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TO Mr. J. J. Polak DATE: February 1, 1967 

FROM R. R. Rhomberg ~ ~ ~ 
SUBJtCT : Draft Note on Effect of the Compensa tory Financing Facility 

on the Cost of the Suppler:1enta ry Financing Scheme 

I attach a first draft for a reply in response to a request by the 
Intergovernmental Gr~up on Supplementary Financing to provide an assessment 
of the effects of recent changes in the Fund's compensatory financing facility 
on the annual cost of the Supplementary Financing Scheme. 

Before his departure, ¥~. Fleming left a draft of the first section of 
this note, and after receipt of the requisite data from the IBRD the 
remaining portion of this note was drafted. 1~. Fleming had expressed a 
hope that it would be possible to forward this note to Mr. Sidney Dell in 
time to be used at the forthcoming meeting of the Intergoverrunental Group 
which Mr. Fleming will be attending. 

Attachment 

cc: Mr. Fleming 
Mr. Nicoletopoulos 
Mr. Finch 
Mr. ?--!a cone 
Mr. Sa!T'...a / 
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( 
.Effects of Recent Changes in the Fund's Compensatory Financing 
Facility on the Annual Cost of the Supplementary Financing Scheme 

Prepared by the Staff 

February , 1967 

The estimates contained in the present note have been prepared in 

response to a reques t put forward at the first meeting of the Intergovernmental 

Group on Supplementary Financing to provide an assessment of t he effects of 

recent changes in the Fund's compensato ly financing facility on the annual 

cost of the Supplementary Financing Scheme . 

The question to vrhich this nate attenpt s to provide an ans-vrer •ras 

formulated on the assumption that the nature of the Fund's compensatory 

financing facility would not be affected by the coming into existence of a 

Supplementary Financing Scheme . It seems necessary to preface this n0te with 

the warning that this assumption cannot in fact be taken for granted . 

The prlncipal chanses made in the Fund's compensatory financing facility 

in its recent revision are as follo·,rs: 

1. The over-all limit on compensatory financing drawings 

outstanding was extended from 25 per cent of quota to 50 

per cent of quota, subject however to a reaximum annual 

increase in such drawings outstanding of 25 per cent of quota. 

2. The method of estimating the trend value from which 

export shortfalls are calculated ·..ras changed so as .to 

give a greater weight to the qualitative estimate 

(market-analysis forecasts) and less to the statistical 

formula, which gives weights of 50 per cent to the 

exports of the shortfall year and 25 per cent to the exports 

of each of the two preceding years; the qualitative estimate 

itself, however, is no~ subject to certain limits set out 

on page 8 of the report Co~pensatory Financing of Export 

Fluct~ations: A Second Report by the In ternatior~l 

r.lonetary Fu..'1.d. 
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3· While compensatory drawings continue to be repayable in the fourth 

and fifth years follo,.r ing the drawing} the Fund recor.1l11ends that 50 

per cent of any export excess occurring in the first four years after 

a compensatory drawing should be devoted to its repayment . 

The facility contains } in both its original and its revised formJ a 

number of qualitative elements , such as that members of the Fund cannot 

use the facility unless they have a balance of paynents need to do so, 

that any shortfall compensated has to be largely attributable to circumstan ces 

beyond the control of the member, that compensation will occur only if the 

member is prepared to cooperate with the Fund in an effort to find appropriate 

solutions for its balance of payments difficulties, and that compensatory 

drawings will only take place if the member chooses to ask for them. In 

particular, it was assumed that: 

(a) all members having a shortfall will seek a compensatory 

drawing and >rill be elisible for compensation ; 

(b) compensation will not be reduced to avoid double corr.pensati on 

arising from any dra•.ving under the Fund's regular tranl..!he 

policy within a 12-month period prior to the date of the 

compensatory drawing in question; 

(c) the limit on the increase in outstanding drawings by 25 

per cent of quota in any 12-rnonth period, which ~~y be 

waived in the case of shortfalls resulting from disasters 

and major emergencies, will hold in all cases; 

(d) all members will comply with the recommendation on repay

ment out of excess exports rather than postpone repurchases 

until the fourth and fifth year of the drav ing. 

One of the most i rr.po rtant of the arbitrary assUQptions made relates 

to the manner in which account is taken of the Yole of qualitative estimate s 

in the determination of the norm with respect to which shortfalls are 

calculated. In calculating the effects of Fund compensatorJ drawings under 

the original facility,the BaP~ staff had worked on the asa~~ption that 

the trend value in question would be based exclusively on the statistical 
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fonnula giving veights of 50 per cent to exports in the current year and 

25 per cent to the exports of each of the tvo preceding years. Under the 

nev facility, vhich lays greater emphasis on qualitative market appraisal, 

this assumption >wuld see1:1 to be unsuitable. It has been assumed, instead, 

that the trend value vould lie haJf.:ay betvreen the norm calc...tlated in 

accordance with the statistical fomula just mentioned and the five - year 

moving average of exports centered on the shortfall year, subject to the 

limits stated in the Fund report on page 8. In other vords, it has been 

assumed that the trend value vould be based partly on a correct anticipation 

of exports in the tvo years folloHing the shortfall year and partly on the 

formula based on existing statistical data. 

The estimate by the Bank staff of the average annual cost of the 

Supplementary Financing Scheme vas made by averaging the results of computations 

for t~oro samples of developing countries, both adjusted to a global basis. 

One sample consists of 14 countries for the period 1957-63 and the other 

of 18 countries for the period 1959-63. It vas concluded that the combined 

effect of the Fund's old compensatory facility and the application of the 

overages of the Scheme to repay Scheree lendings was to reduce the average 

annual cost of the Scheme by about $400 million. 

In a rriving at this estimate, the Bank staff had assumed that Fund 

dravings ur~er the compensatory facility in years of Scheme shortf~lls 

r educe the cost of the Scheme, but that repayment of these dravings neither 

increases the cost of the Scheme in years in vhich there are Scheme shortfalls 

nor reduces the overages available for repa~.ent to the Schene in years in 

which there are Scheme overages. Table l compares cost savings calculated 

on this basis (Basis A) resulting from compensatory drariings under the old 

a nd the nevr Fund facility. The average an..rtual cost reduction res.ll ting from 

Fund dra~.rings would have been $90 million if the old Fund facility had been 

; in existence during the SaJ:G>le years and $148 million if the ne•..r Fund 

facility had been ~n existence during thisP=riod. The net saving to the 
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Table 1. Hypothetical Reduction in Average Annual Cost of 
the Supplen:entary Fmancing Scheme Resulting fr:Jm the 

Fund's Conpensatory Fin.3.ncing Facility and Scheme Overages 

{In millions of U.S. dollars) 

Old Fund Nevr Fund 
Facility Facility 

(1) (2) 

Difference. 
{2) - (1) 

(3) 

Cost reduction through 
FWld facility 

~ Basis A {drawings only) 90 58 
Basis B ( dra•dngs and repayr!lents) 70 16 

Cost reduction through Fund 
facilit~ and Schene overaf,eS 

l Basis A (drawings only) 399 457 58 
Basis B (dravings and repayrnents) 379 395 16 .. 

\ 

Scheme resulting from the revision of the Fund facility would, therefo re , have 

been $58 million. This saving would increase the average annual cost reduction 

{ 

. 

resulting from the use of the FQ~d facility and of Scheme overages from $399 

million on the basis of the old FWld facility to $457 million on the basis of 

the new Fund facility. 

Since the original computat ions ~~de by the Bank staff were reported in 

the Bank's study Suppler.1entary Financial r.:easures, it has been suggested that 

a realistic assessment of the possible reduction of the cost of the Schene 

through use of the Fund's compensatory fiD2ncing facility should take account 

not only of corepensatory drawings from the Fund but also of the associated 

repayments to the Fund . The results shown under Basis B in Table 1 are 

computed on the ass~ption that repayrr.ents of compensatory drawings that 

'would have occurred in years of Scheme shortfalls increase the cost of the 
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Scheme (1 n years of Sch_-eme shortfalls) or reduce the overages available for 

repaymcr•'· to the Scheme {in years of Scheme overages). Fund dravings that 

11 
vould b ~.·r -:: occurred in years when there vas no Scheme shortfall, and the 

associu. V rJ repayments, are left out of account, sinoe such draT..rings would 

I 

not have r educed the ccst of the Sche~e. On thisassumption, t~e cos t 

reductic,{s through the al.d Fund facility is $7C milliou and tlta t. achieved 

through i.'Je new Fund f acility is $86 million. The additional cost reduction 

resul t in;~ frO!!! the change in the Fund facility is $16 million. 

On 1l-:l.sis B the r eduction of the cost of the Scheme resulting from use of 
..--...... ,_ .,. ... ..,..,_ 

the Fun·l 'r; c ompensatory facility and the application of _S_:~e~ ~ver~~

taken t c.,;:•.: t her, is $379 million with the old Fund facility and $395 million 

under n, .. ,, Fund facili ty. 

The c omputations reported on Basis B would appear to give more realistic 

estimatr:;. of the cost reduction available thr:)Ugh the compensatory facility 

of the F m i then do those reported on Basis A. l ! S Table 1 shm.rs, it turns 

out by c•.incidence that the effect on the cost of the Scheme of the expansion 

of the Y •ni' s facility described earlier in this rote is almost exactly 

/ offset \ ,.f the effect of having taken account of repayments of compensatory 

drawins~:. Tne best estirr.a.te of the reduction in average annual cost of the 

Supplcr::..c. !,ary Financing Scheme resulting from use of the neT,, Fund facility 

and the r"pplication o~ Scheme overages is, therefore, still approxirr.a tely 

$400 million, i.e., e~al to the estirrate reported in Supplerr.entary Financial 

It ~hould be noted that this estirrate is based on the assumption that 

member' f~ a ccess to the Fund's compensatory facility was intact at the 

b'eginniitC:: of the sanp~ period, 1957 or 1959· If it had been asstrrr'.ed instead 

th!it th ·.: Fund's facilit y had been in existence for s orr..e years preceding the 

beginn in,; of the sampLe periods, son:e of the countries included in the samples 

vould h·t:e had compensatory drawings outstanding in 1957 or 1959, and their 

; further r : _cess to co~ensatory dra....,ings would have b een redu ced. On this 

assumpt i ', :1 1 the cost saving to the Sch en:e resulting from the co:r.pensatory 

facility ·.tould have been less than that reported in Table 1. Th .. is considera tion 
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is relevant because, if the Supplementary Financing Scheme came into effect 

sometime in the future, the Fund's compensat~ry facility will in fact have 

been in existence for some time and some of the countries eligible for 
then 

suppleF..entary financial assistance woUld/be likely to have outstanding 

compensatory dra'..rings. It is difficult, hm·rever, to make an appropriate 

allmrance for this fact in the computations reported here for three reas·:,ns : 

First, since the date at >·rhich the Supplenentar.f Financing Scheme rr.ay come 

into effect is not kno:~ it is not possible ~o say for how many years the 

new Fund facility will then have been in existencej the computations would 

have been very complicated if it had to be assumed that for sone past years 

the old Fund facility had been in existence and for the renaining years 

preceding the hypothetical introduction of the Scheme in 1957 or 1959 the 

new Fund facility had been in existence. Second, even though the Fund's 

facility has nmr been in existence for over t!'lree years, only one of the 

countries included in the sarrple uned by the Bank staff for these couputations 

has in fact made a conpensatory dra•ringj it is not clear therefore that all 

of the sample countries that could have dra·.m should be assumed to have 

outstanding dral·rings at the time of the possible introduction of the 

SupplementarJ Financing Scheme. Third, in the F~~d's computati ons of 

hypothetical drawings the outstanding dra'<rinss of prirnary producing count ries 

are very high at the begiP~ing of 1959 (in contrast to the ar.ounts outstanding 

in the beginning of 1957) because of the large dra,rings made under these 

hypothetical computations in 1958, which was a peak shortfall year under the 

Fund's definition of shortfall; it is uncertain -.;rhat should be appropriately 

assumed about the incidence of shortfalls in the years just preceding the 

introduction of the Supplec.entary Financing Scheme at an uncertain future 

date. For these reas0ns, it is thoughradvisable not to give a quantitative 

estirrete of the reduction in the cost savings through the Fund's facility on 

the assumption that the Fund's compensatory financin6 scheme had been in 

existence before the begiQ~i~g of the sample pe~iods chosen for the BaQ~ st~dy. 

It must be anticipated , however, that as a result of this factor the cos t 

saving afforded by the Fund's compensatory facility would be 3omewl~t lower 

than that esti~ted in this note. 



FORM No. 58 INTERNAT IONAL DEVELOPMENT I INTERNAT IONA L BANK FOR 
ASSOCIATION RECONSTRUCTION AND DEVELOPMENT 

I NTERNAT IONA L FINANCE 
CORPORAT ION 

OFFICE MEMORANDUM 
TO: Mr. Irving s. Friedman DATE: January 20, 1967 

FROM : 

SUBJECT: 

N. A. Sarma 

Supplementary Finan~e:· Effect of Changes in Compensatory Facility 

On the basis of past data for certain countries received 
from Mr. Fleming, Mr. Gassner has worked out the impact of Fund's 
CFF on the Scheme 's cost, on alternative assumptions regarding use 
of overages. We have discussed this with Mr. Macone. We would like 
to have a word with you before we give any of these estimates to 
Mr. Fleming. 



FoRM 1'<0 . 57 
INTERNAT I ON AL DEVELOPMENT I INTERNATIONAL BANK FOR I INTERNATIONAL FINANCE 

ASS OC IAT ION RECONSTRUCTION AND DEVELOPMENT CORPORATION 

OFFICE MEMORANDUM 
TO: Mr. J . Marcu Vleming DATE: January ll, 1967 

FROM : N. A. S 

S U BJECT: 

I had 

Facility of the Fund : Pro 

Attached hereto is a brief note, tor disou ion, about 
entioned to u . 

hich 



1. .. Com ns ory Financin acili y or the is desi ed 

to co pensat to hort.f'all in ex'P)rt r cei •~ icule.rly 

tor pri pro ci countries. Dr :win e r s facility c b 

d up to limi of m ot fl iber' q ota, 0 rided ba: n dra: 

do not no ly eel 25 of quota in a tw lve- nth riod. Li e oth r 

d drawing , repa ante are to be within .five years. hua, under 

the C s tory Financ1. Facili y, as in oth r nd o ration , he 

revol vi nature of r ouroe 1 awin a r the 

pensatory Fin cing virtually aut.o ic. In addition, for 

purpos s of "';h:is ci 11 ty, he Fund 1 pr he r uir ent 

h t t.atal ou-. anding drawin s y not d holdi s ot a her' 

curr cy eyon 200% o quota. 

2. he a si ance that a ob ain tro th Fund un r 

this cillty i of ehort.-tem 4ura ion, like h aesi a.nc obtained. 

through r lar drawings. It l o h lpe to t rary and v reibl 

lane or paym•mlil' deficit , and tully accords w1. h he use of all 

re rc • 

3. Suppl :t a.ry Finance Seh ia si d to help void th 

di ruption o! w ll~cone i ved d v lo ent 

intematio 1 support f'or tb ir tinanc , Wh d.i ruption could 

potentially c sed by lack of foreign exc due to an ex c ed 

export hort.fall. Tbue, ppl ent&r7 f'l ce i vi d a or basic 
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finance, though this rticula.r a si vailable 

hen cted shortt 11 in rt occurs. he te su ed tor 

ppl enta fin cial a.a ist c are eons en ly i lar to t.ho e 

ppropriate !or the .f'.inane~n of lon - A ba c f ture 

of t Sc is a ''Policy Pack ", t at i , an gre 

a cy eri g th Sc a mber country, bo th d v lop-

o be undertaken by the co ry and a set of ba ic d v lo ant 

licies vbich ar objectively r as ppropriat y tb internatio 

00 r uni.\iY• 

4. A at r of spea:i.al. i portanc in his licy Pac a e i!!\ he 

o! licie hie a ao · ry int ds to pursu in conn ction With it expo 

em of the Policy Pack ge b has to b a put of the initial 

und r andin c1 1 li.cias or th de loP-

in c untr , hese v ld aff ct the d elo t it elf', the 

obilization of do stic r c s for the pro , and th b l c o:t 

a. In reachin an anding ldth a ber country, the Agency 

could avail itself of th experience and. advice of th· Internatio . 1 one'tary 

d d th orld on atrtere falling within their r pective .t"lel 

or re pon 1 ilities. 

$. he d's F1 oin acility nd th proposed 

cial ur s d al with r lated pects ot a bacia 

probl f c by lJ)C 1 - th t 1 1 the vola ility uncertainty of their 

axporbs. As uoh, he two facilities would uppl en: each o her. The 

nsatory cin F cility is esign t.o eal with in ability of 

axJX)rt - th o ye nuctuation in export receipts. the up le-
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entary ot an uilibrat d ce b~ is co c med with 

unexp ~ d and unfavora. le oh g s in ex s fro expe~ ion • 

hi i re.fl ete in he hodology of port; ctions. 

F:lnanci r d value, b d on paat ex 

, and roje ion tor wo future 

Suppl ary Financing Soh e 'tri s t-o e te port; ev ua1i ie 

over a planning period n which a elo · ry can ly for king 

1 s 

6. he ain :tfer nee betv o i in the pu ; the d 

Faoili y s ek to st a co ry in l:mltllu.&.UM a t. t 

ant de!ioit, and the a ietanc provi i or • 

Suppl ant Finance e, n tho oth r h o lp 

b neficia cou it to nain t e growt; by ood he lo 

ot for exch !ro an ex ct d ex rt; sbortifall, and th m. tance 

to a country er this seh s or g lo ent fin nee, 

and long t • 

• 



FORM No. 58 INTERNATIONAL DEVELOPMENT I INTERNATIONAL BANK FOR 
ASSOCIATION RECONSTRUCTION AND DEVELOPMENT 

~- -¢/::.,~ - ~~~~l ~ ..... ~rl!-1 . 
INTERNATIONAL FINANCE 

CORPORATION 

OFFICE MEMORANDUM 
TO: ~edman DATE: January 19, 1967 FRr. A. Sanna ~ 

SUBJECT: Compensatory Financing Facility: Proposals for Supplementary Financial Measures 

Herewith a comment from Mr. Marcus Fleming on the note I had 
sent to him earlier. 

. . 



DRAFT 

l. Our viewpoint is that the two facilities deal with related 

aspects of a basic problem faced by LDC 1 s - that is, the volatility and 

uncertainty of their exports, and that the two facilities would supple-

ment each other. As for the policy package, insofar as the role of the 

Fund is concerned, our approach continues to be as stated in Fund document 

SI{/66/95, and quoted by Mr. Fleming. However, so long as the possibility 

exists of another agency, outside the Fund and the Bank, administering the 

Scheme, we can only say, as I did in my note: ''In reaching an understanding 

with a member country, the agency could avail itself of the experience and 

advice of the International Monetary Fund and the vlorld Bank on matters 

falling within their respective fields of responsibilities." 

2. Mr. Fleming takes the view (contrary to ours) that the two are 

competitive, rather than complementary, and that it would be extremely 

difficult if not impossible to negotiate the relevant policy package provisions. 

As I understand his position, Mr. Fleming sees little possibility of Bank-

Fund understanding on this matter. 

3. If Mr. Fleming should take this position at the forthcoming 

Intergovernmental Group meeting, we would have to state that in our view 

the two facilities have their respective, useful, functions to the benefit 

of LDC's, that it is feasible as well as necessary to proceed with setting 

up the Supplementary Finance Scheme if the purpose of the UNCTAD resolution 

is to be served. In other words, the Bank Study concurs with the UNCTAD 

view that there is a real need for supplementary financing: this is the 

substance of the matter on which the Fund has so far not taken a view. 



