and 30 percent respectively.
Moreover, a redigtribution of quotas would not produce a tangible increase in the share of low-
income developing countries which do not have adequate access to internationd financid
markets.

One way to tackle the problem would be to adopt differentia trestment of poorer
countries in the determination of their drawing rights. ~Under exising arangements quotas

determine Smultaneoudy countries contributions to the Fund, voting rights and drawing rights.
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But this is not the best possble arrangement and the use of a single quota to serve three purposes
was rightly criticised as “both illogical and unnecessary” (Mikesdl 1994, p. 37). Putting a large
wedge between countries contributions and voting rights by subjecting them to totaly different
rues may be problematic, but there is no reason why drawing rights should not be based on
different quotas from contributions®®  After al non-reciprocity between rights and obligations
for poorer countries has been an agreed principle in multilatera arrangements in other gpheres of
economic activity, notably trade, and such an approach would adso be consgent with
concessondity applied to lending to such countries by the Bretton Woods Inditutions. This may
be aranged by sdting different access limits to different groups of countries according to their
vulnerability to externd shocks and access to financid markets, which in effect implies thet,
under current arrangements, countries would have different quotas for their contributions and
drawing rights. Income shares can be taken as the bass for contributions while export earning
volatility and access to private finance could be used as criteria for determining drawing limits.
Such a need-based approach to access to IMF resources would make even greater sense if, as
proposed in section H, the IMF ceases to be funded by its members, relying instead on SDRs for

the resources needed.

An oveadl expanson of Fund quotas, together with its redidribution in favour of
developing countries, would increase unconditional access through reserve tranche purchases.
However, automatic access would aso be expanded beyond the reserve tranche for the poorer
countries if quotas for drawings are differentiated from those for contributions. On the other
hand, once the Fund sops deding with development and poverty, dructurd conditiondity
should no longer be applied for access to upper credit tranches. Conditiondity would then be
restricted to fiscal, monetary and exchange rate policies ? the Fund’ s core areas of competence.

Increased resources at the IMF should be expected to help strike a better balance between
financing and macroeconomic adjustment. In any case, the kind of conditions to be attached to

% For a similar proposal see Kelkar, Yadav and Chaudhry (2004) who argue that contributions should be based on
member’ s capacity to pay; access to resources should be based on need; and voting rights should balance the rights
of creditors with the principle of sovereign equality.
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lending should depend on the nature of payment imbdances. If the shortfdl is due to temporary
trade and financia shocks, then it is important to ensure that the Fund do not act pro-cydicaly
and impose policy tightening. In such cases the bdance between policy adjusgment and
financing should be tilted towards the later. If expandonary macroeconomic policies and
excessve domedtic absorption are at the root of the problem, then financing would need to be
accompanied by redignment of monetary, fisca and exchange rate policies. However, if it turns
out that payments equilibrium can only be sustained a permanently depressed rates of economic
growth, this is a matter that should be addressed by multilateral development banks through
provison of devedopment finance and promotion of dructurd policies incduding in aress
affecting government revenues and spending, rather than by IMF lending or macroeconomic
policy prescriptions for demand management.

An issue here is whether it would be posshble to disinguish between temporary and
permanent shocks or between structural and cyclica deficits (see e.g. IMF 2004b, p. 10). There
are no doubt difficulties in making judgment in these areas, which cdl for prudence. However,
such judgments are dso necessary under current arrangements in order to drike a baance
between adjusment and financing, and between dsructurd and macroeconomic conditiondity.
Moreover, the Fund is engaged in making judgments in areas that involve even higher degrees of
uncertainty such as debt sustainability and prospects of the country regaining access to private
finance as pat of the criteria to be met for exceptional access in capitd account crises (IMF
2005¢c, p. 4). Pacing macroeconomic and structurad aspects of payments adjustment in different
inditutions is no more problematic than combining them under the same roof. It would aso
have the additiond advantage of reducing the imbaance between adjument and financing snce
dructurd adjusment needs to be supported by a lot more financing than macroeconomic
adjusgment, and the IMF programs tend to rely heavily on macroeconomic tightening to reduce

payments imbal ances even when they are structurd in nature.
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G. | neffectiveness and asymmetry of Fund surveillance