- 2 -

4. Does the recent enlargement of the Fund facility affect the 

position? It would seem that the Fund facility may be expected to 

provide to meet export shortfalls covered under the Supplementary Finance 

Scheme about $75 million a year more than before the revision of the Fund 

facility. Essentially, the need for Supplementary Finance Scheme remains. 
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TO 

FROM 

SUBJ~CT : 

Office Memorandum 

Mr. Sarma 

J. Marcus Flemin~~ 
Compensatory Financing Facility: 
Proposals for Supplementary Financial Measures 

January 18, 1967 

Thank you for your note of January 11. I am sorry that I have only 
recently been able to see it, and that I shall be leaving again for London 
almost immediately, so that I have to comment rather hastily and on a purely 
personal basis. 

My feeling is that while the supplementary financing scheme and the 
compensatory financing facility have to some extent different purposes, these 
purposes are not in such different fields that they can be regarded as comple
mentary rather than competitive. The Fund, in compensating short- to medium-
term fluctuations, is in fact trying to enable countries to maintain their 

/ economic activity including~~r economic development on a more or less even 
I keel. The supplementary financing scheme also has its short-term compensatory {IV 

aspect in the offsetting of shortfalls and overages within the planning period. ~ 
/ The difference is that its object is to enable a country to fulfil an invest-

ment plan based on what at the beginning of the planning period were reasonable 
expectations. In other words, whereas the Fund scheme is aiming at continuous 'V 
adjustment of everything including development, the supplementary financing ~ 
scheme ~onceived in terms of discontinuous revision of plans. Quit~ apart ~ 
from the differences of ob ·ect · is the t .eclmi.caL diff~ult¥ o _ including 
reaso~le and workable provisions re arding balance of Ea]Wents policies in 
a polic~ 1c is negotiated far in advance of the situation to which 
these policies relate. Incidentally, L notice that the phrase you use about 
th~1n1 1a~ agreement with member countries, namely that the Agency "could 
avail itself of the experience and advice of the International Monetary Fund" 
falls quite a bit short of what had been our understanding of the Bank staff's 

~ position and was quoted on page 9 of Fund document SM/66/95 to the effect that: 
"It is understood that the Bank staff, being aware that quantitative precision 
in such matters could not be achieved over a five-year period, had envisaged, 
in making their proposals, that the initial policy package might include under
takings on the part of the country concerned to follow such recommendations as 
the Fund might make in subsequent years in consultation with that country with 
respect to exchange policies and internal financial policies, provided that 

~. these were compatible with the objective of maintaining the development program 

r .__,as originally agreed." I personally have always felt that it would be_ex.t-r..emely 

fjj an~ I think that your own more cautious language is perhap~ a recognition of ~ 
difficult, if not impossible, to negotiate such_pxovisions · olic~ package, 

I I tltrs • . . ~ 



Mr. J. Marcus Fleming January 11, 1967 

N. A. Sarma 

Compensatory Financing Facility of the Fund: Proposals for Supplementary 
Financial Measures 

Attached hereto is a brief note, for discussion, about which 
I had mentioned to you. 
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FoRM NO. 57 

TO: 

FROM: 

SUBJECT: 

INTERNATIONAL DEVELOPMENT I INTERNATIONAL BANK FOR I INTERNAT I ONA L FINANCE 
ASSOCIATION RECONSTRUCTION AND DEVELOPMENT CORPORATION 

OFFICE MEMORANDUM 
Files DATE: November 21 , 1966 

Bimal Jalan ~~~ 

Lunch with Mr . Southard, et. al. 

1 . }~ssrs . Friedman, Kamarck, Frank and Jalan had lunch with 
Messrs . Southard, Fleming, Finch and Nicoletopoulous to talk over some 
of the issues pertaining to the Scheme on Supplementary Finance . 

2. The central issue was whether the Fund considered the Scheme an 
acceptable one or not - v-rhat was the attitude of the Fund tm.;ards the 
Scheme and what role the Fund envisaged itself playing in the further 
disctt&frions on the Scheme? Mr. Southard said that the Fund found itself 
in a difficult "intellectual-politicaltt position. The proposed Scheme 
impinged on matters which were of considerable concern to the Fund; but 
the Fund had a number of conceptual difficulties ~nth the Scheme as 
formulated by the Bank Staff. For example, the idea of underwriting 
"trade balances 11 on the basis of e.xport projections was not very attract
ive to the Fund. The Scheme was only a partial one since it looked only 
at the export picture - the Fund in making judgments about the need for 
assistance to a country considered the entire balance of payments position. 
The Fund felt that there were a number of ways, which already existed, in 
which assistance could be provided to countries experiencing export short
falls. There was the IMF assistance as also bilateral emergency assistance. 
The Supplementary Finance Scheme, moreover, does not seem to have a very 
high priority if one considers the multitude of problems that yet remain 
to be tackled e . g., food and agricultural problem. Mr. Southard felt 
that a Scheme for Supplementary Finance, given all the other competing 
claims, did not have much chance of coming into existence in the near 
future . 

3. With these considerations in the background, the Fund found it 
veXJr difficult to decide what its attitude to the Scheme ought to be -
it was still groping for answers to many of these questions . It did 
not want to ttrock the boat11 , but it could. not take an active role in 
proposing suitable modifications of the Scheme because then the Board would 
have to be involved in a very intimate way in discussing the Scheme which 
was being handled outside the Fund . So, for the moment the Fund would 
wait and see how discussion evolved in the UNCTAD . It would, of course, 
cooperate vnth the UNCTAD to the extent possible, for example, by pro
>riding any technical material that they might ask f or Mr . Southard, hm·J
ever, did not think it will be possible to write a joint paper with the 
Bank on Bank-Fund collaboration. It was difficult to indicate precisely 
the amount of funds that could be available to meet shortfalls from the 
Fund facility if and when the Scheme came into existence, since it could 
not be assumed that in that event the Fund facility would remain unalter
ed. Mr . Fleming was, however, trying to put some data together which 
might help to arrive at some sort of an estimate. 
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4. Mr. Frank suggested that, in taking a view on the Scheme, it 
was important to have in mind the origins of this proposal. The Bank 
was not the originator of this idea, it worked out a feasible Scheme 
to solve a problem that the countries of the world - covering almost the 
entire membership of the Fund and the Bank - wanted tackled . So the 
question of priorities between different claims should not really be a 
consideration, this is something that the countries have come out in 
favor of doing, and the Bank has suggested a way of doing it consistent 
with long- term developmental ends . Mr. Southard said that, granting 
that UNCTAD wanted something to be done along these lines, he would 
have been happier if the Bank staff had built on the existing inter
national machinery rather than proposing an entirely new Scheme; for 
example, the Bank staff could have proposed a means by which short- term 
drawings on the Fund could be refinanced if export shortfall proved to 
be irreversible . 

5. Mr. Friedman explained why it was found difficult to build on 
the existing Fund facility. The Fund facility provided virtually auto
matic finance to meet the payments difficulties caused by an export 
shortfall; the Bank thought of supplementary finance as a part of develop
ment finance and, therefore, conditional on satisfactory performance . As 
long as a country was performing well according to agreed policies and 
programs, it should receive supplementary assistance whenever its develop
ment was threatened by unexpected declines in exports. There was no such 
conditionality, nor the assurance of a continuation of an agreed develop
ment program, in the Fund assistance . So far as long- term projections are 
concerned the Bank has to make these anyway in its normal course of 
activity, irrespective of the Supplementary Finance Scheme . An export 
projection is an integral part of a development program, and the Bank 
cannot escape from the responsibility of making its own projections when 
it is called upon to judge a country ' s plans and policies . If a develop
ment program is to be protected from disruption, assistance has to be 
related to the export projection on which the program is based. 

6. Mr. Southard suggested that we should meet again and explore 
some of these questions further, possibly before Christmas . 
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Could you make a summary of the Fund's report, together with 

any comments which you think might be worth passing on to Mr. Woods. 

Thanks. 

September 29, 1966 

This was done in a brief note which you forwarded to Mr . Woods 
on September 13 . 

This published report is virtually the same as the Fund's paper of 
June 13, except for the section on Repurchase of Compensatory Drawings . 
It is now decided to maintain the repurchase system of 3 - 5 years . This r- also is covered in our earlier note . 

r~~ N.A. . ~4/,_q 



!)md' s Conoenca.tory; Fln.::.ncing Facility, and 

Supplc:~c:rt ry Financial l~eo.sures 

1. Fluctu::ri:.lons in exJX>rt earnings have been a main cause of 

balance of payments difficulties, especially for prinary exporting 

countries . Fund financing has bean available to countries to meet 

ten?Orary payments difficulties, but in the early 1960's a nu.>nber of 

countries believed thnt Fund assistance wa.s inadequate from the vie'\'Tpoint 

of co::~pensatory fin3.Ilce for export fluctuations. Accordingly, after 

considerable discussion of the ubjcct, in February 1963, the ~~d adopted 

its C~:r::pe:1satory Financing Facility. It was also decided to considar 

sympathetic<,.lly the case for spacial quota increases - apart fron a 

general increass - for prir.1ary exporting countries \dth relatively mall 

quo~as. A nu~er of such quo~a increases h~ve ta~en place. 

2. The Compensatory Fln ncin~ Facility, as it has been implenented 

so far, has the folloi:.ring fcaturea : a) tewporary shortfalls in export 

receiy~s may be met by a ~e~Jer by Fund dra~rines, subject to the established 

policies on repurcha~e, including the outside linit of 3 - 5 years; b) the 

dra~ngs outBtanding under this pro-..-is~_on are liMited nor:ually to 25 per l 

cent of quota , but. the Fund is prepared to \'laive the limit on Fund holdings 

of 200 per cent of quota where waiver is needed to permit compensatory 

dravings or to the extent ~uch draiD.ngs are outstanding; c) the facility 

is avs.il3ble if t.he Fund is satisfied that the shortfall is of a rhort 

r.e::~ber, and that the tJe::~ber will cooperate w1 th the Fund in an effort to l l 

tern character '· largely due to circu::1stances beyond the con"!irol of the 

find, ~he~a required, appropriate colutions for its payments difficultie • 

3. So far, only three countries have had recourse to this facility -

Brazil , U.A.R., ~~d Sudan . Trds li~~ted use is attributable to the fact 



- 2 -

th~t i..~ tho yc"-"-r-'3 since the fe.cil:ty uas introduced the expo!"li trt.d~ o! 

developing co:mtries has mainiiaincd an uprwrd tre!i.d, mainly as a result of 

the r:tse in pr-lccg of sever::U p:dr.w.ry co;YOOclity m:port.~, rmd gcnG!"2..lly in 

li.."lc "rti.th ..,.!Ol"ld t.rc.do trendso 

Taking into c;.ccot...:.1t the &?Crience so f.:?.l'" \rl.th the ~.md co':1pensatol"'J 

facility, ll:.rl..ted as it is, end the sug~;esticns made from neveral c:.ua.rt;ers 

for its !"01.'5.s1.on ~Tld onlarz;cment, in p..1-'1"ticular the propo::;als tnade in a 

reco .. :."'lendat.ion of tr.r::·.rAD, tho ?\md i~ now proposing certain ch...'"'-Tlees . 

Herec-u."ter, dra\:in:;o i.mdo!" this facility r'lay n;.,ount to 50 per cent of a 

m~bor 1 ~:: quota provided th::tt (i) e.:::cept L'l'l the case of shortfalls re!:iulti.!lg 

.fr"'n c!i~a8t.er~ or major (.'nerconcies, nuch dr=n-dngs ".-Jill not. be incrc:1scd 

by a net ar:otmli or mora th2.11 25 per cent of tihe member's quota i:t n..11y t<' .. relYe

mnth period, <!.Ild (ii) requests for dr~wlnzs t-rhich \-iOuld incre:~.se these 

~ra-:..rin::;a ou::. 0t andlng beyond 25 per cent of tho ncwbcr' s quota lrlll be Met 

only if t.hc Thnd i~ 8a.tisficd th?.t the renber has b~e:J coo,cratbg \-rl.t .. 

the F\:md in ~~ effort to find, uherc x•equired, epproprl.ate solt.rtio11.s for 

its b.llance of p1.)1:1CTits dt.rflculties. T'no ot.her features of the facility 

rem~ln eC"senti:llly the s~e as before . 

The Ftmd Ca::lpel1Datory fecili ty sta.l:"t s by defi.rling the ' nonil8J. ' 

le-vel of e:;:p-~~rt!J ln .. ny ye3r as tha average e.:'Cport:J for a five-year period, 

i nclucrl.n3 the current yoar, the tl·tO previous years and the follmd.ng tHo 

yea.r8. 'I"nis is 1:-.-:n.m·m as the ' movL~ averass 1 a.."ld corresponds to the id~a 

of the u:nderlylng mediul'l-term trend 1n e."(ports . The shortfall in any yec:r 

i s then t .:;!cen as the ex~ent to w!-~ch actual e::q:xn·ts .fall ~ho~ o f this 

1nomal ' lrr:al. Tl-'..:13 nom cnn.r10t be det8.J..~c:d exactly for zn.y current year. 

Therefore, the Fund es!#imates th..is by an avora.ge of tha actual exports of 

t he past ti-;o yea=-s, each with a t:eight or one-quarter and the axport.s of the 
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current year for mich the f'hortfall is being calculated, l-r.i.th a rreieht 

of one-half. The effect of giving s~1ch a large '.;eight to the exports of 

a shortfall year is to reduce the 'norm' itself and hence to reduce the 

anmmt of shortfall for rlhich corrpcnsatory fina."lce is available. The }Und 

itscl£ h~s found that this estinate has not work~d so well in recent years 

and therefore lt proposes to combine this with a qualitative ef'timate of 

exports of next tuo years in deternining the 1no!"!ll 1 fron which the shortfall 

is to be calculated. It is precisely because tha trend or nore1 is a moving 

average for five years centered on the CU!Tant, shortfall, year as the 

middle yea1· t hat a rough balancing of shortfalls and surpluses of actut:il 

exports with respect t-:> trend re S".llts over a r easonable pariod of ti'!lle. 

In the ful'l.d report. on ncom?onsatory Fin:mcin3 of E--.vpo~ Fluctuations~ it 

haC. been stat.ed1 11l'he least inaccurate e stina.te of tne nonal lovel in any 

gi. vcn yaar is likely to be o=:1a th:.t att,rlbutes a great eight to the export#s 

of the year itself." Tnis has been the method applied so far; es~cntially 

it is intenC.ed nov also to parsist with the same method. The recomnencla tion 

of tJ:JCT.~D that greater weight be given to the actual experience of the three 

precedin!7 years is rejected. 

6. Revised on the above lines, it is to be e.,--cpected that drawings 

u:1dar ths co::1pensat.ory facility will be l arger he:;-e<L.4ier. There vould be 

variations fro!n year to year a..."l.d the arr.ount s in pea"< years m~y be con

siderable. It is understood from the Fund staff that their calculations 

indic :::.te th3:t t!le S..Il.."lual a·.-crage of coop~nsatory drawings are likely to oo 

$150 !!1.'1., on the b."'sis of 1951-64 data. 
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7. In the Ba..Tlk study, a range of esti~ates is given, derived f:ro:n 

different samples or col.mtries and on the basis of data available for 

varyj t!g t.ime periods. After taking into account overages (excess export. s 

of a country that could be Eat off against its export. shortfalls L'"l other 

years), and assw.rl.ng that about $150 mn. a year is made available under the 

FJnd compensato1~ fin~Tlcing facility, the net magnitude of export shol~falls 

is likely to average over $ one billion a year. In t.1e Banl~ study it sel.i', 

the resources required for the Agency are placed ~uch lower, at $300-$400 mn. 

a year, for an initial experimental period of 5 years, on several conslder~tions. 

This requirement takes full account of tha FUnd facility; in this sense it 

ia residual. If the Supplementary Finance Agency vera to undertake refinancing 

of out standing drawings under Fund fac1.lity, the Agency might well need 

lar·ar resources in the .future than during the first five years of operation. 

8. The rather large differences in estimates under the tiiO scheoos 

ari se mainly fran the different purpo~es for which the e stiMates are made 

and the different methodology adopted. The supplenentary fin.anca schemJ/ 

is cesigned t? avoid disruption of a c?untry' s devel~p.:tent progra."1; accordingly, 

e.."<port pro:pccts are considered in the context. of a developwent plan, and 

take accotmt not only of various obj ective factors, domestic and external, 

but also the impact of new policy measures. The supplementary finance 

scheme tries to estimate future m.port receipts over a planning period on 

which a developing country can rely in fomulaUne and implementing its 

development pla.'l'l. On the other hand, the Fund facility is desiened to helr 

countries to brlng their ex:p:>rt availabilities (exrx>rt receipts plus 

1f The Briti ~h are r eferring to the Bank staff propoGal as SFH ar!d the 
l\md faciJity as CIT! 
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CO'.npcnsatocy drauings less repayments of ~uch drawings) closer to vhe 

trend, rather than to provide them oither with a .financial buffer against; 

redu~tions in fo!'eign excha:.t1ge receipts as co:nparad with previous levels 

of export. recei.r: t s., or to nake good s. ortfalls from export level:: projec·t.ed 

for a plan period o.be"ld. This is why the ~WTAD reco~-.:tendation to give 

greater r:eight to past threa years bas been rejected by the Fund. 

Various altemati ve systems of repurchases h~ve been considered 

for tha Fund facility, a.'ld it is decided t;o retain the e:d sting syste::l of 

repu!'chase ui thin a 3-.5 year p3riod, but rl..th the recot'lr!lendation to Mer.Jbers 

that one h?.lf of a:ny ex:p:>rt e;;ccess that may occur in the first three years 

after the drawing should be devoted to re:purchase. Earlier sugge~ions 

which would L'l affect have lenct.hened the repayment period rere not acce!tad 

by the Board. 1'hus, the revoh-:ing n:1tu:re of Fund re:;;ources is fully a~r:ured. 

~ the other h~d, 1nth so~e excep~ions, the appro~ch of the su pleoentary 

finance sche~10 i5 thnt as~stance ~hould be extended on about tho s~e terms 

at l-thich a c~un-:-.ry is obt3ining develo~en~~ :finance oore generally. This , 

again, ari ~es from the p-:1rpose of the scheme to help to maintain the gro•:th 

process of a nember countr-.f. 

10. Thus, bo~h in re pect to ecti9 of a!3sistance, as well as tel-,ns 

thereof, there are iMport~nt differences bet 1een the Fund facility, even 

when enlarged, a:nd the supplenenta:r"'.f finance schene. The two deal with 

rol~ted aspects of a basic problem faced by LDC 1 s - i.e. the volatility 

and uncertainty of their exports arising from the structure and commodity 

concentration of their exJX)rt trade, and affecting their econo~c develo;r,Iant. 

As euch, as ou envisaged, the two facilities would seem to stipplement each 

other . 
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11. In v~ew of the FUnd rs action we are now better able to consider 

various questions related to hm-i the Fund scheme and the supplementary 

finance scheme migh·!i work simult2.!l.eously. A separate note on this is 

being prepared. 

12. These matters are not urgent in the sense that no Bank decision 

is of cour~ e required, but Governors and others might be speaking to you 

about the se matt,ers . 



Fund 1 s Co pensatory Financing Facility, and 

SupPlementary Financial Measures 

1. Fluctuations in export earnings have been a main cause of 

balance of payment e difficulties, especially for primary exporting 

countries. Fund financing has been available to countries to eet 

temporary payments difficulties, but in the early 1960's a number of 

countries believed that Fund assistance was inadequate from the viewpoint 

of c pensatory finance for export; fiuctuations. Accordingly, a.f'ter 

considerable discussion of the subject, in February 1963, the Fund adopted 

its Co pensatory Financing ll'acility. It vas also decided to consider 

sympa.theiiicall;r the case for special quota increase - apart. fro a 

general increase - for primary exporting countries with relatively all 

quotas. A number of such quolia increases have taken place. 

2. 'l'he Compensatory Financing Facility, as it has been impl ented 

50 far, has the following features: a) temporary shortfalls in export 

receipts may be et by a ember by Fund drawing , subject to the established 

policies on repurchase, including the outside limit of 3 - 5 year ; b) the 

drawings outstanding under this provision are lim:lted normally to 2$ per 

cent of quota, but the Fund is prepared to waive the limit on Fund holdings 

of 200 par cent of quota where waiver is needed to permit compensatory 

drawings or to the extent such drawings are outst;anding; c ) the facility 

is available if the Fund is satisfied that the shortfall is of a short 

term character, largely due to circumstances beyond the control of the 

m bar, and that the member will cooperate with the Fund in an effort to 

.find, where required, appropriate solutions for its payments difficulties. 

) . So tar, only three countries have had recourse to this facility -

Brazil, U .A.R. 1 and Sudan. This limited use is attributable to the fact 
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current year for which the shortfall is bein calc lated, with a weight 

of one-half' . 'lhe effect of g1 ving ch to the exports of 

a shortfall year i o reduce the 'no ce to r duoe th 

unt of shortfall for which c ce is avai.labl • he d 

itsel..f has found that this estim t has not orked o well in recent ars 

and therefore it propo es to combine this with a uali ative esti te of 

export of next two years in detemin.ing the 'no o:rttall 

is to be calculated. It. is preci ly bee se the trend or om i a ving 

average for .five years centered on he curr t;, hort.fall, year as the 

middle year th t a rough balancing of short.fall surpluse of a 1 

export th re pect to trend results over a a nabl period of ti e. 

In the Fund report. on "Co pensatory Financing of rt; Fluctuation • it 

had been ated: e lea ~ inaccurate h no al lev 1 in anJ 

given year i likely to be one th t attributes a great wei to the ex rt;e 

of the year itselr.n This ha een the ethod ppli d so !ar; ee entlally 

it is intended now also to persist with the ethod. !he reo endation 

of UN AD that greater weight be giv to the aotu 1 experience ot the hr 

preceding years is rejected. 

6. vi ed on the above line , it i t;o b expected that drawings 

under the compensatory facility will b 1 ger hereat't r . re ould be 

variati ns fro ye r to year and he 

siderable. It is understood tro 

unt s in peak years ay be con

sta1't that; their calculations 

indicat that the annual :verage of c pen atory drawings are likely o be 

$1.50 • , on the basis of 19.51-64 d • 
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7. In the Bank study, a range of estimates ia given, derived fro 

different samples of countries and on the basis of data available for 

varying time periods . After taking into account overages (excees axpo~s 

of a country that could be sat off against; its export; shortfalls in other 

years), and assuming that about. $15'0 • a year is made available under the 

Fund compe:nsa.t~ry financing facility, the net magnitude of export shortfalls 

is l:ikely to average over $ one billion a year . In the Bank study itself, 

the resources required for the Agency are placed uch lover, at $300-$400 mn. 

a year, for an initial experimental period of 5 years, on several considerations. 

rbis requirement takes full account of he hnd facility; in this sense it 

is residual . It the Supplementary Finance Agency were to undertake refinancing 

ot outstanding drawings under Fund facility, the Agency might w 11 need 

larger resources in the future than during the first five years of operat;ion. 

B. 'l'he rather large differences in estimates under the two sche es 

arise mainly from the different purposes for which the estimates are made 

and the different methodology adopted. The supplementary finance cheme !/ 
is designed to avoid disruption of a countr;y1 s developnent program; accordingly, 

export proepects are considered in the context of a develop:tent plan, and 

take account not only of various objective factors, do estic and external, 

but a1 o the i pa~ of new policy easures. rhe supplementary tinan.ce 

scheme tries to estimate future export Nceipts over a planning period on 

which a developing count;ey can rely in fOl'llllllaUng and implementing its 

develoiJ~ent plan. On the other hand, the Fund facility is designed to help 

countries to bring their export; availabilities (export receipt plus 

!f fhe Britieh are referring to the Bank staff proposal as SFM and tha 
Fund facility as OF.Fl 
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c pensatoey drawings less repa ent of' oh drawings) elo er o the 

trend, r ther than to provide th either with a f'inanoial buff :r gain 

reduoti ns in forei exohang rae pt. as o par vi b previous levels 

of export oeipt;e, or to ake good hort!' 11 f'ro exporG levels ject 
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9. Vario s alternative ey of repurch ses have b en c sid red 

for the FUnd facility, and it 1 decid d to retain the existing of 

repurchase vi thin a 3-$ year period, but wi h th rec\oiiiOIAIIIGUdation o 

that hal!' of any export ax:oe:ss th t m~y cour in the tir 

a.f'ter the drawing hould be devot d to repurchase. Earlier 

three 1 ars 

gge ions 

which would in effect have lengt#h t period were not ace phed 

by t Board. Thus, the revolving natur of Fund re urces 1 tully assured. 

On th other hand, with o e except.ion 1 the approach of he uppl ntary 

finance ech e 1 s that as stance should be extend on about the s e terms 

at which a country i obtaining develo :t finance or generally. 'lbia, 

again, ari «~es f th purpo e of the ch e to help to maintain the gro b 

proce s of a ber country. 

10. 'l'hus, oth in re ct to cale of a sistance, as well as terms 

hereof', there rt t. di!f renee bet een the 1\md facility, even 

when enlarged, the supple ary f'inance ch a . e two deal with 

relat as ate of' a basic probl f'a.ced by LDC' e - i.e. the volatility 

and uncert.ainty of' their exporte aril!!ing t the structure and c dity 

ooneentration of h ir export trade, and atfaating their acono1111c dev lo ent . 

s ch, as now envia gad, the two facilities would see to supple nt each 

other. 
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ASSOC IAT I ON RECONSTRUCT ION AND DEVELOPMENT 

INTERNAT IONAL FINANCE 
CORPORAT ION 

OFFICE MEMORANDUM 
JVIr . Irving S . Friedman DATE: September 13, 1966 

Paulo H. Pereira Lir~ 
IHF Critic ism of the Bank .Study: on Supplementary Finance 

Please find attached the draft on the Ii"IF paper on Supplementary 
Finance prepared by Professor Frank and myself . 



P. Pereira Lira 
I. Frank 

September 12, 1966 

IMF CRITICISM OF THE BANK STUDY ON SUPPIB-1ENTARY FINANCE 

The Fund Staff paper on nsupplementary Financing and the Fundn 

(SM/66/95) was submitted to the IMF ~cutive Directors for informa-

tion on August 4, 1966 . It is strongly critical of the Scheme outlined 

in the Bank Staff Study in response to the UNCTAD Resolution . 

Two main points are central to the Fund ' s criticism: 

1. the Scheme would tend to undercut the influence of the Fund 

by requiring the Agency to deal with balance of payments problems and 

policies which are the jurisdiction of the Fund; 

2. even if there were no jurisdictional problem (the policy 

package being entrusted entirely to the Fund as far as balance of 

payments policies are concerned), the Scheme would not be workable . 

Elaboration of the Fund ' s Criticism 

1. Jurisdict~on The Scheme would undermine the influence of 

the IMF with respect to balance of payments policies because a) its 

criteria differ from those of the Fund and are not easily reconcilable 

with the latter ' s; and b) the Agency would be the new residual lender 

in international finance , displacing the Fund from this position . 

The differences in criteria relate to the amount of foreign exchange 

availabilities from exports to which a country should adjust and the 

timing of the adjustment measures . The Fund believes, in relation to 

its operations in general and the Compensatory Financing Facility in 
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particular, that countries should be encouraged to adjust to the medium

term trend of their exports (subject to yearly revisions) and not to 

export availabilities on the scale originally envisaged when the 

development program was set up (as would be the case with the Supple 

mentary Finance Scheme) . Moreover, according to the Fund, a country 

should adjust its claims on resources, whether for investment or for 

consumption, to unexpected trends in outside forces affecting the 

balance of payments as soon as these trends can be recognised and 

distinguished from temporary fluctuations . In its view, the Scheme 

gives inadequate weight to the danger of adhering to a development 

plan whic~in the light of export developments, has been shown to be 

not sustainable over the long run . 

As to the question of residual financing , the Fund considers 

that its role as residual lender has been decisive in enabling it to 

influence countries' policies with respect to balance of payments 

equilibration . The introduction in the international financial field 

of a new residual lender would reduce the Fund ' s effectiveness . 

2. Workability The second line of criticism is that the Bank 

Scheme is unworkable even if there were no jurisdictional problem, the 

Fund being in charge of the Agency's balance of payments policy 

prescriptions . The Fund cannot see how it could commit itself to 

quantitative precision regarding the financial and exchange policies 

required to implement balance of payments projections over a five - year 

period; nor could it make advance prescriptions as to the appropriate 

method of adjustment in the face of the thousand and one events that 



might tend to falsify the projection . Such policy guidance as a basis 

for a guarantee of foreign exchange availabilities can only be made -

according to the Fund ' s practice - for periods of one , or at the most 

two, years ahead . 

Comment on the Fund 1s Criticisms 

1. The essence of the Fund ' s opposition to the Bank Scheme can 

be attributed to its failure to take into account one fundamental 

change in existing international economic relations which would come 

about if the Scheme were in operation . The ultimate meaning of the 

Supplementary Finance Scheme is that the donor countries would 

underwrite a five-year export projection of a less developed country, 

if it were part of an acceptable development program and if the country 

adhered to certain policies agreed upon in advance . All policy formula

tions, including balance of payments adjustment policies, would have 

to take this new circumstance into account . 

2 . There is no doubt t hat adjustment policies would differ 

depending on whether an exchange constraint existed as a result of an 

unexpected shortfall in export proceeds . vihat the Scheme intends to 

do is precisely to remove this exchange constraint, thus allowing 

other adjustment patterns consistent with the maintenance of the scale 

of an agreed long- term development program. If both the Agency and 

the Fund started from this same benchmark , there would not seem to be 

any reason for irreconcilable policy prescriptions . 



3. The Fund ' s concern as to the timing of the adjustment measures 

results from a misunderstanding of the Bank Study ' s attitude in this 

respect . There is no doubt that countries should adjust their sectoral 

investments to new prospects in their export markets as soon as there 

is an indication of permanent change . As stated above, however , this 

adjustment would proceed under circumstances in which the export income 

over the period is guaranteed by the international community. The 

guarantee would be revised only in exceptional circumstances where a 

fundamental change of such magnitude had occurred that a reduction in 

scale or recasting of the development program as a whole had to take 

place . 

4. The Fund ' s preoccupation with its role as a residual lender is 

understandable . In examining this question , it is useful to distinguish 

two functions performed by the Fund: as a lender of international 

resources and as an adviser to countries . In the Supplementary Finance 

Scheme , the Fund is expected to act as the international agency which 

provides advice as to a country's monetary, fiscal and balance-of

payments policies in the context of its development program. The IMF ' s 

role would be analogous to that which it is already supposed to play 

in consultative groups . In these circumstances its advice is bound to 

be different from that which it gives when an actual Fund drawing is 

contemplated since, in the latter case, the policy package associated 

with the drawing is influenced by the constraint that ll4F loans must 

have a revolving character, repayable at most in five years . 



5. Apart from its function as policy adviser, the Fund would also 

play a role as a lender of resources under the Supplementary Finance 

Scheme . Under the Scheme, a country experiencing an export shortfall 

would be expected to apply for assistance in the first instance from 

the Fund . But the Scheme would stand ready to refinance such IMF 

loans so that the revolving nature of the Fund's operation would be 

preserved . The important difference in relation to other Fund 

drawings, however, would be that the policy package associated with 

this operation would be drawn having in mind that the country now had 

a guaranteed export income . The fact that different policy packages 

would be associated with particular uses of Fund resources is not some

thing new but a mere application of the current IMF practice according 

to which policy requirements vary in relation to the tranche level in 

which a country requests a drawing . 

6. Attention should also be called to the fact that the Supple

mentary Finance Scheme deals with only one type of unexpected balance 

of payments pressure -- that associated with shortfalls in export 

proceeds . There are other types of pressures, such as those occuring 

on the import side and in relation to capital movements, for which the 

Fund would be the only provider of assistance . 

?. There is no doubt that the Scheme, by increasing the provision 

of one particular type of long- term assistance, may contribute to 

reduce the potential use of Fund resources . This is true, however, of 

all increases in development finance (and particularly of program aid) 
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to the extent that they help countries to avoid balance of payments crises . 

At the srune tli1e, bJ decreasinc the frequency of crises situations, the 

Jcheme creates conditions in Hhich the Fund ' s role is enhanced as an 

adviser on monetary, fiscal, and exchanfe policies appropriate to long- term 

development . 

8. The Fund's charge of impracticality of the Scheme seems to be based 

on a misconception . The :uarantee of the export projection for the five 

years is not unc.ondi tional, but subject to periodic reviews in which the 

-seney satisfies itself that the country is acting in accordance ~~th the 

policy directions established in the initial understanding . The Study was 

also explicit in stating that even this basic understanding may be subject to 

change if circUJllstan.ces v-Tarranted . 

9. Finally, and on a more general level, the Fund may think it not 

advisable to provide a five- year guarantee of export proceeds when the same 

is not done for other itens of the balance of payments . This seems to be 

the upshot of the rem.ark in the Fund 1 s pa.per to the effect that the Scheme 

-vmuld provide too much financial support to a development progran. under one 

type of contingency (export shortfall) compared to what is given in others . 

But this criticism applies not to the Bank Staff .::>cheme but to the original 

UNCTPJ) clesolution . "ihen initiall.;r dealing uith the problem, vie convinced 

ourselves that unexpected export shortfalls were an important cause of 

disruption of development proGrams . At the same tL~e we recognised that 

there were other causes of potential disruption which remained unattended . 

Even so it seems to us that if the donor COQDtries •~re v-rilling to take 

care of one particular type of shortfall, this insurance could substantially 

improve the basic conditions under which the development efforts of the 

developinc coQ~tries take olace . 



Fund t s Compen~atory Financing Facility, and 

Supplementary Financial Measures 

1. Fluctuations in export earnings have been a main cause of' 

balance of' payment. s difficulties 1 especially for primary exporting 

countries . F\md financing has been available to countries to meet 

t€:11porary payments difficulties, but in the early 1960's a number of 

countries believed thai# Fund assistanc-e was inadeqtiate from the v:ie~1p0int 

of compensatory finance for export fluctuations. Accordingly, after 

considerable discussion of the subject, in February 1963, the Fund adopted 

its Compensatory Financing Facility. It was also decided to consider 

sympathetically the case for speci.al quota increases - apart, from a 

general increase - for primary exporting countries with relatively small 

quotas. A number of such quota increases have taken place. 

2. The Compensator-/ Financing Facility 1 as it has been implemented 

so far, has the follorrl.ng features s a) t emporary shortfalls in export 

receipts may be met by a nembar by Fund drawings, subject to the establi<-hed 

policies O!l repurchase, including the out;slde limit of 3 - 5 years; b) the 

drawings outstanding under this provision are limited normally to 25 per 

cent of quota, but the Fund is prepared to waive the limit on Fund holdings 

of 200 per cent of quota where waiver is needed to permit compensatory 

drawings or to the extent such drawings are outstanding; c) the facility 

is available if the Fund is satisfied that the shortfall is of a short 

term character'· largely cue. to ci.rcumstancee beyond the control of the 

member, and that the mer.lber will cooperate with the 1'\md in an effort to 

find, where required, appropriate solutions for its payments difficulties. 

). So far, only three countries have bad recourse to this facility -

Brazil, U.A.R., and Sudan. This limited usa is attributable to the fact 
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i#hat in the years since the i"acility uas introduced the export tr2..-ie of 

developing countries has maintained an upward trend, tlainly as a result of 

the ~lse in p1'1.ces or several pritHlry COi'lmOdity export~, and generally in 

line ni.th world trade trends. 

4. Taking into account the experience so far 'tdth t.he ~ comr;ensato:ry 

facility, llmted as it is, and the suggestions made from several quarters 

£or it.s rmd.s:ion and enlargement, in particular the proposals made 1n a 

recommendation of IDIC:rAD, the l\md is now proposing certain changes. 

Hereafter, dra;.1.ngs undgr this .faci.lity 1nay amount to 50 per cent or a 

roembcr' s quota provided that (i) w.:cept in the case of ~ort.falls resulting 

from disasters or major emergencies, !!Uch drmrl..ngs will not be increased 

by a net amolmt- of more thBn 25 per cent or the member's quota in any tr1elve

lilonth period, and (ii) request;s for dr~wings i-Ihich would increase these 

drawings ott.;m;ancl:l.r..g beyond 25 per cent of the member's qU?ta l-1.11 oo met 

only if tho FUnd is aa'uisfied thnt the t:1ember has been cooperating rd.th 

the F\md in an effort to find, where required, appropriate soluti~ns !or 
-

i ts balance or payments difficulties. The o!iher features or the facility 

remain essentially tha s~e as before. 

5. The Ftmd CO!:lpen:Jatory facility st~s by defining the ' normal ' 
' 

level or ~port-s in my year as the average export.a for a five-year period, 

including t he current year, the tl-iO previous years and the following tw-o 

years. 'l'".nis ia kno:m as the 1mov'ing averag'a 1 and correspond.e t o the i dea 

o£ the underlying t:tediUI!l- tem trend in expons. The shortfall in 2ny year 

i s then taken as the exte."lt to which actual export'.s .fal1 short. or this 

1nornal ' le;:al . 'l'his nom camot be det~ooomned exactly t or any current year. 

Therefore, th~ Fund estimates this by an average or the actual expor~s ot 

t he past two years, each with a weight of one-quarter and the e:q'Orts or the 
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current year for which the s.lJ.ortfall is being calculated, ldth· a we$.ght 

of one-half. The effect of giving such a large weigh~ to the export; s of 

a shortfall year is to reduce the •norm' itsel£ and hence to reduce the 

amount of shortfall f r which compensatory finance is available. The 1i'md 

itself" has found that this estimate bas not worked so well in recent years 

and therefore it proposes to combine this with a qualitative e stimate of 

exports of nE>..xt two years in determining the 'nom' from which the shorli'all 

is to be calculated. It is precisely because the trend or nom is a moving 

average for five years centered on ths current., short-fall, year as the 

middle year that a roug.l} balancing of shortfalls and surpluses of actual 

exports with respect to t!"end results over a reasonable period of time. 

In the Fund report on "Compensatory Financing of Export Fluctuations~ it 

had been stated: "rhe least inaccurate estimate of the nor.nal level in any 

given year is likely to be one that attributes a great weight to the exports 

of the year itself." This has been the method applied so far; essentially 

it is intended nov also to persist with the same method. The recommendation 

of UNCTAD that greater weight be gi van to the actual experience of the three . 

preceding years is rejected. 

6. Revised on the above lines., it is to be expected that draldngs 

under the compensatory facility \r.ill be larger hereafter. There would be 

variations .from year to year and the amounts in peak years may be con

siderable. It is understood from the Fund staff that# their calculations 

indicate that the a.nnual averag3 of compensator;y drawings are likely to be 

$1$0 mn., on the basis of 1951-64 data. 
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7. In the Ba_.,ll., study, a range of estimates is given, derived from 

d:U'ferent samples of countries and on the basis of data available for 

varying time periods. After taking into account overages (excess export;s 

of a country that could be set off against its export shortfalls in other 

years), and assuming that about $150 mn. a year is made available under the 

Fund compensato17 financing facility, the net magnitude of export shortfalls 

is likely to average over $one billion a year. In the Bank study itself, 

the resources required .for the Agency are placed much lower, at $300-$400 mn. 

a year, for an initial experimental period of 5 years, on several considerations. 

This requirement takes tull account of the Flmd facility; in this sense it 

is residual_. If ths Supplementary Finance Agency were to undertake refinancing 

of outstanding dra'Wings under Fund facility, the Agency might well need 

larger resources in the future than during the first five years of operation. 