The architects of the Bretton Woods system recognized the role of survellance over
nationd policies for international economic dability. But it was only after the collapse of the
fixed exchange rate sysem and the expanson of cepitd markets that IMF surveillance gained
critical importance.  With the second amendment of the Articles of Agreement the Fund was
charged to exercise firm surveillance over members policies a the same time as members were
dlowed the right to choose their own exchange rate arrangements. Its objective, as formadly
adopted, was limited to survellance over exchange rate policies, focussng primarily on the
sudtainability of exchange rates and externd payments podtions, and on the gppropriateness of
the associated economic policies, paticulaly monetary and fiscd policies, of individua
countries. However, its scope and coverage have expanded over time into structurd policies, the
financid sector and a number of other areas (IMF/GIE 1999, p.21; Mohammed 2000). The
guiddines established in 1977 made an explicit reference to the obligations of members to avoid
manipulating exchange rates or the internationd monetary system to gain an unfar competitive
advantage over other members>’ In the 1980s the magjor members of the Fund came to favour a
broader interpretation and recognized that “to be effective survelllance over exchange rates must
concern itsdf with the assessment of dl the policies that affect trade, cepitd movements,
externd adjusment, and the effective functioning of the internationd monetary system.”®®  After
a sies of emerging market crises the Interim Committee agreed in April 1998 that the Fund
Adhould intendfy its survellance of financia sector issues and capitd flows giving paticular
attention to policy interdependence and risks of contagion, and ensure that it is fully aware of
market views and perspectives@® Various codes and standards established on the basis of
benchmarks appropriate to mgor indudtrial countries for macroeconomic policy, inditutiond and

37 See Executive Board Decision no. 5392-(77/63) adopted on 29 April 1977.
38 Group of Ten (1985, para40). For further discussion see Akyiiz and Dell (1987).

39 IMF Interim Committee Communiqué of 16 April 1998; Washington, D.C.
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market dructure, and financid regulation and supervison have become important components of
the surveillance process (Cornford 2002, pp. 31-33).

However, the Fund's intensve bilaterd surveillance of developing countries policies has
not been effective in criss prevention in large part because it has faled to diagnose and act on
the root causes of the problem. Indeed, according to an independent assessment of Fund
aurveillance, policy makers interviewed had important reservations regarding the qudity of the
Fund's andysis of capital account issues (IMF/GIE 1999, p. 13). Experience since the early
1990s shows that preventing unsudainable surges in  private capitd inflows, currency
gopreciations and trade deficits holds the key to preventing financid crises in emerging markets.
However, as recognized by the IMF's Independent Evauation Office (IEO), there is a consensus
that none of the standard policy measures recommended by the Fund for this purpose, including
countercyclicdl monetary and fiscal policy and exchange rate flexibility, is a panacea, and each
involves dgnificant costs or otherwise brings about other policy dilemmas (IMF/IEO 2005, p.
60). Steilization through issuing government paper, raising resarve requirements or generating
fiscd surpluses runs up againg a host of problems. While fixed or adjustable peg regimes tend
to encourage short-term inflows by reducing perceived currency risks, the floaing regime, which
has come to be favoured by the Fund after recurrent crises in emerging markets, does not provide
a vidble dterndtive. As shown by the post-Bretton Woods experience of advanced industrid
countries and the more recent experience of severa emerging market economies floating does
not prevent excessve inflows of capitd, misdignments in exchange raes and unsustainable
trade deficits nor does it aways secure an orderly currency and payments adjustment.*®
Smilarly, prudentid regulations can help contain the damage caused by rapid exit of capitd, but
they ae not aways effective in checking the build-up of externd fragility even when
countercyclica adjusments ae made to rules governing loanloss provisons, cepitd
requirements, collatera vauation and other measures affecting conditions in credit and asset
markets in order to limit the cydicdlity of the financid system.

0 For the recent experience see Goldstein (2005b).



All these imply that direct measures of control over capitd inflows that go beyond
prudentia regulations may become necessary to prevent build up of financid fragility and
vulnerability to externad shocks® Developing country governments have generdly been
unwilling to dow down excessve capitd inflows usng, instead, the opportunity to pursue pro-
cydicd fiscd policies Tawan is a notable exception with effective redtrictions over arbitrage
flows which protected the economy from the East Asian crisis in 1997-1998.%2 Again Chile and
Colombia employed un-remunerated reserve requirements in a counter-cyclicad manner, imposed
a times of grong inflows in the 1990s and phased out when capitd dried up at the end of the
decade. This was a price-based, non-discriminative messure which effectively taxed arbitrage
inflows with the implicit tax rae vaying invesdy with maturity.  These measures were
effective in improving the maturity profile of externd borrowing but not in checking aggregaie
capitd inflows. The Fund has been ambivaent even towards these market-based measures,
questioning their raionde and effectiveness (IMFIEO 2005, p. 46, Box 23). This is largey
because, as noted in an independent report on survellance, the Fund has generdly been
optimigtic regarding the sudtainability of capitd inflows to emerging markets (IMF/GIE 1999, p.
44, Box 3.2). It has been averse to temporary control measures even when there were clear Sgns
that surges in short-term capitd inflows were leading to perdstent currency appreciations and
growing trade deficits, advocating, instead, fiscad tightening and greater exchange rate flexibility
(IMFIEO 2005, pp. 8-9, and p. 59, table 3.2).