B. The rather large differences in estimates under the tvo schemes 

arise mainly from the different purpo ~es for which the estimates are made 

and the different methodology adopted. The suppler:1entary finance schemJ/ 

is designed to avoid disruption of a country's developnent program; accordingly, 

export• prospects are considered in the context of a development plan, and 

take account not only of various objective factors, domestic and external, 

but also the i mpact of new policy measures. The supplementary finance 

scheme tries to estimate future exp<>rt receipts over a plamrl.ng period on 

which a developing country can rely in formulating and implementing its 

developaent plan. On the other hand, the Fund facility is designed to help 

count ries to bring their export. avai.labilitiee {export receipts plus 

1/ The Briti$h are r eferring to the Bank staff proposal as Sl'l( and the - P\md facility as CFF! 
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compensatory drawings less repaj't!lents of such drawings) closer to the 

trend, rather than to provide them either with a .financial buffer against 

reductions in foreign exchange receipts a.s compared with previous levels 

of export reeeipts, or to make good shortfalls .from export# levels projected 

for a plan period ahead. This is ~ahy the UNCTAD recommendation to g1 ve 

greater weight to past; three years bas been rejected by the Fund. 

9. Various . altemati ve systems of repurchases have been considered 

for the Fund facility, and it is decided to retain the existing system or 

repurchase within a 3-.5 year period, but with the recommendation to members 

that one hal£ of any export excess that may occur in the first tbre~ years 

after the drawing should be devoted to repurchase. Earlier suggestions 

which would in effect have lengthened the repayment period ere not accepted 

by the Board. Thus, the revolving nature of Fund resources is fully assured. 

Cl!l the other hand, W.th some exceptions, the approach of the supplementary 

finance scheno is that assistance should be extended on about the same terms 

at which a country is obtaining developnent finance z:1ore generally. l'his, 

again, ari sea from the purpose of the scheme to help to maintain the growth . 

process of a member cmmtry. 

10. Thus, both in respect to scale of assistance, as well as terms 

t hereof, there are important differences between the l\md facility, even 

when enlarged, a!'..d the supplementary finance scheme. The two deal with 

related aspects of a basic problem faced by LDC 1s- i.e. the volatility 

and uncertainty of their exports arising from the structure and commodity 

concentration of' their export; trade, and affecting their economic developnent. 

As such, as now envisaged, the two facilities would seem to supplement each 

other. 



11. In view of the Fund 1 s action we are now better able to consider 

various questions related to how the 'FUnd scheme and the supplementary 

finance ~cheme might \rork simultaneously. A separate note on this is 

being prepared. 

12. These matters are not urgent in the sense that no Bank decision 

is Of COU1"58 required, but Qoverp.ors and others might be speaking to you 

about these matters . 

• 



Mr. George D. Woods 

Irving S. Fri dman 

Fund's ComP!nsatozz Financing. Scheme and. Bank' 
asuree. 

September 13, 1966 

In vi w ot the Fund* very recent d ci ion on compensatory financing I 
thought ou mi ht find u tul the ttach d memorandum canparing the FUnd's 
vera1on and the proposed Suppl ntary Financial asu s. 

Att cbment 



I T A PAGES 

.I Vi w of th Fond's action are now twr. able to consi r 

various questions related to h the nd ec'b and tbl!t Suppl-· ... T·'"' ....... Finane 

Sc ht or 1 oua:ty . A senAiP"UIQ thifl ii: . d •. 

Thes qt pnt in nk 1 of 

qnired, t Governore and otb rs , ak1Q8 to y _ about-

:tte • 

I 



FoRM No. 57 

TO: 
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S U BJ ECT: 

INTERNATIONAL DEVELOPMENT I INTERNATIONAL BANK FOR 
ASSOCIATION RECONSTRUCTION AND DEVELOPMENT 

INTERNAT ION AL FINANCE 
CORPORA T1 ON 

OFFICE MEMORANDUM 
Ivir . Irving S. Friedman DATE: September 12, 1966 

Paulo H. Pereira ~ 
Supplementary Finance Scheme - Meeting of September 6, 1966 

Hessrs . Friedman, Frank, Hulley, Hacone, Sacchetti, Sarma, 
Sundrum and Pereira Lira were present . 

Hr . Friedman informed that the UNCT.AD Board had set 
October lOth as the date for the first meeting of the Intergovern
mental Group of Experts on Supplementary Finance, in Geneva. He 
said it was time now to decide which papers being prepared by the 
Bank group should be made available to the Intergover ental Group 
of Experts . The proper channel to do this was the Secretary- General 
of UNCT.AD . These papers were not meant to introduce changes in the 
Scheme, but to supply additional information and fill in gaps in 
relation to the broad outline which had been presented in the Bank 
Staff Study. They did not have to be sent all at the same time and 
could be submitted vrlth the indication that they represented the 
current thinking of the Bank Staff on the different matters discussed 
and not necessarily a final position on them. 

Mr . Friedman indicated that he would like to have at least 
one, and preferably two, of the people who were working on Supplemen
tary Finance attending meetings which might be held by other bodies 
to discuss the subject. 

In relation to the papers which were already available , 
Mr . Friedman mentioned it would be useful to start with the discussion 
of the $300 to $400 million a year figure, as the financing require
ment for the Agency. He felt that a more specific explanation of 
this financing was in order, before bringing into discussio the 
question of rationing . He was not prepared to accept now ~is idea, 
which would really have deep implications for the Scheme . A Scheme 
vrlth rationing was really a very different one th the one that had 
been originally proposed . 
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Mr. Friedman advanced then the way in which he felt the 
$300 to $400 million figure could be arrived at: 

A. 

B. 

c. 

D. 

E. 

$ billion 
total shortfalls (as estimated by simulation 

exercise) 

minus: 

a) improvement in LDC 1 s performance, including 
better export performance (one fifth of 

1.6 

1 . 6 billion) . 3 

b) improvement in forecasting techniques • 2 

c) shortfalls in countries which were not 
eligible to participate in Scheme . 2 

shortfalls which had to be taken care of (A-B) 

minus: (procedures to take care of shortfalls, 
outside the Agency) 

a) Dfii' financing 

b) U.s. and other countries financing 

c) use of overages 

d) internal adjustment process by IDC 
countries ("belt tightening 11 of 
consumption and use of reserves -
1% of export earnings of LDC 1s) 

shortfalls to be financed by the Agency (C-D) 

.1 

.1.5 

. 1 

.2 

Mr . Friedman observed that he was trying to estimate only 
how much was needed to start running the Scheme. If the Agency was 
going to undertake refinancing of loans received from other sources 
to take care of the shortfalls more funds would be needed . He had 
omitted from his considerations also the adjustment for the scale 
of operations, which had to be subsequently introduced to take into 
account the factor of growth in exports, when compared to the period 
of the simulation exercise . As to the treatment of oil countries, 
he saw no basis for excluding them, even though it might be more 
difficult to make the export forecasts for them. It would be 
necessary to talk to the oil companies, as had been recently done 
in the case of Algeria. He felt that including them in the estimate 
of total shortfalls would not contribute to reduce this magnitude. 
But the oil countries could be expected to make a larger use of 
reserves to meet the shortfalls, thereby reducing the claims on the 
Agency. 
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Mr . Friedman felt that in preparing the paper on the 
financing requirements of the .Agency, there would be some cl..emen~ 
for which we cannot get precise estimates . In dealing with this , 
we should try to get at least some rough estimates, rather than 
being completely pessimistic . The paper should examine also the 
question of the biases which existed in the Bank's techniques of 
forecasting . More specifically, he wanted the following items 
to be taken care of : by Mr . Macone - memo on the estimate of the 
basic $1 . 6 billion and on the relationships of overages and IMF 
Compensatory Financing; Professor Frank - investigation with the 
.American authorities on hm-v much financing for export shortfalls 
could be contemplated, even if the Supplementary Finance Scheme 
was in operation; Mr . Sarma - to consider what would be the 
reasonable figure which would be attributed to the n~ and, sub
sequently, ask the ]}W directly what would be their suggestion 
considering the expanded Compensatory Facility. 

cc : Professor Frank, 
Hessrs . Hulley, 

Jalan, 
Nacone, 
Sacchetti, 
Sarma, 
Sundrum. 
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TO: 

FROM: 

SUBJECT: 

I NTERNATIONAL DEVELOPMENT I I NTERNATIONAL BANK FOR 
ASSOCIATION RECONSTRUCTION AND DEVEL OPMENT I INTERNATIONAL F I NANCE 

CORPORATION 

OFFICE MEMORANDUM 
Mr • Irving Friedman 

Ugo Sacchetti \i' S , 

DATE: 

SUPPLEMENTARY FINANCING AND THE FOND (SM/66/95) 

M;y conunents on the above document follow . 

September 7, 1966 

I take for granted that the description of the Supplementary 
Financing Scheme, contained in pages 1 - 7 is, on the whole, accurate . 
Therefore, I confine myself to the last section under the subtitle: 
Interrelations with the Activities of the Fund. 

It seems to me that the document touches upon three main issues: 

a) The possibility of disparities between the advice 
given to member countries under the Scheme and the advice given 
by the Fund in the face of a balance of payments disequi
librium. 

b) The possibility of disparities as bet ween the policy packages 
(their nature and content) prescribe:i under the Scheme and by 
the Fund, respectively for the use of their resources . 

c) The internal consistency of the proposed arrangements under 
the Scheme . 

I have left aside the question as to which agency has the primary 
responsibility in balance of payments matters . The document explicitly 
claims an "exclusive" for the Fund (begirming of page 8 and of page ll); 
ignoring, apparently, Article I(iii) of the Bank charter, which affirms 
that one of the purposes of the Bank is "the maintenance of equilibrium 
in balances of payments by encouraging international investment for the 
development of productive resources • • •• " Read in conjunction with 
Article I(v) and (vi) of the Fund Agreement this, if anything, suggests 
some sort of condominium; and the experience has shown that the coexistence 
is not difficult provided that one agency looks after the restoration of 
balance in the short run; and the other concerns itself with longer- run 
balance achieved w.i.th the help of international capital movements. The 
reference made above to the Bank charter does not imply that the Bank will 
be the administrator of the Scheme; it rather implies that the purpose 
quoted above would probably be included, in its essence, if not in its 
form, in the charter of the Agency . 

1. The possibility that a country receives disparate advice from two 
international organizations is not as scandalous as it is presented: it 
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happens all the time under the present multiplicity of international 
and regional institutions. (See Fund Consultations papers and OECD 
Annual Review documents). Not that one should be proud of this state 
of affairs; on the contrary I would say that disparity of advice re
sulting merely from the multiplicity of agencies is obviously regrettable 
and to the extent possible should be avoided. However, to the extent 
that disparity in advice is the result of different considerations 
reflecting either the different purposes of the agencies giving the 
advice or the nature of the financial assistance that they are in the 
position to give, such a disparity is unavoidable. 

2 • The more important issue raised by the document in question 
relates, however, to the possibility of disparities in the requirements 
set out by the Fund and under the Scheme, respectively, for the use of 
the resources of the two agencies. In a way it is surprising that this 
is raised as an objectionable feature in a Fund document since disparities 
in requirements are a distinct possibility under the Fund policies for the 
use of Fund resources. In fact this has been the main objection raised 
within the staff of the Fund against the semi-automaticity of the Compen
satory Financing Scheme. It was pointed out that if a country in the credit 
tranches requested a stand-by arrangement in connection with e.g., a balance 
of payments deficit caused by a decline in exports, it would be · required to 
undertake certain connnitments. If, however, the country found these 
commitments too onerous, it could apply for the use of the Fund resources 
under the Compensatory financing Scheme, in which case the requirements 
are much more lenient. (This happened in the case of Brazil in 1963). 
Likewise, a . country which is not prepared to undertake certain commitments 
required by the Fund tranches policies, to obtain a stand-by arrangement, 
could wait sometime until the discharging of repurchase obligations (which 
presumably is under way) brings it to a tranche level that makes it possible 
for it to obtain the same arrangement under more lenient requirements, even 
though its policies assumedly have not changed. --

To apply t hese considerations to the relationships between the 
Fund and the Agency, one could visualize cases where the Agency could be 
bothered by the changing requirements of the Fund. Suppose, for example, 
that in the case of one country, the Fund and the Agency set out, .at one 
point in time, the same requirements for the respective operations, the Fund 
operation being a stand-by arrangement. Suppose further that at the time 
of the next annual review under the Scheme the country's policies have deteri
orated to the point where it no longer qualifies under the Fund tranches 
policies for a stand-by arrangement, but exports having fallen below the 
trend, the country can obtain Fund resources under the Compensatory financing 
policy. For the latter purpose, however, the Fund requirements would be 
minimal, which could be in conflict with the Agency's requirements, which 
presumably would remain unchanged. Thus, in this case, it would be the 
"versatility" of the Fund policies that could be a factor of disturbance 
in the Agency's operations. 

All that the above paragraphs say is that well run financial 
agencies condition the use of their resources to requirements ;that are 
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consistent with the purposes of the resources themselves; and if the 
purposes are different, the requirements are bound to be different. 
Disparities are bound to appear not only between agencies but also within 
each agency (as shown above for the Fund) and this applies to the Bank 
Group as well. 

In rrry opinion, what lies behind this issue is the fact that, 
to the extent that the Bank moves - under the Supplementary Financing 
Scheme or otherwise - into program financing, there would be an obvious 
and inevitable coexistence in this field; and the only thought which 
comes to rrry mind in this connection is that the coexistence should be 
peaceful, through contacts, collaboration and common services to the 
maximum possible extent. 

3. The matter of possible internal inconsistencies is raised, I 
believe, in the first full paragraph of page 10. I am not sure I under
stand the issue correctly, but I believe the reconciliation problem would 
be reduced or eliminated if in proposition (a) in the text the word 
"conditional" were added before the word "assurance"; and if, with regard 
to proposition (b), the operational feature were borne in mind that the 
Agency's packages are subject to annual reviews. 
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OFFICE MEMORANDUM 
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FROM: N.A. Sarma N . A· ~ 
SUBJECT: Fund's Compensatory Financing, and Supplementary Financial Measures . 

Attached hereto is a brief comment, indicating why there would 

still be need for Supplementary Financing Scheme, even with proposed 

enlargement of the Fund's Facility. 

Attachment: Note on Fund Compensatory Financing and 
Supplementary Financial Measures. 

cc: Messrs. Isaiah Frank 
John Hulley 
Mac one 
Sun drum 
Pereira Lira 



FUnd Compensatory Financing Facility and 

Supplementary Financial Measures 

l. The Fund facility is designed to compensate for temporary short-
falls in export receipts; i.e . deviations from a medium-term trend in 
export receipts . It is proposed to enlarge this facility to 50 per cent 
of a member 1 s quota from the present 25 per cent limit . Drawings under 
this facility beyond 25 per cent will, however, be allowed only if the 
Fund ~s satisfied thet the member has been cooperating with the Fund in 
an effort to find, wher e required, appropriate solutions for its balance 
of payments difficulties . The Fund will waive the limit on Fund holdings 
of 200 per cent of quota where waiver is needed to permit compensatory 
drawings or to the extent such drawings are outstanding. 

2. Revised on the above lines, annual average of compensatory 
drawings are likely to be $350- $400 mn . , on the basis of 1951- 64 data . 
In the Bank study, a range of estimates is given, derived from different 
samples of countries and on the basis of data available for varying time 
periods. After taking into account overages (excess exports of a country 
that could be set off against its export shortfalls in other years), and 
assuming that about $400 mn. a year is made available under the Fund 
Compensatory Financing Facility, the net magnitude of export shortfalls 
is likely to average about $one billion a year . In the Bank study itself, 
the resources required for the Agency are placed much lower , at $300- $400 
mn . a year, for an initial experimental period of 5 years, on several 
considerations . This requirement takes full account of Fund Facility 
and, therefore, is residual . 

3 . The above is mainly due to the different purposes for which the 
estimates are made and the different methodology adopted. The SFF is 
designed to avoid disruption of a country ' s development program; accordingly, 
export prospects are considered in the context of a development plan, and 
take account not only of various objective factors, domestic and external, 
but also the impact of new policy measures . The SFF tries to estimate 
future export eventualities over a planning period on which a developing 
country can rely in formulating and implementing its development plan. 
On the other hand, the Fund facility is designed to help countries to bring 
their export availabilities closer to the presumed t r end level, rather than 
to provide them with a financial buffer against r eductions as compared with 
their previous standards, or to make good shortfalls from export levels 
projected for a plan period ahead . Broadly the Fund method is to estimate 
a five - year moving average, centred on the current year (i . e . the shortfall 
year), the preceding two years, and the two years following . It is 
intended to give greater weight in future than in the past to 'qualitative' 
as against 'statistical' estimate, but the main feature of the methodology 
is the substant; al weight given to the shortfall year in the determination 
of the norm . This has the effect of reducing the extent of shortfall and 
drawing entitlement as compared to a formula which does not take into 
account the· shortfall year itself in estimating trend value . I t is pr ecisely 
because the t r end or norm is a moving average for five years centred on the 
current, shortfall, year as the middle year that a rough balancing of 
shortfalls and surpluses of actual exports with respect to ttend results 
over a reasonable period of time . 
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4. Various alternative systems of repurchases are being considered 
for t he Fund .. facility . The chief feat ur e remains , i.e. repurchases 
within five years, with the proviso that a member may offset repurchases 
(wholly or in part?) against actual export receipts for determining the 
amount of any new compensatory drawings . Thus, the revolving nature of 
Fund resources is assured. It is estimated ~hat about two-third of all 
compensatory drawings would be repaid within three years, and over 
four-fifthswithin five years; little remains outstanding beyond eight 
years . On the other hand, while eventually the SFF also may become a 
revolving fund, for a considerable number of years the obligations of 
members to the Agency will continually rise . There may also be a few 
instances where relatively short repayment terms are appropriate . But, 
by and large, the approach of SFF is that assistance should be extended 
on about the same terms at which a country is obtaining development 
finance more generally. This, again, arises from the purpose of the 
scheme to help to maintain the growth process of a member country. 

5. Thus , both in respect to scale of assistance , as well as terms 
thereof, there are important differences between the Fund facility, even 
when enlarged, and the SFF. The two deal with related aspects of a 
basic problem faced by LDC's - i . e . the volatility and uncertainty of 
their exports arising from the structure and commodity concentration 
of their export trade, and affecting their economic developnerrt . As 
such, as now envisaged, the two facilities would seem to supplement 
each other . 

6. Fund staff paper : "Supplementary Financing and the Fund" : 

(a) The paper purports to confine itself to the Bank proposals, without 
taking a position on the UNCTAD resolution itself; states that the 
Scheme raises serious difficulties for the Fund; and considers the 
Scheme not feasible operationally. 

(b) In recent discussions between Fund and Bank staff , the refinancing 
role of the Agency with respect to lUnd ' s Compensatory Financing 
is recognized explicitly. It is also clarified that the initial 
policy package might include undert akings on the part of the country 
concerned to follow such recommendations as the Fund might make in 
subsequent year s in consultation with that countr y with r espect to 
exchange policies and internal fincn cial policies , pr ovided that 
these were compatible with the objective of maintaining the develop
ment program as originally agreed. Even so, the ·Fund paper remains 
highly critical of the proposals . 

(c) The scheme proposed by Bank staff is only an outline and it is 
quite possible that it may be modified during further discussions 
with Fund staff, in the intergovernmental group set up by Trade 
and Development Board of UNCTAD, and in the course of deliberations 
bx individual governments . The nature and content of policy package , 
and the degree of its operational feasibility, would have to be 



- 3 -

carefully gone over, and there would be scope for further elaboration 
and precision. But, above all, the Bank study concurs with the 
UNCTAD view that there is a felt need for which supplementary finan
cial measures are a feasible solution. This is the substance of 
the matter. The criticisms in the Fund staff paper of the Bank's 
scheme apply equally to the UNCTAD resolution though the paper 
does not directly take a view on the resolution itself. 