The Fund has little leverage over policies in emerging market economies enjoying surges
in capitd flows, since they rarely need the Fund a such times of bliss. It cannot act as a rating
agency and issue grong public wanings about sudtainability of economic conditions in its
member countries because of their possble adverse financid consequences. But it is adso
notable that the Fund refrans from requesting policy changes and effective capital  account
measures to dowdown speculative capitd inflows, check sharp currency agppreciations and

“1 For a discussion of policy issues in securing greater financial stability see Kindleberger (1995), McCauley (2001),
BIS (2001, chap. VII); and Akyiiz (2004).

“2 Because of such regulations Taiwan has so far been denied the devel oped market status by FTSE, the global index
provider jointly owned by the Financial Times and the London stock Exchange; see Hille and Jung-a (2005, p. 3).
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growing current account deficits even in countries with standby agreements.  This was certainly
the case in the 1990s when it supported exchange-based dtabilization programs relying on short-
teem capitd inflows. More recently Turkey has dso been going through a smilar process of
continued appreciation and growing current account deficits under a floaing regime, brought
about, in large part, by a surge in arbitrage flows encouraged by high interest rates.  Although its
externa conditions gppear to be highly fragile and unsustainable, the Fund has done little to
check this process, it has actudly given a further momentum by condantly prasng the policies
pursued under its supervision.*®* Ironically, the Fund aso seems to be aware of the risks and
vulnerabilities crested by the current boom in capitd inflows to emerging markets, as noted, it
has been smulaing scenarios for a group of “21 vulnerable emerging market countries’ to
predict the financia gap tha could emerge in the event of “financid drought and poor economic
conditions’ (IMF 2005c, p. 8).

According to the recent report by the IEO “the IMF has learned over time on capita
account issues’ and “the new paradigm ... acknowledges the usefulness of capitad controls under
certain conditions, particularly controls over inflows’, but this not yet reflected in policy advice
because of “the lack of a clear podtion by the inditution” (IMFIEO 2005, p. 11). The report
goes on to make recommendations to bring about grester clarity in policy advice and the role of
capitd account issues in IMF surveillance, but it is not cdear if these would lead to the kind of
fundamental changes needed in the Fund’ s gpproach to capital account regimes.

The Articles dlow the Fund to request members to exercise control on capitd outflows
and recognize the right of members to regulate internationd capitd flows. The 1977 surveillance
decison mentions, amnong the developments that might indicate the need for discusson with a
member, the behaviour of the exchange rate that appears to be unrdaed to underlying economic
and finencid conditions including factors affecting competitiveness and long-term  capitd
movements while the 1995 amendment explicitly refers to “unsudtainable flows of private

*3 In arecent study of vulnerability of emerging markets to adverse global financial conditions, potential exchange

rate problems and fiscal and monetary policy challenges, Turkey heads the list; see Goldstein (2005b, particularly
table 11). On external financial fragility of the Turkish economy see a'so UNECE (2005, chap. 4).
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capitd” as an event triggering such discusson.  In other words survellance should include
sugtainability of a country’s externa badance sheet and hence effective management of externd
ligilities**

However, none of these give the Fund clear and effective jurisdiction over capita account
isues or dlow it to include capitd account messures as conditiondity in its financid
arrangements with a member (IMF/IEO 2005, p. 50). Despite that the Fund has played an
important role in promoting capitd account liberdization in developing countries.  After many
years of turmoil in emerging markets, the issue now faced is how to include cepita account
measures to the arsena of policy tools for effective management of internationd capitd flows.
As dready argued, redrictions over cgpital outflows should become legitimate tools of policy in
the context of orderly debt workout procedures a times of rapid exit of capitd. In the same vein,
guiddines for IMF surveillance should specify circumdances in which the Fund should actudly
recommend the impogtion or srengthening of capitd controls over inflows, and the Fund should
be able to request exercise of control over inflows as well as outflows. It should adso develop
new techniques and mechanisms designed to separate, to the extent possible, capita account
from current account transactions, to distinguish among different types of capitd flows from the
point of view of their susainability and economic impact, and to provide policy advice and
technical assstance to countries at times when such measures are needed.