(d) The apprehension may be in part jurisdictional. A joint subsidiary 
of the Fund and Bank may be envisaged and the possibility explored 
of dovetailing the proposed Supplementary Financing Scheme with 
enlarged Compensatory Financing and other operations of the FUnd. 
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Supplementary Financial Measures 

The first meeting of the intergovemmental expert group of 
UNCTAD on the subject, scheduled to begin September 12, is likely to 
be postponed by a few weeks. Meanwhile, certain issues have been pointed 
up during discussions in the DAC vlorking Party on UNCTAD matters, in the 
Fund staff study of Bank proposals, and in our review of certain aspects 
of the Scheme. 

l. DAC \lorking Party meeting, July 7, 1966, to discuss Supplementary 
F.i..nance: 

a) French opposition, to the point of readiness to kill the Scheme, 
based on their preference for organization of markets, e.g. 
commodity agreements. 

b) A general preoccupation with the estimates of financial require
ments; how $300-$400 mn. a year is derived. 

2 • Fund staff paper: 118Upplementary Financing and the Fund II: 

a) The paper purports to confine itself to the Bank proposals, without 
taking a position on the UNCTAD resolution itself; states that the 
Scheme raises serious difficulties for the Fund; and considers the 
Scheme not feasible operation~lly. 

b) In recent discussions between Fund and Bank staff, the refinancing 
role of the Agency with respect to Fund's Compensatory Jlnancing is 
recognized explicitly. It is also clarified that the initial policy 
package might include undertakings on the part of the country 
concerned to follow such recommendations as the Fund might make in 
subsequent years in consultation with that country with respect to 
exchange policies and internal financial policies, provided that 
these were compatible with the objective of maintaining the develop
ment program as originally agreed. Even so, the Fund paper remains 
highly critical of the proposals. 

c) The scheme proposed by Bank staff is only an outline and it is 
quite possible that it may be modified during further discussions 
~nth Fund staff, in the intergovernmental group set up by Trade 
and Development Board of UNCTAD, and in the course of deliberations 
by individual govemment s. The nature and content of policy package, 
and the degree of its operational feasibility, would have to be 
carefully gone over, and there would be scope for further elaboration and 
preclslon. But, above all, the Bank study concurs with the UNCTAD 
view that there is a felt need for which supplementary financial 
measures are a feasible solution. This is the substance of the 
matter. The criticisms in the ' Fund staff paper of the Bank's scheme 
apply equally to the UNCTAD resolution though the paper does not 
directly take a view on the resolution itself. 
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d) The apprehension may be in part jurisdictional. A joint subsidiary 
of the Fund and Bank may be envisaged and the possibility explored 
of dovetailing the proposed Supplementary Financing Scheme with 
enlarged Compensatory Financing and other operations of the Fund. 

e) Given the total opposition of France to the Scheme, the concern 
expressed by Belgium, Germany and some others on certain aspect8 
and by the Secretary-General of UNCTAD on certain other aspects, 
and the objections that may be raised by the LDG's with respect 
to the content and detail of the policy package, the Fund paper 
as it now stands can only weaken any constructive approach to the 
basic idea; in the result one of the few useful initiatives that 
emerged from the first UNCTAD may get lost in controversy. 

3. Our discussions: 

a) If the Supplementary Financing Scheme should refinance short-term 
borrowing from other agencies, such as the Fund's Compensatory 
Financing Facility for meeting export shortfalls, then the finan
cial requirements for the Scheme have to be reconsidered. 

b) Use of foreign exchange reserves, to the extent possible, would 
have been taken as a means of financing the development program 
of a country, at the time the development program was discussed 
and agreed upon between the country and the Agency. Given the 
reserves position of most LDC's, especially non-oil exporters, 
and their desire to use excess reserves, if any, for financing 
development programs, the use of such reserves for meeting export 
shortfalls is for further consideration. 

c) The possibility of including use of other sources of finance as 
part of the initial understanding between the Agency and the 
country under the Scheme, having in mind promptness and certainty 
of such assistance by the Agency is the chief merit of the Scheme. 

>--.. 

d) Reexamination of the estimate of $300-$400 mn. a year as the 
resources required for the Agency for an initial experimental period 
of five years • 

e) If the donor countries do not contribute the required amount, the 
Agency cannot undertake to meet a substantial part of the shortfall. 
If only a part of the shortfall can be met, say, about 50 per cent, 
a disruption of the developnent program cannot be avoided; what are 
the implications of this for the Scheme? 



Isaiah Frank 

August 19, 1966 

COr·!I-iODITY AGREEN&.!IJTS AND SUPPLEHE;NTARY FINANCE 

Exporters of prliaary products face two problems which have become 

matters of major concern to the international community: the short-run 

instability of export receipts ; and the tendency of export receipts to 

grow too slowly over the long-run to support the development goals of 

poor countries. International action to mitigate each of these problems 

can be approached in t wo 1vays: through co~~odity arrangements designed 

to affect the prices of primary exports, and through financial mechanisms 

designed to offset shortfalls in export earnings. Supplementary finance 

falls into the latter category and is intended to prevent the disruption 

of development programs arising from any type of unanticipated export 

shortfall (short-term or long-term) beyond the control of the country 

concerned and beyond its abil ity to offset from other sources of finance. 

The distinctive feature of supplementary finance is that it comes 

into play as a result of the failure of export earnings to come up to 

expectations as expressed at the beginning of a plan period. To the 

extent that corrunodity agreements succeed in stabil izing t he export 

earnings of developing countries, the scope for supplementary finance 

would be reduced since greater stability would usually imply greater 

predictability as well, at least within t he t ime-perspective of a 

development plan. By the same token, to the extent that countries have 

access to supplelllentar-,t fin~..nce , the need for commodity stabilization 

agreements may be reduced since countries would be protected from the 
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disruptive consequences on their development of unanticipated swings 

in export earnings. The two approaches therefore complement each 

other and are in no way mutually inconsistent. 

In recent thinking, the pure short-term stabilization purpose of 

commodity agreements has been subordinated to the potentiality for 

using international price-control mechanisms as a device for improving 

the export earnings· of developing countries over the long-run. Whereas 

in formar years the objective of commodity agreements, in theory if not 

in practice, was to stabilize prices around a long-term trend dete~ed 

by market forces, the mora recent thinking has been to combine the 

stabilization function with a conscious effort to affect the price 

trend itself. One of the purposes of the International Coffee Agreement, 

for example, is to prevent coffee ·prices from declining belmv the level 

of 1962. For any commodity for \-Thich demand is price-inelastic, higher 

prices over the long-run would mean greater foreign exchange earnings 

for exporters . This approach is essentially what the French mean when 

they refer to the norganization of marketsn as a means of improving 

the position of developing co1mtries. 

Just as pure stabilization agreements may be viewed as complementary 
broader 

to supplementary finance,~market-organization schemes, such as proposed 

by the French, may be viewed as complementary to ordinary long-term 

development assistance. Both market-organization and financial aid 

are designed to transfer additional resources to developing countries, 

the former by r equiring importers (principally the rich countries) to 

pay more for the commodities they buy from poor countries, the latter 
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by capital transfers from the governments of the rich countries to the 

governments of the poor countries. 

There is good reason to believe that future attempts to establish 

commodity agreements will be guided by the French notion that such 

agreements should combine for particular commodities both the 

price-raising and the stabilization objectives. In considering this 

nmarket organization" approach as an alternative to financial ~echanisms, 

three questions arise: (1) Is it desirable to bring about resource 

transfers to poor countries through commodity agreements? (2) Is ~his 

a feasible approach? (3) To what extent is it likely that such agree

ments would reduce the need f~r supplementary finance? 

Desirability of "market organization" 

The question of the desirability of ''market organization" as a 

means of transferring resources to poor countries breaks down into 

three parts: (1) who bears the burden; (2) who receives the benefits; 

and (3) what are the risks of such an approach . 

As for the first question, the burden is clearly borne by the 

countries required to pay higher prices for their iQports of primary 

products. For some co~nodities . (e.g . , coffee and cocoa) the vast bulk 

of the exports come from poor countries and go to rich countries . But 

for others (e.g ., rice) poor countries are themselves the major importers 

as l'rell as exporters and the effect of an agreement would be to redis

tribute income among less developed countries . But even if the arrange

ment were limited to the former type of commodities, the question arises 

as to how the burden is distributed within the importing country . 
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Price-raising schemes, however administered, are essentially mechanisms 

for taxing consun~rs in the importing countries. But unlike direct 

taxes, which provide the bulk of government revenue in advanced 

countries, the incidence of price-raising schemes falls most heavily 

on the lower-income groups. 

As for the beneficiaries of such schemes, insofar as they are 

individual producers in .developing count ries, ~he recipients may deserve 

such assistance neither on the basis of need nor Gontribution to develop

ment. The added income to producers might even enco~age increases in 

output and accentuate the problem of surpluses. By various tax devices, 

however, the resource transfers might be siphoned away from individual 

producers and channeled to the governments of exporting countries which 

could use the funds for diversification or other development projects. 

But there would be no guarantee t hat the distribution of this aid as 

among countries would accord with internationally accepted principles 

since it would accrue automatically to countries on the basis of their 

volume of exports of the supported comn~dity. Since such transfers are 

highly concessionary forms of financial assistance, one md.ght well 

inquire as to ~hether the s ame performance criteria and tests of need 

now applied by IDA to its concessionary loans should not be applied to 

resource transfers through the organization of markets. 

~rience with domestic price-support schemes suggests certain 

risks inherent in the use of this technique for transferring income to 

pr~~ry producers. Such schemes can work over the long-run only, where 

effective means exist to control national production and marketings. 
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The surpluses that have plagued u.s. agricultural price-support programs 

over the years bear t estimony to the difficulty of achieving effective 

controls even in a single country with a well-functioning administrative 

apparatus. The risk of breakdown is always present in an international 

scheme as governments of developing countries find it difficult to 

£inance the holding of surplus stocks, as new or more efficient producers 

seek larger quotas, and as efforts to circumvent the controls thrqugh 

smuggling or other devices increase in scale. 

Despite the risks and_ inequities of international price-raising 

agreements for individual commodities, they~ add to the total of 

resources transferred to developing countries. In the face of a grodng 

need in developing countries, the volume of bilateral aid has remained 

virtually unchanged at about $6 billion per y~ar throughout the five-year 

period 1961-65. The difficulties of bringing about a substantial 

increase in aid through the conventional nat~onal budgetary processes 

is such that one should not rule out other feasible techniques even 

though they may be subject to certain serious deficiencies. 

Feasibility of 11market organization 11 

Assuming it is desirable to resort to "market organization" for 

transferring resources to poor countries, how feasible is this approach? 

Apart from difficulties of an administrative or negotiating character, 

can the price-raisine device be applied to most of the primary products 

now exported by developing countries? If a ten percent price increase 

could be obtained on, say, two-thirds of the present volume of primary 
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exports from less-developed to developed countries, the former would 

receive approximately $1.5 billion of additional resources, an amount 

equal to one-fourth the present volume of bilateral economic aid. 

In actuality, however, the applicability of the "market organiza-

tion" technique is sharply limited by a set of rather rigid conditions. 

As already suggested, the locus of production is an important considera-

tion. Unless the commodity is produced almost exclusively in developing 

countries, it is doubtful that this technique can be successfully 

applied. If advanced countries are major exporters, importers are not 

likely to agree to international price-raising arrangements. But even 

where production in advanced countries is for home consumption, the 

effect of higher world market prices may well be to increase the volume 

of domestic output in the advanced countries at the expense of exports 

from developing countries. Price-raising schemes would therefore seem 

to be feasible only with respect to those relatively few commodities 

such as coffee, bananas, etc. for which developing countries effectively 

control supplies in import markets. As a recent U.N. report points out, 

3/4 of the primary commodities exported by the developing countries are 

subject to competition from similar items produced in the industrial 
. ( 1) 

countr~es. 

Another limitation is competition from substitutes, including 

synthetics. Especially for industrial ra'\-r materials, higher prices 

(1) If petroleum is excluded, the figure is 2/3. 1t Hooft-Welvaars, 
M.J. 11The Organization of International 1-farkets for Primary 
Commodities ," U.N. Conference on Trade and Development, Proceedings , 
Vol. III, United Nations, New York, 1964, p. 483. Among the main 
products are cotton, copper, fats and oils, sugar, meat, iron ore. 
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make substitutes more attractive (aluminum for copper, synthetic fibre 

for cotton, plastic for jute, one vegetable oil for another, etc.). 

Although export earnings may increase for a few years, they may be 

adversely affected over a more extended period because of the stimula-

tion of substitution. The demand for many primary products appears to 

be characterized by low short-run price-elasticities but by high 

elasticities in the long-run. 

When the various constraints are taken into account, it would seem 

that price-raising schemes would have to be limited to the following 

commodities: coffee, tea, cocoa, bananas and tin. Based on 1964 data, 

exports of these commodities from the developing countries amounted to 

12.40 percent of their total exports, including petroleum, or 16.96 

percent if petroleum is excluded. · If coffee and tin are excluded from 

the figures (since agreements already exist for these comn~dities) the 

remaining products account for only 4.25 percent of developing countries' 

exports, including petroleum, or 5.82 percent excluding petroleum.(1) 

Apart from the economic restraints, there are severe practical 

limitations to negotiating agreements even l'lith respect to "eligible" 

commodities. Producer and consuw.er interests have to be reconciled, 

but these coincide only in regard to the reduction of price fluctuations, 

not in relation to setting the price target itself. Because the Coffee 

Agreement seeks to keep the price above what it would be in the absence 

{1) United Nations Conference on Trade and Development, Trade and Develop
ment Board, Permanent Sub-committee on Commodities. 11Inter?ational 
Organization of Commodity Trade - Examination of Criteria for the 
Selection of a List of Commodities of Interest to the Developing 
Countries," TD/B/C.1/PSC/8, Yay 20, 1966, Appendix A. 
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of the Agreement, it encountered serious opposition in the United States 

and it took several years of hard bargaining and persuasion for Congress 

to adopt the necessary implementing legislation. Even supporters of 

regular aid appropriations objected to this method of transferring 

resources. But conflicts of interests exist not simply between consumer 

and producer, but as among producing countries as well. These conflicts 
I 

may relate to the interests of small vs. large producers, new vs. 

established producers, or to producers of different grades and varieties 

of the product. 

Among the main points of contention in negotiating agreements are 

the questions of price, size of total quota, allocation of the quota 

among producing countries, the method of adjustment to changing circum-

stances of total quotas and country allocations, policies with respect 

to the maintenance and financing of stocks, the mechanism of enforcement, 

etc. Recent unsuccessful attempts to negotiate a cocoa agreement 

illustrate the difficulty of resolving these as well as other problems. 

Although there is a good basis for believing that a cocoa agreement will 

in the end be achieved, obstacles have been such as to leave few grounds 

for optimism that agreements can be negotiated for many .commodities lower 

down in the scale of 11eligibility. 11 
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Are commodity agreements a substitute for supplementary £inance? 

The answer to this question is partly implicit in what has already 

been said about the narrowness of the range of commodities in which 

agreements combining price raising and stabilization objectives are 

possible. Yet there is little interest today .in pure stabilization 

agreements predicated on an acceptance of whatever underlying price 

trends are determined by market forces and directed purely to evening 

out fluctuations about such trends. As C~rda Blau stated in a recent 

FAO report~1) 11The fact that the conclusion of price stabilizing co~odity 
agreements has proved so difficult in practice appears to indicate that 

neither exporters nor importers i-rere really prepared to pay a substantial 

premium for this kind of insurance. 11 

Today the main concern of developing countries is with the trend 

of prices and earnings rather than with short-term fluctuations. 

Provided the trend is satisfactory, purely short-term declines can be 

met through access to ordinary sources of liquidity, including regular 

and compensatory drawings from the IMF . By definition, such f luctuations 

in earnings will . reverse themselves within a year or two. It is the 

more persistent adverse movements of exports that are the main concern 

or developing countries. As explained above, however, these can, as a 

practical matter , be dealt with through commodity agreements only in a 

handful of cases. Supplementary finance is directed precisely to such 

adverse movements occuring within the time-span of a development plan. 

(1) International Commodity Arrangements and Policies , FAO Commodity 
Policy Studies 16, Special Studies Progrrun No. 1, Rome 1964 , p. 142. 
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Even if more commodity agreements could somehow be negotiated than now 

seem feasible, there -vrould still be a case for supplementary finance 

to offset shortfalls of export earnings for thos countries that do not 

benefit from such agreements. 

But the need for supplementary finance is not necessarily limited 
not· 

to countries vrhose exports do A benefit from commodity agreements. Such 

agreements are intended to stabilize, shore up or raise the price of 

primary commodities. They cannot insure against the other element of 

risk, namely adverse movements in volume. If consumption in the main 

importing countries declines and remains depressed for more than a year 

or two, it is unlikely that a commodity agreement can succeed in main-

taining the earnings of the primary product exporters. Buffer stock 

operations and export quotas could help maintain prices and moderate 

the decline in earnings, but if the adverse movement in demand were 

persistent, some other mechanism would have to be brought into play. 

Supplementary finance can, therefore, serve as a useful complement in 

offsetting export shortfalls even for commodities benefiting from 

international agreements. Insofar as commodity agreements do, however, 

help to sustain the earnings of exporters, the cost of maintaining a 

supplementary finance scheme would of course be less. 

It has been alleged that a basic difference bet,'leen the organiza-

tion of markets through international commodity agreements on the one 

hand and supplementary finance on the other is that the com~odity 

approach deals with the funda~ental causes of adverse trends whereas 
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supplementary finance deals merely with their symptoms . According to 

this vie•v- , conunodity agr eements can come to grips with the underlying 

disequilibrium between supply and demand of which price is merely a 

symptom, whereas supplementary finance can simply provide compensation 

for the effects of the disequilibrium after the event. 

Unfortunately, this view rests on an idealization of the function

ing of commodity agreements and on a misconception of the basic elements 

of supplementary finance. When one examines the history of commodity 

agreements , one is left with scant basis for optimism that they can in 

fact cope effectively with the underlying forces of demand and supply 

which determine price over the long-run. Total demand is dependent on 

the demand schedules of thousands of consumers which cannot be readily 

influenced. wbile it is true that demand is affected by measures to 

increase access to markets, such measures have not been integral parts 

of comrr~dity agreements and are today being pursued independently of 

efforts at market organization. As for the supply side, the feasibility 

of effective control measures has not thus far been borne out by experi

ence.. Even the Coffee Agreement, l'thich has had a fair record of price 

stabilization, has had little success in bringing production and con

sumption into equilibrium. The Agreement establishes no real production 

controls and leaves exporting countries entirely on their mm in 

adjusting production to demand. Overproduction has continued and much 

of the attention of national policy~akers in the coffee-producing 

countries has been directed to the financing and storage of surp~us 
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stocks rather than to the basic problem of controlling production. 

Perhaps it will be possible in the future to build a real stimulus to 

production control and diversification into commodity agreements, but 

this is still mostly a hope. 

On the other hand, supplementary finance is not simply a device 

to provide symptomatic treatment for the results of the disequilibrium 

underlying adverse export movements. The essence of the supplementary 

finance proposal is that funds would be provided to offset shortfalls 

in export earnings only from realistic projections and on the cond~tion 

of prior agreement between the administering agency and the country 

with respect to development objectives and the policies designed to 

realize them. Basic to the whole conception of supplementary finance 

is the inclusion in a development program of measures to shift resources 

out of export commodities where n$rket prospects are poor to other, 

more remunerative fields. Unless a country lived up to its commitments 

in this respect, access to supplementary finance would be denied. 

Our conclusion is that there is no one method of dealing with the 

commodity export problems of the developing countries. As stated at 

the outset, commodity agreements and supplementary finance are not 

mutually exclusive alternatives; in fact, they can complement each 

other. But the scope for co~~odity agreements directed to the 

problem of adverse trends is limited in terms of the products 

to which they are applicable, and the countries that would benefit. 

Even where they are feasible, moreover , commodity agreements cannot 

insure against adverse movements in export earnings as opposed simply 
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to price . For all these reasons, supplementary finance has an essen

tial role to play in preventing the disruption of development programs 

as a result of export shortfalls. 
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SupElementary financin~ and the Fund 

1. On August 2 Mr . Isaiah Frank and myself met Messrs . Fleming 
and Finch in Mr . Fleming's office, for further consideration of their 
paper on Supplementary financing . 

2. Mr . Fleming was categorical that their paper was concerned 
only with the Bank proposals and, at this stage, they were not taking 
a view of the UNCTAD resolution itself . By refusing, however , to 
include a statement in the paper to the effect that they were not 
taking a position on the UNCTAD resolution, they left the paper open 
to the interpretation that the Bank ' s proposals raised serious 
difficulties for the Fund but that the resolution itself was accept 
able . 

3. Consequent to the discussions earlier held in your office 
and our further talk on August 2, a few changes have been made in 
the paper; the paper, however, remains substantially the same as 
before . At tached hereto is the final version . The few changes 
from the earlier draft are sidelined . The main addition is at pp . 
9-10 and reads as follows : 

·~t is understood that the Bank staff , being aware that 
quantitative precision in such matters could not be 
achieved over a five -year period, had envisaged, in 
making their proposals, that the initial policy package 
might include undertakings on the part of the count r y 
concerned to follow such recommendations as the Fund 
might make in subsequent years in consultation with 
that country with r espect to exchange policies and 
internal financial policies, provided that these wer e 
compatible with the objective of maintaining the 
developnent program as originally agreed . 11 

4. The meeting was set up by Mr . Fleming fo r 3 pn on August 2 . 
Throughout he was abrupt , and wanted to discuss only the two or three 
changes in the text proposed by him . More t han once he r eferred to 
the fact that he had another meeting to attend at 4 pm . 

5. We suggested that it would be useful if they clarified in 
their memorandum that we were consulted on certain points in the Bank 
study of a factual and descriptive nature , and not regarding inter
pr etation or analysis . We also stated that we would be available for 
any further discussion that they might like to have . 

"Supplementary Financing and the Fund", SM/66/95 

cc : Mr . I saiah Frank . 
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Introduction 

The staff report (S~i/66/55) on the meeting of the UNT.t\...D Committee on 
Invisibles and Financing Related to Trade held in April of this year pointed 
out that the proposals made in the IBRD staff study on Supplementary 
Financing Measures, which had been discussed in the UNTAD Committee on 
Invisibles and are to be examined by a group of government experts set up 
by that Committee, "have profound implications not only for the Fund's 
compensatory financing facility but for the general financial operations 
and other activities of the Fund. "}:/ 

The ~ sent paper is designed to explore briefly some of these impli-
cations • ...J It is not designed to review the over-all merits of the proposals. 

y expl:Oration of their implications for th'e Fund, however, necessarily 
valves touching on a wide range of pr~blems. Attention to these problems 
ould in no way be allowed to obscure the difficulties faced by the · 

1 developing countries at this time, and, in particular, should in no way 
detract from the recognition of their need for increased amounts and easier 
terms of assistance. 

UNCTAD Resolution on Supplementary Financial Measures 

The Study by the. Bank staff took its start from Recomm.endation A- IV- 18, 
which, having been originally proposed by the United Kingdom and Sweden, was 
adopted by the United Nations Conference on Trade and Development in June 
1964. A copy of this Recommendation is attached at Annex I. 

As will be seen, the Recommendation invited the Bank to study the 
feasibility of a scheme under which the IDA. using additional resources, 
would provide longer-term assistance to developing countries in the form 

1/ SM/66/55, page 2. 
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of non-reimbursable transfers or of contingent loans on concessional 
terms to the extent necessary to avoid disruption of development programs 
on occasions when : 

(a) export proceeds (including, where appropriate, invisibles) had 
fallen below "reasonable expectations," and 

(b) there had been actual or attempted recourse to the IMF's compen
satory facility but this had, for some reason, proved inadequate. 

Illustrative reasons for possible inadequacy of the Fund's facility 
under (b) above are cited in the Recommendation • . They. are: :. 

(i) that following a compensatory drawing in one year exports 
might fall below reasonable -expectations in subsequent years; 

(ii) that when drawings had to be repaid, exports might not have 
recovered sufficiently for this to be possible without dis
ruption of development; 

(iii) that there might be a significant shortfall in exports which 
the IHF judged to -be not of a short-term nature and which it, 
therefore, refused to finance. 

· These illustrations, especially (i) and (iii), appear to assume that 
the Fund employs a definition of export shortfall similar to that suggested 
in the Recommendation, but might be unable to pro~e adequate finance 
because the shortfalls, so defined , were expected to, or did in fact, go 
on too long. In reality, however, as will become clearer below, the Fund's 
concept of shortfall from medium-term trend as at present defined .is · sub
stantially different from that of 11shortfall from reasonable expectations" 
however interpreted, and very different from the latter concept as inter
preted in the Study. · 

The Bank ·staff Scheme '· 

Executive Directors have received copies of the printed version of 
the Study, Supplementary Financial Measures~ · produced by the Bank staff in 
response to the foregoing Recommendation. · Such of the features of the 
scheme proposed in that study as appear most relevant to the operations of 
the Fund are se~ forth below. Page references are to the printed document, 

:·henceforth refE:!tred to as the "Study. 11 
••. 

A. Purpose 

In harmony with the UNCTAD Recommendation A-IV-18, the objec~ive to 
which the Study addresses itself is that of "preventing the disruption of 
sound development programs or policies by unexpected shortfalls in export 
earnings which are of a nature or duration which cannot adequate_ly be 
dealt with by short-term balance of payments support," or, more "precisely, 
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that of providing developing countries uwith a ready source of long-term 
assistance to enable them to maintain internationally approved de~~l?pment 
programs in the face of unforeseen adverse export movements that a,re; beyond 
their control and beyond their ability to offset from reserves .or to finance 
on a short-term repayable basis." (p. 2) The emphasis on "programs" is 
important. While "development" is a continuous and continuously adjusted 
process , "development programs," partly for reasons of publicity and · 
legislative convenience, are made at discrete intervals covering a number 
of years at a time, and their frequent adjustment is difficult. 

B. Administration 

The scheme is to be administered by an (unspecified) international 
agency (hereinafter referred to as the "Agency"), working in close 
cooperation with the IBRD and the IMF. 

C. Nature of Export Shortfalls to be Financed 

The scheme is one for the prompt, partial and conditional financing of 
the export shortfalls of the developing countries. The first question is 
how these shortfalls are defined. The UNCTAD Recommendation had defined 
them as 11shortfalls from reasonable expectations." This implied that the 
shortfall would be measured not, as in the Fund scheme, from some currently 
estimated export trend but from some expected level of actual exports. 
The Recommendation left it vague how far prior to the time of the shortfall 
the expectation was to have been formed, and to whom it was to appear 
11reasonable." The interpretation adopted in the Study is that export pro
jections covering a four or five year period should be made simultaneously 
with and as. part of a development program which, with its associated 
·policies, would be agreed between the country and the Agency. This implies 

· .l that the export projections from which the shortfalls are measured would be 
such as had appeared reasonable at a point of time preceding the shortfall 
by anything from a few months tc more than five years. By contrast, the 
compensatory financing shortfall of the Fund is measured from a trend value 
consisting of the average exports over a five-year period centered on the 
shortfall year, as estimated after the end of that shortfall year. The 
estimation ·of the Fund shortfall thus involves forecasting exports less than 
two years ahead, and the influence on the trend estimate of such forecast 
data is reduced by the inclusion in the trend of figures for past exports. 

An important feature of the Supplementary Financing Scheme is ~ts 
cumulative aspect. Strictly speaking, what is to be financed (to th~ extent 
appropriate) is not the shortfall for any .particu!ar year but the net cumu
lative shortfall fQr the projection period as a whole. Before any assistance 
wa~ provided with respect to a shortfall for any particular year, an 
allow;:ma~ for any "overages" or excesses of ac~ual over projected exports 
that . mi~ht have occurred earlier in the projection period would be subtracted 
from the · shortfall, and any overages occurri.ng later would entail repayments 
of assistance provided earlier. Overages would not, however, be _carried 
over from one projection period to another. · 
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. On the assumption that projected exports would probably follow a less 
uneven course wlthin the projection period than would actual exports, this 
arrangement would lead to some smoothing· out of current export avail
abilities (export receipts plus financing) within that period provided 
that shortfalls accrued throughout the period or in its early years; it 
would, however, have little or no effect of this kind if overages occurred 
throughout the period or in its early years. 

Moreover, ' if export availabilities are made to approximate projected 
exports--whether by financing of shortfalls or repayment of overages--in 
the last years of one projection period, they may change abruptly between 
then and the first years of the next projection period. 

D. Degree of Compensation of Shortfalls 

It is not envisaged that the scheme would compensate export shortfalls, 
even on the cumulative basis described above, in full. In the first place, 
as discussed below, there would be some sort of prior agreement between 
Agency and country as to "how much of a shortfall in expected earnings 
could be experienced without disrupting the development program." (p. 7) 
Secondly, "It would be expected that as far as possible a part or even all 
of the shortfall would be offset by use of the country's own reserves or by 
drawings on the IMF. To the extent that export shortfalls, as defined under 
the Scheme, were to overlap shortfalls under the IMF compensatory fi~ancing 
facility, the IMF should, if possible, be the source of help. Fu~thermore, 
the member. might well be in a position to combine drawings under the com
pensat~ry financing facility with drawings under the ordinary tranche 
policy of the Fund." (p. 7) "In addition, the Agency would take into 
account the possibilities of using other sources--for example, the 

: e~ergency forei&n trade loans of the U.S. Export-Import Bank, the p~o~ram 
loans and the Food for Peace Program of the U.S. Agency for International 
Development, .the World Food Program, etc.--for offsetting shortfalls," (p. 8) 

' . 

~t will be s~en that the Scheme is intended to provide only residual 
financing of shortfalls as defined in the proposal. "After other sources 
of finance had· been taken into account, the Agency would provide the 
remaining amount needed to prevent di·sruption of the development program, 
according to the prior agreement with the country." (p. 8) Given the 
need to explore all other sources of finance, the scheme could not indicate 
what proportion of net shortfalls countries would be expected normally to 
leave .uncompensated or to meet out of their own resources or out of 
national or international financial assistance that would have been 
available to them in any case. On p. 64 of the Study, it is estimated that 
total gross shortfalls for all developing countries over the 1959-63 period 
may have amounted to $1 .6 billion per annum, which is equivalent, net 'of 
overages, to $1.4 billion per annum. However, it is suggested (p. 13) 
that the net financial requirement for an initial experimental period of 
5 years might be $300-$400 million per annum. Part of this difference is 
accounted for by the assumption that the projections on which the shortfalls 
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are based would improve, and that some developing count7ies would be unable 
to qualify unaer·. the Scheme : however, the allowance for non-financing of 
shortfalls or their financing with existing resources is presumably sub
stantial. 

E. Nature of Performance Criteria .. 
It is an important characteristic of the arrangements for Supplementary 

Financing put forward in the Study that they attempt to combine conditionality 
in the provision of assistance with some degree of assurance to the recipient 
that assistance will in fact be forthcoming. This object is to be accom
plished by providing that assistance from the Agency will be conditional 
on the member's implementation of "an agreement on development policies" to 
be concluded with the Agency in advance of the occurrence of the shortfall. 
"A member would qualify for assistance under the Scheme as long as its 
agreement w±th the Agency on development policies was being carried out. 
In case a member were not living up to agreed policies, it would be 
informed by the Agency that it would no longer be entitled under the Scheme 
to assistance in case of subsequent export shortfalls." (p. 12) 

· The scope of this prior agreement is exceedingly wide. It is intended 
to cover: 

(i) th~ country's export expectations, 

(ii) projections of all the other principal elements in its balance 
of payments including imports, reserve use, and external 
financing, 

(iii) its development program, with particular reference to the public 
sector. 

On all these issues the 'agreement would cover not only projections but the 
policies required to implement them. This is explicit with respect to·1 • 

exports and development planning and is strongly suggested (see p. 9) for 
balance of payments matters also, at least as regards "major criteria and 
policies." 

The agreement would also cover: 
• . • ; l 

(iv) a judgment . &n 'how ~uch of a (hypothetical) shortfall in 
expected earnings ' could be experienced without disrupting 
the de~elopme~t program, and 

• i 

· (v) the feasiole ' adjustments to unexpected shortfalls without 
disrupting the ·agreed development program, including use of 
available resources and other sources of external credit." (p. 8) 
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It appears to be envisaged that all of these topics would be dealt 
with, to some extent, in an initial agreement bet~Jeen the country and the 
Agency at (or before) the beginning of each projection (planning) period, 
though it is difficult to see how policies on (ii), (iv) and (v), appli
cable to the period as a whole, could be established at that time in other 

I 
than vague terms. Since, however, it is accepted that "Economic policies 
require revisions in response to changing circumstances and no agreement 
on specific issues can remain valid for the duration of a five-year plan," 
it is envisaged that "the policy package would not be frozen at the time of 
the initial consultation" and it is proposed that consultations should take 
place at appropriate intervals (probably annually) between the member and 
the Agency, "each having the right to initiate discussions looking to a 
new agreement on appropriate policies and each remaining bound by an out
standing agreement if no such discussion is underway. The financing plan 
and balance of payments projection agreed on at the start of the period would 
also have to be reviewed at these times.' (p. 10) This formulation leaves it 
unclear whether the obligations incurred in consideration of the initial 
agr~ement, including the obligation to compensate shortfalls from the 
initial projection, remain effective only until one of the parties has asked 
for a new agreement, or until discusSbns to this end have got underway, or , 
finally, until a new agreement has been reached. The wording on p. 12, 
however, ( "A member would qualify for assistance under the Scheme as long 
as its agreement with the Agency on development policies was being carried 
out") would support the lastmentioned interpretation. J:.loreover, from what is 
said on pages 42 and 52 of the Study, it would appear that revision3 in 
export expectations would be of somewhat infrequent occurrence.l/ On the 
other hand, it is envisaged that the adjustment measures (point (v) above) 
would be adapted from time to time, and the point is made that "a rolling 

[ 

plan, that is, a plan revised every two or three years but each time for a 
period of four or five years ahead--may be the most effective type of 
planning in the right circumstances." (p. 43) 

Finally, it .is proposed that there would be consultations at the time 
of the shortfall "only ••• to ensure that other available sources of 
financing were being used and that feasible adjustment measures not endan
gering the development program were being taken. " (p. 10) 

ll e.g., " .•• the duration of export projections depends on the duration 
of the plan or program of which they are an integral part, which, in turn, 
depends on a large variety of factors including structural changes in 
export demand. " (p. 42) "Adverse export movements reduce the capacity to 
import and depress incomes with the consequent depression of savings or 
government revenues, but generally do not invalidate the planned pattern 
of resource allocation." " ..• it is generally not possible to judge 
whether a particular export shortfall is a temporary event or the beginning 
of a new trend. (See pages 40-41.) ' So long as there is such uncertainty, 
it will be more sensible to adhere to the carefully prepared development 
program than to undertake quick alterations." (p. 52) 
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F _. .,. Terms of ·(Residual)' Financing 

·: As is stated on p. 59 of the Study , "Under the Scheme, the Agency . should 
base the terms of its finance--the rate of interest as well as maturities~
on the over-all ~~~ancial and economic position of the ~~mber. The Agency 
should take account of factors similar to those consi~ered by the existing 
international fi~~*cing agencies. " Greater precisi<?ri '' :(~ given to this state
ment by the following sentence from p . 60 of the Study :' "By and large, it 
may prove reasonabie to extend assistance under t he ;Scheme on about the same 
terms at which the 'country is obtaining development .. 'fin:ance for other pur
potes. " 

G. Relationship to Certain Points in the UNCTAD Recommendation 0 

The Study emphasizes, artd gives a particular interpreiation t~ certain 
~ey features of the ~CTAD Recorittnendati<?n while giving ··lesser weight to other 
features. The features emphasized incluae the gearirlg 'of assistance to 
(a) shortfalls ' in exp·clrts from "reasonable expectation$, 11 and (b) the 
avoidance of "disru~~.ion of development programs. 11 ~e . special interp~~tation 
given to these concepts consists in the use made of discrete projection or 
planning ' periods, eJch covering a term of year~ though the Recommendation 
might not have precluded a scheme based on a 'more continuous process of 
projection and policy formation. 

The elements in the m~CTAD Recommendation given less weight are those 
which envisage (i) the use of the scheme to finance shortfalls too persis
tent for t~e Fund to handle u~der its compensatory financing facility, and 
(ii) the refinancing .·of Fu~d assistance which falls due ' for repayment when 
export~ az:e unsatisfactory~ 'The notion under (i) is largely inapplicable, as 
a ·result of the 'diUt!rence in t he definition of "short~all" presently 
used in Food p'ract~ce and in the Study respectively , t~qugh on the Study's 
own definition or · ~hortfall some 'account of the eleme'nt "of "persistt;nce" 
is taken through .the provision for using "overages" to offset shortfalls 
within a given projection period. 

I • 

Interrelation with the Activities of the Fund 
·, • I ' 

. . ,... . 
From ~he d~scription given above it would seem that many problems may 

arise in reconciling the supplementary financing scheme 'as set forth in 
the Study, .wi th : f~e ,~unctions of .the Fund in the balanc~ · of payments sphere, 
and with the pri~cip!es · on which the Fund has , until now, exercised these 
functions. These prdblems relate to the Fund's activity as a whole , 
including·' its regulatory and consultative functions as well as its financing 
functions • . • ··.: ·' .. 

The Agency , as already explained, is to make agreements w1t~ and apply 
conditions' to ,countries desirous of qualifying for supplementary financing 
assistance on such matters as basic export policies arid' 'balance of payments 
policies in general, and, in the event of unexpected ex~ort developments , 
the measures of balance of payments adjustment to be . ~dopted and the use to 
be made of the country's reserves and borrowing potential. 
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All these are matters which fall within the purview of the Fund, and 
are , indeed, at the center of its concern. Unless the Agency and the Fund 
in dealing with such questions were able to achieve a reconciliation in 
their criteria and policies , undesirable consequences could easily arise. 
For example, in the absence of such reconciliation, a member, in dealing 
with a given export shortfall, might well receive disparate advice from the 
two international organizations. To the extent that Fund resources were 
used to finance part of the shortfall, a part being financed by the resources 
of the Agency, the member might even be faced with two different sets of 
conditions for financing. Moreover, since the Agency would provide the 
residual financing , the country would know that any decline in Fund financing 
due to failure to adhere to Fund terms could be made good by the Agency , 
provided the Agency's terms were adhered to. 

Again, it has to be borne in mind that the supplementary financing 
proposal is intended to cover only disequilibria arising from shortfalls in 
exports, including current invisibles, while the Fund's financial assistance 
covers disequilibria arising from any and all elements in the balance of 
payments. This would lead to the anomalous situation that whereas in the 
event of unexpected declines in exports the Agency, being the residual 
lender, would often be in a position to secure the adoption of its prescrip
tions regarding the appropriate adjustment policies, in the event of 
unexpected changes in other elements, e.g., declines in capital inflows or 
in import-competing production , the Fund, which in that case would be the 
residual lender, might be in a position to secure the adoption of its-
possibly rather different--prescri ptions for adjustment. 