How fa should IMF survellance cover subjects such as financid regulaion and
dandards for financid reporting and accounting? This is dearly a ddicate question involving
not only technicad competence but dso powers and responshilities in areas where there dready
exig other multilatera bodies. It is much more important for the Fund to focus on the andyss
of capitd flows including their nature and sustainability with a view to reducing the likdihood of
crises than on the obsarvance of internationa standards in developing countries in order to limit
the damage that may be caused by their reversas, leaving these matters to ingtitutions with the

4| ndeed management of external liabilitieswas akey part of the report of the Financial Stability Forum on capital
flows. For adiscussion see Cornford (2000).
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necessary expertise.  This was indeed one of the recommendations of the report by independent
experts on surveillance (IMF/IGE 1999, p. 15).

The falure of IMF survelllance in preventing interretiond financia crises dso reflects
the unbaanced nature of the procedures which give too little recognition to shortcomings in the
inditutions and policies in mgor indudria countries with large impact on globd economic
conditions.  For its borrowers the policy advice given by the IMF in Article IV consultations
often provide the framework for the conditionality to be attached to any future Fund program
(IMFGIE 1999, p. 20), while its surveillance of the policies of the most important players in te
globa sysgem has logt any red meaning with the graduaion of the indudrid countries from the
Fund and the breskdown of the Bretton Woods arrangements for exchange rates.  This
asymmetry in surveillance between the creditors and debtors of the Fund has increased further
after recurrent emerging market crises throughout the 1990s. Standards and codes have been
designed primarily to discipline debtor developing countries on the presumption that the cause of
crises regs primarily with policy and inditutiona weeknesses in these countries. By contrast
vey little dtention has been given to the role played by policies and inditutions in mgor
indugrid countries in triggering international finencid crises For indance while it is widdy
recognized that non-compliance with standards and codes is a globa problem, the incentive
dructure for compliance is highly ineffectud for the developed country members of the Fund
(Schneider and Silva 2002, p. 4). Again, the Fund has paid very little attention to how ingability
of capitd flows on the supply sde could be reduced through regulatory measures targeted a
inditutional investors in mgor industria countries (IMFIEO 2005, p. 7), or how trangparency
could be increased for inditutions engaged in dedtabilizing financid transactions such as the
hedge funds.

IMF multilaterd  surveillance has not paid adegquate atention to systemic interrdation
among countries — an area of improvement identified by a former Managing Director.*® More
importantly, the modaities of IMF survelllance do not include ways of responding to and dedling

5 See remarks by Camdessus on “How Should the IMF be Reshaped?’ Finance and Development. September
2004, p. 27.
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with unidirectiond impulses emanating from changes in the monetlary and exchange-rate policies
of the United States and a few other G7 countries. Indeed, boom-bust cycles in capita flows to
developing countries and mgor internationd financid crises are typicadly connected to large
shifts in macroeconomic and financid conditions in the mgor industria countries.  The sharp
rise in the United States interest rates and the appreciaion of the dollar was a main factor in the
debt criss of the 1980s. Likewise, the boom-bust cycle of capitd flows in the 1990s which
devastated many countries in Latin America and East Asa were srongly influenced by shifts in
monetary conditions in the United States and the exchange rates among the mgor reserve
currencies (UNCTAD 1998, Part 11, chap. IV; and 2003, chap. 11). Again much of the current
aurge in cgpitd flows to emerging markets is driven by financid market conditions in indudtrid
countries, including hidoricdly low interex rates and ample liquidity, rather than by
fundamentds in recipient countries, and a reversd of these conditions could trigger serious

ingability in severd emerging markets.

It has often been argued that the problems regarding the qudity, effectiveness and
evenhandedness of surveillance could be addressed by overhauling and downsizing the Board to
make it more representative and effective, and giving greater independence to Executive
Directors vis-&vis their capitds and to the IMF secretariat vis-&vis its governing bodies*®  This
view has been taken further by a senior British Treasury officid who argued in favour of a
formd separation of surveillance from decisons about program lending and the use of IMF
resources 0 as to establish the Fund as independent from political influence in its surveillance of
economies as an independent centra bank is in the operation of monetary policy (Bals 2003). It
is agued that the current structure of the IMF treats program desgn as an extenson of
aurvelllance, but the lack of a clear didtinction between lending and surveillance activities crestes
the wrong incentives and diminishes the effectiveness of surveillance  Moreover, there is
currently no forma regular mechanism for assessng whether the Fund is providing objective,

% For a discussion of these issues see Cottarelli (2005); van Houtven (2004); Kelkar, Chaudhry and Vanduzer-Snow
(2005); and Kekar, Chaudhry, Vanduzer-Snow and Bhaskar (2005) Some of these elements of governance reform
have also been emphasized, to varying degrees, by the three former Managing Directors of the Fund, De Larosiére,
Camdessus and Kohler; see “How Should the IMF be Reshaped?’ Finance and Development. September 2004, pp.
27-29.
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rigorous, and condgtent standards of survelllance across dl member countries — program and
nor+program countries.  While responsible for ensuring the effectiveness of the Fund's activities,
Executive Directors dso have respongbilities to their authorities. This crestes a conflict of
interest where Executive Directors tend to collude in survellance in defence of the countries they
represent, turning peer pressure into peer protection. Survellance should thus rest with
authorities who are independent of their governments and who are not involved in lending
decisons, making it impartid, legitimate, authoritative, trangparent and accountable.  This would
adso have the advantage of protecting the Board and IMF management from being dragged into
decisons, which — on the basis of objective evidence — they would not want to take or publicly

justify.

Such a sep could indeed help improve the qudity of survellance for both program and
nortprogram countries in identifying risks and fragilities and the policy measures needed.
However, it is not clear if it could redly secure evenhandedness between program and non
program countries. For program countries, it would not be possble to ddink lending decisons
from survellance. Indeed, if the proposed arangements are to improve the qudity, authority
and credibility, results of survellance should provide a sound and legitimate bass for lending
decisons by the Board.  But for non-program countries there would be no such mechanism to
encourage governments to heed the policy advice emerging from the surveillance process.
Publication of survellance reports and a wider debate over policy could hep prevent build up of
fragilities and wvulnerabilities by providing dgnds to maket paticipants and cregting public
pressure on governments in need of corrective action, but even an independent body responsible
for surveillance cannot be expected to issue public warnings since they can become sdf-fulfilling
prophecies. For G-1 or G-3 countries whose policies st the terms and conditions in global
financid markets, even such warnings may be of little use in encouraging policy reorientetion or

coordination.

Therefore, while independent surveillance may improve its qudity, credibility and impact
for non-program countries, it cannot be relied on for bringing greater symmetry between creditor
and debtor countries. Such a step may need to be supplemented by reforms in many aress of
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governance to be taken up in the following section. However, given the limits to improving
ggnificantly the leverage of the Fund over non-borrowing countries, evenhandedness may only
be possble by minimizing conditiondity for program countries and increesing the degree of
automaticity of their access to the Fund in the ways discussed above.

H. Governance. Making the Fund a genuindly multilateral institution

The debate over governance of the IMF has focussed mainly on issues raised by exercise
of power by its mgor shareholders, particularly the United States. The most frequently debated
aeas of reform include the procedures for the choice of the Managing Director and, more
importantly, the didribution of voting rights ~ Shortcomings in trangparency and accountability
ae d closdy rdated to “democratic deficit” within the governance dructure of the Fund
resulting from the quota regime.

The postwar bargain struck between the United States and Western Europe for the
digribution of the heads of the Bretton Woods indtitutions between the two shores of the Atlantic
has survived widespread public criticism and inititives taken by developing countries  The
latest sdection of the Managing Director was again busness as usud despite the apparent
consensus reached during the previous round by the Board that the decison for sdection would

be based on awide and open discussion involving al members of the Fund.*’

There is a consensus among independent observers that the present distribution of voting
rights lacks legitimacy not only because it does not meet the minimum dandards for equity due
to eroson of “badc votes’, but adso because it no longer reflects the relative economic
importance of the members of the Fund*® The exising distribution of voting rights, together
with the specid mgority requirements for key decisons, effectively gives a veto power to the

47 See IMF Press Release 99/56, 23 November 1999.

8 See e.g. Woods (1998, 2001), Mohammed (2000), Buira (2003b, and 2005), Kelkar, Yadav and Chaudhry (2004),
and Kelkar, Chaudhry, Vanduzer-Snow, and Bhaskar (2005).
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United States in matters such as adjustment of quotas, the sde of IMF gold reserves, baance of
payments assistance to developing countries, and dlocation of SDRs. Such a degree of control
by the United States may have had some rationde during the immediate postwar years when it
was the sngle most important creditor to the rest of the world and effectively the only creditor of
the Fund. However, now not only is the United States the single largest debtor country in the
world, but it is only one of the 45 creditor countries a the IMF.#°

In theory the Fund appears to be a consensus builder since decisons by the Board are
taken without forma voting.>® But there has been hardly any consensus on proposas for change
favoured by developing countries in areas such as quotas, voting rights or SDR dlocation. In
redity the consensua process of decison-making on the Executive Board does not conditute a
democratizing feature of Fund governance, but a way of exeting pressure on dissenting
countries to go aong with its mgor shareholders.  The influence of developing countries is
further weekened by the practice of ariving & decisons through consensus among Executive
Directors, rather than direct exercise of voting rights by each and every member, snce many

devel oping countries are represented by Executive Directors from industrial countries®?