The Study shows an awareness of the problem of reconciliation referred 
to above by providing that, in preparing the policy package , "full colla
boration would be required with existing international agencies including 
the IBRD and the U1F." (p. 10) "As a consequence, " it is believed, "the 
financing plan would normally be consistent with the financial policy targets 
and criteria agreed upon between the country and the international financing 
agencies." 

The extent to which this expectation would be realized so far as the 
Fund is concerned clearly depends on the precise relationship that would 
be established between the Fund and the Agency , and on the extent to which 
the Fund's views as to appropriate adjustment policies would be accepted by 
the Agency. At the very least, there would be need for a very high degree 
of coordination between the prescriptions of the Agency--or of the Bank-
with respect to appropri ate development policies and the prescriptions of 
the Fund with respect to appropriate balance of payments adjustment policies. 

Consideration of certain of t he features of the proposed scheme--its 
emphasis on periodic planning , its procedures for arriving at the policy 
package, and to a lesser extent its provisions as to the terms of lending-
imply an attitude towards the balance of payments adjustment process which 
differs to some extent from that so far adopted by the Fund. No implication 
is intended that the Fund's attitude is necessarily right and that of the 
scheme necessarily wrong , but merely that the marriage of minds described 
above may not be easily arrived at. 
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In the first place , whil e the injunction laid upon the Fund in 
Article 1 of its Articles of Agreement to " shorten the duration and lessen 
the degree of c isequilibria in the international balances of payments of 
members" is to be read together with the acknowledgement, in the same 
Article, of "the development of the productive resources of all members" 
as a primary objective of policy, it has been the Fund ' s practice to urge 
its members to begin the process of adjusting their claims on resources, 
whether for investment or for consumption, to unexpected trends in outside 
forces affecting the balance of payments, as so0n as these trends can be 
recognized and dist i nguished from temporary fluctuations. The Fund's 
facility for the compensatory financing of export fluctuations is a par
ticular example of this general policy expressed, because of its semi
automatic nature, in a more formal manner than usual. The aim of this 
facility is to keep export availabilities (i.e., export receipts plus compen
satory drawings minus repurchases) as close as possible to the medium-term 
trend of export receipts, as currently estimated. The scheme presented in 
the Study , on the other hand, aims at providing countries with export avail
abilities that are related to levels largely determined one to five years in 
advance, and though there is provision for annual consultations in which the 
country could b~ urged to hew to some more realistic line, it is not clear 
that a country reluctpnt to adopt this advice could be faulted or denied its 
right to export av~ilabilities on the scale originally env.isaged~~o_.~~~ 
the country was follm-1in the policies agreed u on. Again, "1hile the Fund 
ays emp s s on smoothness and continuity o adjustment, the Study lays 

greater emphasis on fulfilment of predetermined programs. Perhaps the Fund 
approach could be criticized for taking too little account of the time lag 
required for the adjustment of development .programs to emergent realities, 
and that of the Study. for laying too much emphasis on long-term forecasts 
in the balance of payments field and too little emphasis on the dangers of 
persistence in adhering to a development plan ~hich export developments have 
shown not to be permanently sustainable. 

The longer the time given to adjust to adverse changes in the balance 
of payments the more substantial must be the financial assistance provided 
for meeting such adverse trends. While all causes of disequilibria will 
affect the ability of a country to sustain its development program, there 
is a clear possibility, under the Supplementary Financing Scheme, especially 
if the Fund and the Agency operate under different criteria of adjustment, 
that too much financial support will be given to development programs in 
one contingency (export shortfalls) compared with what is given in others. 

Differences of approach between the Fund and the Agency as to the 
policy aims to be negotiated with member countries are likely to involve 
differences in character of the negotiations themselves. Even if the policy 
package, which is the central feature of the Supplementary Financing Scheme, 
were entrusted entirely to the Fund, so far as balance of payments policies 
are concerned, it is difficult to see how the Fund could commit itself to 
quantitative precision regarding the financial and exchange policies required 
to implement balance of payments projections over a five year period, or 
could make advance prescriptions as to the appropriate method of adjustment 
in the face of anv of the thousand and one events that might tend to falsify 
the ro ections. ~is understood that the Bank staff, being aware that 
quantitative precision in such matters could not be achieved over a five-
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year period, had envisaged, in making their proposals, that the initial 
policy package might include undertakings on the part of the country con
cerned to follow such recommendations as the Fund might make in subsequent 
years in consultation with that country with respect to exchange policies 
and internal financial policies, ' provided that these were compatible with 
the objective of maintaining the development program as originally agreed. 
Quite apart from the problems, a rea y scusse , o reconc 1n e o jec-
tive of flexible balance of payments· adjustment with the implementation of 
a predetermined development program, however, countries on their side might 
well hesitate to commit themselves in advance to adopting whatever methods 
of adjustment the Fund might later recommend to deal with unforeseen balance 
of payments difficulties. 

So far as balance of payments policies are concerned , therefore, it is 
not easy to see how the two principal features of the scheme, (a) advance 
assurance for the countries concerned regarding prospective export avail
abilities, and (b) assurance for the Agency (and for the countries providing 
the funds) that suitable policies will be adopted by countries drawing upon 
the resources of the Scheme, are to be reconciled. It is no accident that, 
in the Fund's current practice, both advance assurance of financing--by way 
of standby arrangements--and agreements as to balance of payments policies 

· to be pursued as a condition of such assistance are confined to periods of 
one, or at most two, years ahead. 

It has been a principle of Fund operation not only that Fund resources 
should be confined to the financing of temporary deficits but also that 
drawings should be repaid in the medium term, i.e., the deficit should be 
not only temporary but also reversible. An essential feature of the 
Supplementary Financing Scheme is that assistance provided to developing 
countries should be provided on a more or less long-term basis. Clearly 
there is a much better case for saying that countries shou\d aim to eliminate 
their deficits in a relatively short period of years than that they should 
aim thereafter at producing an (equally temporary) surplus in order to 
permit early repayment. While the Fund does not provide long-term balance 
of payments financing, it does not follow that balance of payments · financing 
should never have a long repayment period. For example, the conception· 
contained in the UNCTAD Recommendation that compensatory financing that 
cannot be repaid to the Fund in the short run out of export surpluses might 
be refinanced on a long-term basis is one that deserves serious con
sideration. 

It should be clear , however , that this conception could not be extended 
to the proposition that all Fund drawings by developing countries should be 
repayable, if at all, only over a very long period without bringing into 
question the rationale of the membership of these countries in the Fund. 
This rationale, as well as the proposition that the developing countries 
have an important need for reserves , is founded in the belief that these 
countries are not only in need of long-term capital but are also subject 
to reversible fluctuations which they can properly meet by short-term credit 
and short-run fluctuations in their reserves. Many of the develdping coun
tries have built up their reserves over time , with short-term fluctuations, 
and have either never used the Fund or used the Fund as it was intended to 
be used, for periods of a few years only. 
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Given the various discrepancies between the principles of balance of 
payments adjustment that have traditionally been applied by the Fund and 
those explicit and implicit in the supplementary financing scheme, a system 
under which the proposed new Agency would urge the member to finance as 
large a part as possible of any shortfall--as defined in the Scheme--and 
would itself provide residual financing also calls for a certain amount of 
examination. · It is the residual financing which is in a sense decisive for 
the policy to be followed by a country, and it is for this reason that the 
Fund, as the international agency bearing primary responsibility in the 
sphere of balance of payments equilibration, has normally itself played the 
role of residual financier. · 

Where shortfalls in terms of the Fund's compensatory financing scheme 
happened to coincide in time, though not in magnitude, with shortfalls under 
the supplementary financing proposal, it might no doubt be possible for a 
country to draw under the terms of the Fund's facility and then draw further 
amounts under th~ s~pplementary financing scheme. Even in this case, however, 
the compensatory . financing scheme would have missed part of its intention-
that of encouraging countries to adjust to the medium-term trend of ·their 
exports--and would be serving a purpose other than its own. Still greater 
difficulties would obviously arise if the Fund were asked to allow an 
ordinary drawing, in the credi~ tranches, to help finance a shortfall under 
the supplementary finan~ing scheme, in the knowledge that the residual 
financing provided under the scheme would enable the country to disregard 
the policy conditions of the drawing. 

In conclusion, it may perhaps be instructive to summarize some of the 
observations made above by askinz the question in what essential respects 
the supplementary financing scheme would differ from the Fund. Both the 
scheme and the Fund are intended to give countries protection from temporary 
difficulties in order to enable them to pursue their policy objectives with 
a minimum of unnecessary disturbance. 

1. Perhaps the most striking differ~nce between the supplementary financing 
scheme and the Fund is that the scheme concentrates on one kind of distur
bance--export shortfalls--whereas the Fund's resources are available to 
members to meet temporary disequilibria arising from disturbances in any or 
all of the items in the balance of payments, including irregularities in the 
supply of capital or in the need for imports. The latter may often be due 
to inappropriate financial policies. The Fund will, in that event, reach 
understandings with the countries concerned as to the policy measures 
necessary to overcome these payments difficulties but will, assuming these 

I 
understandings are satisfactory, assist the country in maintaining a 
reasonable level of im orts until the payments difficulties have been o -
come~ e un s compensatory y is only a m nor part of the 

-pund's total assistance to countries within this general framework. 
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; . 
2. The supplem. ntary financing scheme is based ·on different criteria .of 
balance of payme· .cs adjustment than those applied·. by the . Fund. 'Hany of ~he 
difficulties des :ribed in·· this .paper would disappear if the criteria of 
balance of paymE.lts adjustment applied by the Fund a1.d the supplementary 
financing agenc_ were brought intp harmony. To the extent that modifications 

·to this end are made in the Fund's own policies , however, they should extend 
across the whole field of Fund operations • . It would be illogical for the 
Fund to facilitate the maintenance of deveiopment programs in the event of 
unexpected export declines to any greater extent than it is prepared to 
facilitate their maintenance in the event of other . unexpected adversities 
in the balance of payments. 

,, 
3. Supplementary financing, primarily because it is based on different 
criteria of adjustment, is likely to be much larger in' scale than the Fund. 
Net Fund drawings by less developed countries have averaged $120 ~illi.on 
a year over the last 10 years for payments difficultie.s of any kind. 
Supplementary financing, which addresses itself only to ' payments difficulties 
arising from export . shortfalls, is expected to amoun~, on· a residual basis, 
to $300 to $400 million a year. 

4. Fund drawings are repayable within a 5-year period, although members 
can make new drawings when their situation and their ·policies justify such 
drawings under Fund criteria. Supplementary financing drawings would be 
repayable on terms similar to those applicable to development finance. 

• I 

:' 

.· , .. ·· 
. : · ... 
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United Nations Conference on Trade and Development 
Final Act and Report 

Annex A.IV.l8 

Supplementary Financial :t-1easures 

A 

The Conference, 

M"'NEX I 

Recognizing that adverse movements in the export proceeds of developing 
countries can be disruptive of development, and noting that the International 
Monetary Fund (IMF) can make 'available balance-of-payments support to help 
meet the short-t·erm effects of shortfalls in . export proceeds. 

Recommends that the International Bank for Reconstruction and Develop
ment be invited to study the feasibility of a scheme with the objective set 
forth in Section I below and based on the principles set forth in section II 
below, and, if appropriate , to work out such a scheme. 

1. The new scheme should aim to deal with problems arising fr~m . 
adverse movements in export proceeds which prove to be of a nature or dura
tion which cannot adequately be dealt with by short-term balance-of-payments 
support. Its purpose should be ·to provide longer term assistance to 
developing countries which would help them to avoid disruption of their 
development programmes . 

'ri ~ Principles 

2. The scheme should be provided with resources by contributions from 
participating countries, shared between them on an equ~table basis. 

3. Developing countries only should be eligible for assistance from 
the scheme ; such assistance should be on concessional and flexible terms. 

4. The scheme should normally be applicable after a developing country 
had had recourse to the International Monetary Fund, under its compensatory 
financing facility, and it had been possible to make a full assessment of 
the nature, duration and implications of any adverse movement in the export 
proceeds of the developing country concerned. 

5. An adverse movement for the purposes of the scheme should be 
regarded as a shortfall from reasonable expectations (see Note 1 below) of 
the level of export proceeds (including, in appropriate cases, invisible 
exports). 
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6. A pr ima facie case for assistance from the scheme should be 
established by reference to shortfalls from reasonable expectations and 
to their nature and duration (see Note 2). 

7. Once a prima facie case has been established there should be an 
examination, under the International Development Association , of all relevant 
economic circumstances (see Note 3) in order to assess how far assistance 
from the scheme would be required and justified in order to help avoid dis
ruption of development programmes. Subject to these points , assistance could 
cover a substantial proportion of a shortfall from reasonable expectations. 

8. Resources for the scheme , which would be administered under the 
International Development Association, should be in the form of additional 
commitments, prescribed in advance, for contrib~tions to the Association ; 
all major Part I member countries of the Association sho~ld .contribute. 

NOTES 

Note 1. To the extent that these could be~escribed in advance they 
could be taken account of by developing countries for planning purposes. 

Note 2. The following are offered as illustrative circumstances which 
might constitute a prima faci e case for assistance from the scheme to a 
developing country : 

(i) If , following an IMF drawing in one year under its special 
compensatory financing facility , exports fall significantly 
below reasonable expectations in the second or third year. 

(ii) If , when the IMF drawings were due to be repaid, exports had 
not recovered sufficiently for this to be possible without 
disruption of development . 

(iii) If there were a significant shortfall in exports which the 
~·IT adjudged at the outset to be other than of a short- term 
nature and the I~W had decided that it wou~d be inappropriate 
for it to provide temporary balance-of-payments support. 

Note 3: .. :Among other matters , these could include adverse effects from 
signi.ficant rises in import prices. 
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B 

The Conference aZso reaommends that the continuing machinery recom
mended by this Conference be invited to study and organize further dis
cussion of the following concepts and proposals for financing put forward 
by the delegations of the developing countries at the Conference: 

1 . That a fund be set up, financed by contributions from developed 
countries , as required, and administered by an appropriate agency of the 
United Nations: 

2. That only developing countries should be eligible to draw from the 
Fund ; 

3. That disbursements should be in the form of non-reimbursable trans
fers and/or contingent loans on concessional terms : 

4. That the criteria used in deciding upon claims should be as objective 
as possible and should include the following : 

(a) The effect of shortfalls in export earnings and the 
adverse movements in the terms of trade ; 

(b) The effect on the country's development programme ; 

5. That to complement this longer term approach, facilities be provided 
for interim financing , when warranted , to assist the developing countries 
concerned while the longer term problem is being assessed . 
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INTERNATIONAL MONETARY FUND 

Research and Statistics Departm·ent: 

Compensatory Financ~ng: A Short List of Repurchase Systems 

Prepared by Research and Statistics Department 

August 25, 1966 

The present paper is intended to present relevant statistical data 
and staff evaluations ~~th' ;respect· to those repurchase systems on which 
discussion at t he Execdtive 'Boaid at Meeting No. 73 of August 19, 1966, 
appear~d to concentrate'; Th"ese' are s·ystem (6), System (8), a new system, 
suggested by t-:r. Lieftinck,' ··which ~e may term System (9), a new system 
suggested from the. Chai-r' as · a mhdifi'c'ation of System (9), 't\hich we may 
term System (10), and a modification of System (1), suggested from the 
Chair, which we may term System (11). These systems are described below, 
anQ (with the exception of System (11)), t heir performance is measured 
in Tables 1 to 3. 

System (6). Repurchase in five annual i nstallments. However, in 
considering any request for a compensatory drawing, one half of any re
purchases on previous compensatory drawings occurring within the preceding 
twelvemonths may, at the country's request, be subtracted from exports in 
computing the shortfall, provided that the member has been cooperating 
with the Fund in an effo.tt ·to find appropriate solutions for its balance 
of payments difficulties, ·and provided that the resulting shortfall exceeds 
2 per cent of the member's quota (the 2 per cent "cut- off"). 

System (8). Half of any export excess accruing in the first three years 
follo~ing a shortfall for which a drawing has been made to be used . for re
purchase; in the fourth year either half the amount still outstanding or half 
the excess, whichever is the greater, to be repurchased, the remainder being 
paid in the fifth year. 

System (9). In each year until full repayment is made an amount 
will be repurchased equal to 20 per cent of the drawing or one quarter of the 
export excess, whichever is the greater. In computing shortfalls for . compensa
tory drawings one quarter of any repurchases of previous compensatory draw
ings made in the preceding twelvemonth period could be subtracted from ,exports, 
subject to the same provisos as for System (6) above. 

System (10). Same as System (6) except that, in computing shortfalls for 
a compensatory drawing, one quarter (not one half) of any repurchases on 
previous compensatory drawings accruing in the preceding twelvemonths -could 
be subtracted from exports. 
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System (11). The existing system of repurchase within a 3 to 5 year 
period, but with the recommendation to members that one half of any export 
excess that may occur in .the first thre~ years Ffter the drawing should be 
devoted to repurchase~ · · · 

The performance of .these systems as · measured by statistical criteria is 
set forth in Tables 1 to 3. System (11) is not explicitly mentioned in these 
tables but, ·depending on the extent to w~ich the recoinmendatlons are observed 
or not, its performance could approximate to that for System (8) and that for 
System (1) (the existing repurchase system) 'respectively.' 

The Staff is still inclined to regard System (6), on a balance of con
siderations, as the best available system. Its statistical performance, in 
terms of the degree of approximation and smoothness attained, and the cost 
involved, though not a·s 'good· as Systems (8) or (9) ,' is significantly better 
than that of the present syste~. It gives · an assurance to countries that they 
will not be required t~ repay mor'e than 20 per'· c'ent of the drawing in any year. 
It does something explicit to meet the UNCTAD requ.est to explore ways to 
refinance compensatory financ1ng obligations if shor~falls should permit •. 
By so doing repurchases ' will, to ·some extent be concentrated on years of export 
excess, thus applying the compensatory principle to repurchase as well as to 
drawings .. Finally, System (6) is easier to administer than Systems (8), (9), 
or (11). 

Systems (8) and (9) both show good performances by statistical tests, and 
apply the compensatory principle in a logical way to repurchases as well as 
to drawings. In addition, System (9) pays some regard to the UNCTAD request 
referred to atove. Both Systems~ however, and especially System (9) raise 
difficult though not unsurmountable administrative problems whenever a country 
has a number of compensatory drawings outstanding simultaneously, with different 
and overlapping export periods. Conventions will then have to be adopted to 
avoid double counting of export excesses . 

System (10) is a variant of System (6) which, though it does less than 
System (6)--and much less than System (5) --to meet the request for a re
financing facility, may for that reason be more acceptable. 

System (11) may be regarded as an application of the principle en
countered in para~raph 2(a) of Decision No. 102-(52/11) of February· 13, 1952, 
according to which "exchange purchased from the Fund should not remain out
standing beyond the period reasonably related to the payments problem for which 
~t was purchased from the Fund." The repurchase provision of the decision 
will contain a clause urging that members should use half of any expor~ 
excesses that they may have in any year to repurchase any outstanding draw
ings under paragraph 5. In accordance with this clause, the Fund will make 
the necessary calculations of export excesses at appropriate times, and will 
bring the results to the attention of the member. It is difficult to know how 
well a system of this kind would work in practice, and it might appear to 
be a less effective solution than it would prove in practice. At any rate it 
may be regarded as an interim solution that would keep the compensatory 
principle of repurchase alive pending the reconsideration of the question 
promised in the concluding paragraph of the draft of the new decision. 