The procedures followed for the preparation and approval of country programs aso
diminish the impact of deveoping countries  Typicadly agreement is reached between the
country concerned and the Fund staff before a program is presented to the Board, and it is not
adways clear to what extent the agreement reached reflects what the country redly wants to do as
opposed to what it has been compelled to accept. This tends to discourage developing country
Executive Directors to oppose potentidly damaging Stabilization and adjustment programs even
though in theory they have collectively the required number of votes to block them. Clearly an

49 IMF (20044, p. 72). For the definition of net financial position in the IMF see Boughton (2005, pp. 4-5)

°0 The former Managing Director Kéhler argues that “it’s critical for the IMF to maintain the spirit of consensus ...
[and] this is more important than numerical representation”, while another former Managing Director De Larosiére

confirms that this is indeed the case: “During my years as a Managing Director, | do not remember that we ever
counted votes.” Finance and Devel opment. September 2004, p. 29.

®1 See Buira (2003b, p. 4). Currently there are 30 developing countries represented by EDs from industrial countries
(12 by Australia, 10 by Canada, 6 by Spain, and one by Italy and Belgium each).
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dternative procedure dlowing the country concerned to make a presentation to the Board about
its policy intentions and to back it up, when needed, with expert witnesses before entering into
any discussion with the management could provide for a broader debate over country programs
and greater say for developing countriesin the Board.

The current digribution of voting rights and the manner in which they are exercised
effectively enable the mgor indudtrid countries to use the Fund as a multilatera sed of gpprova
to legitimize decisons dready taken esewhere by this smal number of countries. Lack of broad
participation in the decison-making process is dso a main reason why the Fund does not meet
the minimum standards of transparency or accountability. There is an increased agreement that
despite certain measures recently taken, lack of trangparency goes well beyond that judtified by
the confidentid nature of the issues dedt with by the Fund. The record on accountability is even
less encouraging: the Fund is protected againgt bearing the consequences of the decisons taken,
and the burden of ingppropriate policy choices invarigbly fals on countries following its advice.

The proposds for reform for reducing the democratic deficit fal into two categories.
Firg, changes could be made to specia mgority requirements in order to remove the veto power
of the Fund's mgor shareholders over key decisons. Second, and more importantly, voting
rights could be redlocated so as to increase the voice of developing countries. This could be
done by increasing the share of the basic votes in tota voting rights and/or by redlocating cuotas
on the bass of PPP. The man loser would be the European Union, which collectively holds
amog twice as many votes as the United States, far above the leve judtified by the share of the
region in the world economy.  According to a proposa for lestoring basic votes to its origind
share of around 11 per cent of tota votes and dlocating quota-based votes on the basis of PPP,
the share of indudtria countries would fdl from over 62 per cent to 51 per cent while that of
devedoping countries would rise from around 30 per cent to 42 percent (Kelkar, Yadav and
Chaudhry 2004, Appendix 1).

There can be little doubt that a reform dong these lines would condtitute an important

gep in improving the Fund's governance. It would rectify anomalies such as Canada holding the
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sane number of votes as China or smndler European countries including Belgium and the
Netherlands holding more votes than India, Brazil or Mexico, meking the Fund look a more
participatory and democratic ingitution. Nevertheess, it is unlikdy to make a sgnificant impact
on the political leverage of its mgor shareholders or reduce the imbaance between its creditor
and debtors.

The problems of governance and lack of uniformity of trestment across members cannot
be resolved as long as Fund resources depend on the discretion of a smal number of its
shareholders.  Reserve currency countries are the principa creditors to the Fund and their quota
subscription payments provide the only usable international assets since there is no demand for
nationa currencies paid in by developing countries. Moreover, the Fund borrows not from
international  finencid makets, but from a minority of its members under two sanding
arangements, GAB and NAB. It is true that the didtinction between creditor and debtor
countries is not the same as that between industriad and developing countries, and at the end of
2004 of the 45 creditor countries to the Fund 9 were developing countries. However, unlike
indugtrid  countries, developing countries net financid podtion in the Fund has been highly
volatile.  Almost dl of the 44 countries which have switched, a least once, over 1980-2004
between being net financia contributors to the Fund and being debtors, and back, are developing
countries (Boughton 2005, p. 4). With increased frequency of financid crises in emerging
markets, this classfication, like internationa credit ratings, has become highly undable.  For
ingtance Korea, Mdaysa, Mexico and Thaland now are among the creditors of the IMF while
they were heavily indebted a few years ago. Again there is no guarantee that countries such as
Chile and China which have been IMF creditors for some time will reman s in the years
ahead.>

In trade, bilaterdism is often seen as a threat to multilaerdism because of the
preferentia treatment it accords to some countries a the expense of the others in violation of the
MFEN principle, and the role played by politicd consderations in bilaterd and regiond trade

2" Mohammed (2000, p. 208) uses “structural debtors’ and “structural creditors’ to make the distinction between
industrial and developing countries.
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arangements.  In the sphere of finance, by contrast, bilaterd and multilaterd arrangements are
often seen as complementary. As dready noted, in severd ingtances the Fund's interventions in
emerging maket crisess were combined with bilaterd contributions from mgor indudtrid
countries, notably but not soldy the United States, particularly where political, economic and
military interess were involved. Again, officid debt reduction initistives combine bilaterd and
multilateral debt, as in HIPC, and bilaterd lenders often ingst that any taks in the Paris club
should be preceded by a forma IMF program. Since hilaterd lending is driven largey by
politica congderations (Gilbert, Powdl, and Vines 1999; Kapur and Webb 1994; and Rodrik
1995) and bilaterd debt negotiations rardy sdisfy uniformity of treatment of debtors, such
arangements serve to subvert the governance of the Fund further, thereby enhancing the scope
to makeit an indrument for mgor indusdtrid countriesto pursue their nationd interests.

A reform tha would trandate the Fund into a truly multilaterad inditution responsible for
internationd  monetary and financid dability with equd rights and obligations of dl its
members, de facto as well as de jure, would cdl for, inter alia, an internationa areement on
sources of finance that do not depend on the discretion of a handful of countries as well as a clear
separation of multilaterd financia arrangements from  bilaterd  creditor-debtor relations.  The
potentid sources of genuindy multilatera finance are twofold.  First, an agreement could be
reached on internationa taxes, including the currency transaction tax (the so-caled Tobin tax),
environmenta taxes and various other taxes such as those on ams trade, to be applied by Al
paties to the agreement on the transactions and activities concerned (Atkinson 2003; Wahl
2005). A common feature of these is tha they are dl sin taxes which would provide revenues
while discouraging certan global public bads such as currency speculaion, environmentd
damage or armed conflict and violence. However, these sources of revenue are more gppropriate
for development grants to poorest countries or for the provison of globd public goods rather
than provison of liquidity for temporary payments imbaances.

A more gppropriate source of funding for the provison of internationd liquidity is the
SDR. Under present arrangements the IMF may dlocate SDRs to members in proportion to their
quotas, but not to itsef. Members obtain or use SDRs through voluntary exchanges or by the
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Fund desgnaing members with strong externd pogtions to purchase SDRs from members with
week externd pogtion. When members holdings rise aove or fdl below ther dlocation they
earn or pay interest respectively. These arrangements would need to be changed to adlow the
SDR to replace quotas and GAB and NAB as the source of funding for the IMF. The Fund
should be dlowed to issue SDR to itsdf up to a cetan limit which should increase over time
with growth in world trade. The SDR could become a universally accepted means of payments,
held privately as wdl as by public inditutions.  Countries access would be subject to
predetermined limits which should aso grow over time with world trade. The demand for SDRs
can be expected to be inversdy relaed to buoyancy in globa trade and production and the
avalability of private financing for externd payments Thus it would hep counter deflaionary
forces in the world economy and provide an offset to fluctuaions in private kalance of payments

finanang.

Severd issues of detal would ill need to be worked out, but once an agreement is
resched to replace traditiona sources of funding with the SDR, the IMF could in fact be
trandated into a technocretic inditution of the kind advocated by Keynes during the Bretton
Woods negotiations®®  Its funding would no longer be subjected to arduous and politically
charged negotiations dominated by mgor indudtria countries. The case for creating SDRs to
provide funding for the IMF for current account financing is much stronger than the case for
usng them to back up financid bail-outs associated with a potentid lender of last resort function
advocated by some observers (eg. Fischer 1999) in so far as it could help improve the
governance of the Fund and reduce the imbalance between its creditors and debtors. Such a step,
if supplemented by the kind of reforms regarding its mandate, operationd modaities and
governance sructure discussed earlier, would give the Fund a chance to @erae as an inditution

for all countries, rather than as an ingrument of some.

%3 For abrief history of the debate over IMF governance see Cottarelli (2005, pp. 6-9).
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Summary and conclusons

A genuine reform of the internationd finendd sysem genedly and the Fund
particularly depends on developing countries forming a coherent view on a broad range of issues
which, in turn, cdls for grester undersanding of various options as wedl as extensve
deliberations and consultetions.  This paper ams a contributing to this processs. A man
concluson that emerges from the discussons above is that the origind rationde of the Fund,
namey to safeguard internationd monetary and financid ability, is now even gronger than in
the immediate poswar era given the sze and speed of internationad capitd flows and their
capacity to inflict damage on the real economy. Thus the Fund needs to go back to its core
objectives and focus on preventing market and policy falures in order to attain grester
internationd economic Sability and facilitate expanson of employment, trade and income
Redization of this objective calls for reforms on severd fronts:

?? The Fund needs a greater focus. It should stay out of development finance and policy
and povety dlevidion. This is an unjudified diverson and an aea tha bedongs to
multilaterd  development banks.  All facilities crested for this purpose should be
tranferred to the World Bank as the Fund terminates its activities in development and
long-term lending.

?? A mgor task of the Fund is to promote a stable system of exchange rates and payments to
ensure a predictable trading environment.  In this task the Fund should focus on
macroeconomic and exchange rate policies and stay away from trade policies. The
attempts by the Fund to promote unilaterd liberdization in developing countries drawing
on its resources undermine the bargaining power of these countries in multilaterd trade

negotiations.

?? Crigs management and resolution is an increasingly important area of respongbility of
the Fund. However, the Fund should not be alowed to bal out lenders and investors
gnce such operaions prevent market discipline and create lenders mord hazard.
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Accordingly, there should be drict limits to the Fund's crigs lending.  Ingeed, the Fund
should help develop orderly workout mechanisms for sovereign debt both to prevent
financid mdtdown and to redructure debt which cannot be serviced according to its
origind terms and conditions. Temporary debt Standdtills and exchange redrictions
should thus become legitimate ingredients of multilaterd financid arrangements.

? The Fund should focus on lending to finance temporary current account imbaances
resulting from extend trade and financid shocks as wel as from domestic policy
imbdances. There should be greater automaticity in meeting payments imbaances
resulting from extend shocks and less emphass on policy adjusment. Conditiondity
should not be extended to structura issues but confined to macroeconomic and exchange

rate policies.

? The Fund's resources need to be increased to keep up with growth in internationd trade.
Access of countries to Fund resources should be based on the principle of need, not on

countries contribution to the Fund or their relaive importance in the world economy.

? Fund survelllance has been ineffective in preventing emerging market crises.  While the
primary respongbility for avoiding crises lies with individud countries own policy
choices, the Fund has contributed to increased vulnerability and fragility of emerging
markets by promoting premature capitd account liberdization and faling to dert
countries againg unsudainable surges in capitd inflows, currency appreciations and
current account imbalances.  Progress on this front depends on a fundamental change in
the approach of the Fund to capita market issues. The Fund should improve its ability to
identify risks and fragilities, and develop policy tools to prevent unsustanable capita
flows to emerging makets, including direct and indirect control mechanisms, and
provide policy advice.

? The Fund survellance has dso been unable to prevent destabilizing impulses originating
from perssent trade imbaances and exchange rate misdignments in mgor indudrid
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countries.  This too is partly due to the poor quaity of policy andyss and assessment of
market conditions. Separating surveillance from lending decisons and assigning it to an
authority independent of the Board could improve its qudity, legitimacy and impact.
However, such a reform done is unlikdy to increase sgnificantly the leverage of the
Fund over non-program countries and eiminate the imbaance between the Fund's
debtors and creditors.

?? Any reform desgned to bring greater authority and legitimacy would need to address
shortcomings in the Fund's governance in severd aress induding the sdection of its
head, the didribution of voting rights, transparency and accountability. However the
Fund is unlikdy to become a genuindy multilateral inditution with equd rights and
obligations for dl its members, in practice as well as in theory, as long as it depends for
resources on a handful of indudrid countries and its financid activities are intimatey
linked to bilaterd debtor-creditor relations between donor and recipients.  These
problems could be overcome if the IMF ceases to be an inditution funded by its

members, and relies on SDRs for the resources needed.
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