System /i/ 
System GLf 
System FflJ 
System rJ-1 
System 1 J!2l 

Table 1. Compensatory Financing: Effect of Various Repurchase Systems, 
48 Countries (1951-64) and Hypothetical Country B!/ 

(Qualified 20 Per Cent of Quota Limit) 

48 Countries Hypothetical Countrl B 
Appro~tion Smoothneis s ApproxilJion Smoothness 

rati 2 raticJ. rati 2 raticJ/ 

.OJ5 .047 .45 .123 .148 6.2 

.041 .060 -38 .135 .160 4.5 

.043 .071 ·32 .120 .141 3.1 

.045 .071 -33 .142 .165 3.4 

.040 .059 ·37 .133 .158 4.2 

!/ Weights of .50, .25 and .25 applied to years t, t-1, and t-2 1 respectively, for estimatipg calculated norm. 100 
per cent compensation of calculated shortfall. 

s 

gJ Proportionate decline in root mean square percentage deviation of export availabilities from trend value of e~rts. 
1/ Proportionate decline in root mean square percentage deviation of export availabilities from trend value of such 

availabilities. 
~ Average for all years of total amounts outstanding, in billions of U.S. dollars. 
2/ Average for all years of total amounts outstanding, in units. (Exports of country B vary between 100 and 238 units, 

and its quota iS assumed to rise in quinquennial steps from 20 to 40 units.) 
§./ Amounts outstanding at end of three years are assumed to be repaid one half in the fourth and one half in the 

fifth year after drawing, regardless of level of exports. 
1/ Repayment in five equal instalments, beginning in the year following the shortfall year: one half of repayme ts 

on past drawings is deducted from exports for the purpose of computing shortfalls, provided that the resulting 
shortfall exceeds 2 per cent of quota. 

8/ 50 per cent of export excesses applied to repayment in the first three years. In the fourth year either half 
th; amount outstanding at the end of the third year or half of the export excess (whichever is the greater) applied 
to repayment. In the fifth year any amount outstanding at the end of the fourth year repaid. 

2/ In each year either 20 per cent of the drawings or 25 per cent of any export excesses, whichever is the greater, 
applied to repayment; 25 per cent of any repurchase is deducted from exports for the purpose of computing shortfalls, 
provided that the resulting shortfall exceeds 2 per cent of quota. 
!Q/ Repayment in five equal instalments, beginning in the year following the shortfall year: one quarter of 

repayments on past drawings is deducted from exports for the purpose of computing shortfalls, provided that the 
resulting shortfall exceeds 2 per cent of quota. 



Table 2 . Compensatory Financ ing: Effect of Various Repurchase Systems in Hypothetical Country E 

System J?/ System r)/ System r}J System <).f System 1Jd 

Standaf4 Repur- Avail- Repur- Aw.il-

Year Exports No~ 
Repur- A vail

Drawings chases abilities 
Repur- Avail

Drawings chases abilities Drawings chases abilities Drawings cnases abilities 
Repur- Avail

J;>rawings chases abilities 

1 
2 

3 
4 
5 

6 
7 
8 
9 

10 

ll 
12 
13 
14 
15 

1.6 
17 
18 
19 
20 

21 
22 
23 
24 
25 

26 
27 
28 

29 

105 
109 
100 
101 
ll5 

120 
135 
100 
135 
125 

120 
14o 
16o 
170 
100 

130 
ll5 
125 
1.30 
130 

144 
16o 
19f 
218 
218 

200 

232 
208 
238 

.. 

101.2 
105.7 
103 - 5 
102 . 7 
107 . 7 

ll4 . 0 
126 . 2 

ll3 -7 
126 . 2 
121.2 

125 . 0 
131.2 
145 . 0 
160.0 
132 -5 

132- 5 
ll5 . 0 
123 -7 
1.25 . 0 
128 . 7 

137 -0 
1 40 . 5 
172 . 0 
197 -0 
2ll . 5 

3 · 5 
1.7 

8.4 

4 . 6 

2 . 5 

4 . 0 

1.7 
2 . 6 
0 . 9 

4 . 2 
4 . 2 

2 . 3 

2 . 3 

4.9 
6.2 

1.2 

105 . 0 
109 . 0 
103.5 
102.7 
ll5 . 0 

120.0 

133 -2 
105 -7 
134 . 1 
125.0 

124 . 6 
135.8 
155 . 8 
170 . 0 
107 -5 

130 . 2 
ll5 . 0 
125 . 0 
125 . 1 
123 . 8 

142.7 
16o .o 
192 . 0 
218 . 0 
218 . 0 

209 . 0 
232 . 0 
212 . 0 
238 . 0 

3 -5 
2 . 1 

5 -7 

8 . 6 

3 · 9 
1.3 

1. 1 
1.1 
1.1 
1.8 
1.4 

1.4 
2 . 5 
2 . 5 
1.1 
1 . 1 

2 . 9 
2 . 5 
2 . 8 
2. 8 
2 . 8 

1.0 
0 .3 

1.8 
1.8 
2 . 8 

105 . 0 
109 . 0 
103 - 5 
102 . 4 

ll3- 9 

ll8 . 9 
133 · 9 
105 . 7 
133- 2 
123. 6 

124 . 3 
137 · 5 
157- 5 
168 . 9 
1.07 - 5 

131.1 
ll3 . 7 
122. 2 
127 - 2 
127-2 

143 . 0 
159-7 
192.0 
218 . 0 
21.8 .0 

209 . 0 
230 . 2 
211.1 
235 -2 

3 · 5 
1.7 

5 -7 

5 -0 

7 -5 

2 . 5 

4.0 

3 · 6 

1. 6 

4 . 4 
1. 4 

4.4 
0 . 6 

0. 6 

3 · 4 
4. 7 

1.2 

5 -7 

4 . 5 

105 . 0 
109.0 
103 . 5 
102.7 
lll.4 

ll8 . 4 
135 . 0 
105 . 7 
130 . 6 
123 . 6 

125 . 0 
135 -6 
159 .4 
170 . 0 
107. 5 

132-5 
ll5. 0 
124 . 4 
126.6 
125 -3 

1 42 . / 
160 . 0 
192 . 0 
218 . 0 
218 . 0 

209 . 0 
226 . 2 
212 . 0 

233 · 5 

3 - 5 
1.9 

5 -7 

5 - 3 

7 -5 

2.9 

4 . 5 

1. 4 
1. 5 

2.1 
1.1 

1.1 
2 . 2 
3 . 6 
0 . 8 

1.5 
2 . 1 
2 . 1 
2 . 1 
2 . 1 

0. 6 

2.e 
1.8 
2 . 7 

105 . 0 
109.0 
103. 5 
102. 2 

ll3·3 

ll8 . 6 

133 · 5 
105 -7 
132 -9 
123. 8 

124.1 
137-8 
156 . 4 
169.2 
1.07 -5 

131.4 
112.9 
122. 9 

127 -9 
127 -9 

143 . 4 
16o.o 
192 . 0 
218 . 0 
218 . 0 

209.0 
229 . 2 
210 . 6 

235 · 3 

3·5 
1.9 

6 . 8 

5·3 

8.6 

3 - 2 

0 . 7 
1. 1 

1.1 
1 . 1 
1.1 
1 . 8 
1 . 4 

1.4 
2 . 4 
2 . 4 
1.1. 
1 .1 

2 . 8 
2 . 4 
2 . 4 
2 . 4 
2 . 4 

0 . 6 

1.8 
1.8 
2 . 7 

105 . 0 
109 . 0 
103 . 5 
102.2 

ll3 -9 

ll8. 9 
133· 9 
105-7 
133 -2 
123 . 6 

124.0 
1.37 . 6 
157 . 6 
168 . 9 
107 -5 

130 . 4 
112.6 
122. 6 
127.6 
127 -6 

143 . 4 
16o .o 
192.0 
218 .0 
218 .0 

209 . 0 
230 . 2 
210 . 6 

235 · 3 

lf Weights of 0 . 50, 0 . 25, and 0 . 25 applied to years t, t - 1, and t - 2, respectively . 
y Amounts outstandin~ a t end of three years are assumed to be repaid one half in the fourth and one half in the f ifth year after drawing, regardle ss of level of exports . 
~/ Repayment in f ive ec;ual instaliJ:lents, beginning in the year following the shortfall year: one half of repayments on past drawings is deducted f r om exports for the 

purpose of comput1,Bg_ .~onfalls, provi~ed that the resulting shortfall exceeds 2 per cent of quota . 

4/ 50 per cent of export excesses applied to r epayment in the f irst three years . In the fourth year e ither half the amount outs tanding at the end of the third year or 
hall of the export excess (whichever is the greater) applied to repayment . In the fifth year any amount outstanding at the end of the f ourth year repaid. 

2./ In each year either 20 per cent of the drawings or 25 per cent of any export excesses, wh ichever is t he ~;reater, applied to repayment; 25 per cent of any repurchases 
is deducted from exports fo r the purpose of computing shortfalls, pr ovided that the resulting shortfall exceeds 2 per cent of quota . 

6.i Repayment in f i ve equal installments, beginning in the year following the shortfall year: one quarter of repayments ;m past drawings is deducted from exports fo r 
tO.;-purpose of computing shortf alls, provided that the r esulting shortfall exceeds 2 per cent of quota. 



Year 

l. 
2 
3 
4 
5 

6 
7 
8 
9 

10 

11 
12 
13 
14 
15 

16 
17 
18 
19 
20 

21 
22 
23 
24 
25 

26 
27 
28 
29 

Sy3i 

3·5 
5·2 
5·2 

5·2 
3·5 
9·2 
8.4 
8.4 

13.0 
8.8 
4.6 
4.6 

12.1 

12.3 
12.3 
12.3 

7·4 
1.2 

Table 3. Hypothetical Country B: Amounts Outstanding 
Under Various Repurchase Systems 

3·5 
4.9 
3.8 

2·7 
1.5 
7·3 
5·5 
4.1 

8.4 
5·9 
3.4 
2.3 
9.8 

10.8 
9.6 
6.8 
4.1 
1.3 

0.3 

9.0 
7·2 

10.3 
7-5 

Sy~ 

3·5 
5·2 
1.6 

5·7 
1.4 

5.0 
0.6 

7·5 

10.0 
10.0 
9.4 
5·9 
1.2 

9.0 
3·2 
7· 2 
2 ·7 

Sy~ 

3·5 
4.7 
3.0 

1.5 

5·7 
3·6 
2·5 

6.6 
4.4 
0.8 

7·5 

8.9 
6.8 
4.7 
2.6 
0.6 

3·5 
4.7 
J.6 

2.6 
1.5 
7.2 
5·5 
4.1 

8.1 
5·6 
3- 2 
2.1 
9.6 

10.1 
7·7 
5·3 
3.0 
0.6 

9.0 
7·2 
9·9 
7·2 

1/ Amounts outstanding at end of three years are assumed to be repaid one half in the fourth and one 
half in the fifth year after drawing, regardless of level of exports. 

gj Repayment in five equal instalments, beginning in the year f ollowing the shortfall year: one 
half of repaym<nts on past drawings is deducted from exports for the purpose of comput ing shortfalls, 
provided that the resulting shortfall exceeds 2 per cent of quota. 

1/ 50 per cent of export excesses applied to repayment in the first three years. In the fourth year 
either half the amount outstanding at the end of the third year or half of the export excess (whichever 
is the greater) applied to repayment. In the fifth year any amount outstanding at the end of the fourth 
year repaid. 
~ In each year either 20 per cent of the drawings or 25 per cent of any export excesses, whichever is 

the greater, applied to repayment; 25 per cent of any revurchase is deducted from exports for the purpose 
of aomputing shortfalls, provided that the resulting shortfall exceeds 2 per cent of quota. 

2/ Repayment in five equal instalments, beginning in the year following the shortfall year: one 
quarter of repayments on past drawings is deducted from exports for the purpose of computing shortfalls, 
provided that the resulting shortfall exceeds 2 per cent of quota. 



Supplementary Financial Measures 

A. Scale of Operations 

N. A. Sarma 

August 18 , 1966 

Dr aft 

l. In the Bank Study the total of requirements, that is, the 

magnitude of the unexpected shortfalls, is placed at $1 .6 billion a 

year; net of "overages"[ and allowing for use of the Fund 1 s Compensatory 

Financing Facility, the net total is placed at an average level of 

$1.2 billion per year:) There is a range of figures derived from 

1 different samples of countries and on the basis of data available 

~or varying time periods; excluding oil exporting countries, and 

• / taking the lowest of the projected magnitudes as the basis, net 

~' .. r ~ r~on in these projections . 

~ to give a more firm estimate for countries other than oil exporters . 

requirements of finance would be $800 to $900 million a year . When 

invisibles and import prices have been considered, there may be a 

In due course, it may also be possible 

2 . There are several sources of external finance which deal with 

the general problem of balance of payments fluctuations, including 

export instability. These include, in the main, the Fund's Compensatory 

Financing Facility, the ordinary drawing tranches with the IMF, emergency 

foreign trade loans of the Export -Import Bank, the contingency fund 

resources of AID as well as its "Food for Peace" program . Further, 

not all of the developing countries may qualify under the Scheme, and 

the amplitude of shortfalls may also be narro>-Ted with the pursuit of 

more adequate domestic policies as a result of the emphasis by the 

Agency on adherence to agreed policy guidelines . A country experiencing 



- 2 -

a shortfall may use part of its own exchange reserves to make good the 

shortfall, and also resort to other adjustment measure s such as restricting 

non-essential imports. ~1 these considerations, it is suggested in the 

Study that the Agency should have total resources of $1.5 billion to 

$2 billion for an initial experimental period. of five years, i.e., 

$300 to $400 million a year. It is recognized that neither requirements 

nor the availability of funds can be postulated with any precision. 

There is a necessary element of judgment in these estimates. 

3. The posBibility is noted that the quality of projections may 

improve, reducing the magnitude and frequency of unexpected shortfalls. 

On the other hand, the growth in the export trade of LDC 1 s may enlarge 

the size of shortfalls in future. We may for the present ignore these 

expectations, retain estimated minimum requirements .at $800 to $900 

million a year, and reconsider the adjustments from this figure that 

could be made to take account of the factors stated above. 

The revision of the Fund 1 s Compensatory Financing , Facility 

:JI- now under consideration envisages the use of Fund resources at peak 

~ 1 period~of $400 to $500 million; the average level for any five-year 

ty ~ period is likely to be substantially lower. The revised scheme 

/~ 

l 

envisages repurchases out of excess exports; it is expected that 4/5 

of all compensatory drawings would be so repaid within five years. 

j 
Notionally, we may place net outstandings of drawings for any five

year period under this scheme at about $200 to $300 million. It is 

novr explicitly stated that the Agency would serve as a refinancing 

source for such outstandings. Accordingly, the Compensatory Financing 

/ Facility of the Fund cannot be a source that could be taken · into 

(~~ 



in considering the resources needed for the Agency; nor can a 

ded ction be made for overages, as the revised Compensatory Financing 

assumes repayments out of excess exports. 

nly to the extent that the overages as computed under the Scheme differ 

from and are larger than the excess exports that have been utilized for 

repayments to the Fund can any further allowance be made; this is likely 

to be small, if any. Another approach would be to take the gross ,.. 
Compensatory Financing Facility made available to developing countries 

during any five-year period and refinance this total through the Agency, 

at the same time taking full credit for the overages. The net result 

J in terms of resources requirements for the Agency would be the same. 

S. There are still the ordinary tranche facilities ~uth the 

Fund. Such drawings have averaged for all developing countries together 

about $120 million a year in the last 10 years. It is possible that 

such drawings would be larger in future. However, a part of this would 

have been taken into account even at the time of the initial calculations; 

and not all of it would be available as a source to meet unexpected 

shortfalls in exports. 

6. Thus, on the whole, a realistic assumption for the Scheme 

would be not to take any credit for resources from FUnd operations. 

7. If the Agency refinances net drawings from the Fund under 

its Compensatory Financing Facility, it would be logical to extend 

( its refinancing role to other short-term, emergency, balance of 

payments support which the developing countries may arrange with 

the Export-Import Bank or ldth other organizations. Again, insofar 
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as the U.s. Government makes sizeable contributions to the Agency for 

the specific purpose of taking care of unexpected shortfalls, it may 

be unrealistic to assume that the U.S. Government would also make 

available additional contingency funds for the same purpose to the 

AID. ~lliile AID has considerable flexibility in program/project 

selection and in allocating funds to particular countries, its 

/ resources are det~rmined by annual appropriations by the U.S. Congress, 
.\ 

~ 
. r ' 

and with the stationary or reduced levels of 

s, it is doubtful if AID would have any large margin left 

for additional responsibilities like this . Therefore, for the par-

ticular purpose in view, it is unlikely that the AID or the Export-

\ Import Bank 1vould have anything ·but. marginal amounts. 

8. The gold and foreign exchange reserves of developing countries, 

4 other than major oil exporters, are ~y at levels that cannot be 

drawn down further; there are only very few exceptions to this. As for 

the scope for cutting down non-essential imports, such as luxury items 

of consumption, to the extent that the development programs have been 

formulated on a sound basis and agreed upon with the Agency, the levels 

and composition of imports would have been gone over carefully. Thus, 

both in respect of imports as well as foreign exchange reserves, while 
-.. 

there may still be some cushion that could be used, the magnitudes 

involved would be very limited. 

9. It would seem, therefore, that the several other sources of 

finance would not really add up to much and the resources required to 

meet unexpected export shortfalls would be considerably larger than the 

finances assumed for the Agency of $300 to $400 million a year. As the 

study itself states·,, it would also be prudent to assume thatj most of 
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the developing countries would be able at some point to participate. 

No doubt, some countries could be faulted for non-adherence to policy 

agreements. Unless the . policy packages and their enforcement are 

severely inhibitive, or a number of LDC's are irresponsible in 

implementing the program after having agreed to one - neither of 

which assumptions would be valid - one cannot pare down an estimated 

level of requirements from a minimum of about $800 to $900 million 

to less than half in the expectation that several LDC members would 

not qualify for assistance or in the hope that many of them would be 

able to affect adjustments in imports and dip deep into their own 

limited reserves. 

10. At the same time, it seems equally unrealistic nowj .to assume 

that the donor countries would together contribute more than $300 to 

$400 million a ~ear, for an initial experimental period of five years. 

Therefore, the conclusion seems inescapable that the Agency cannot 

undertake to make good a substantial part of the unexpected shortfalls. 

The developing countries should be .given to understand at the outset 

that they cannot expect the Agency to cover a considerable part of 

any shortfall that may arise, but only a proportion of it, say 50 per cent. 

B. Means of Financing 

11. The question of financing, that isJ ~ow ~ '6-~~ ... 
can or should contribute to the Agency is~ a1 one., In 

e 
any case, this is a question which each of them faces more genrally in 

regard to all development aid, bilateral and multilateral alike. 

~r~771l4 f~ 
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12 . In the Brasseur plan the suggestion was made for supplementary 

import levies when world prices fall below agreed levels, the receipts 

being earmarked for use by exporting LDC 1 s. The idea has also figured 

sometimes in the French exposition of their scheme for or ganization of markets . 

For some primary commodities, such as certain tropical products, prices 

could be raised reasonably for the consumer in the importing industrial 

country, without affecting consumptio~levels perceptibly . 

13. Even now there are certain tariffs (protective or revenue 

duties), as well as non-tariff fiscal levies (excise duties), in 

industrial countries on primary commodity imports, and on imports of 

manufactures and semi-manufactures, the proceeds of which go into 

general revenues . Such custom duties are levied mainly on petroleum, 

sugar and beverages. Much larger amounts are realized through internal 

excise taxes on petroleum and tobacco; other items subject to excises 

are sugar, coffe, tea, etc . The excise taxes apply to imported 

quantities as well as domestic output, and it is not certain that any 

reduction in them will result in a marked increase in the consumption 

of these items . However, such a step, insofar as it increases consumption even 

to a limited extent, would secure for LDC' s a welcome gain in their exp.Jrts 

of these items to industrial countries . The reduction and elimination of 

tariffs would have a definitely salutary effect on the prospects for the 

exports of LDC 1 s . The tariff barriers afford protection to domestic 

producers and encourage domestic production, as has happened in ioJ' . Europe 

and U. S.A. Primary commodity exports to industrial countries face 

competition from domestic production of the same commodities "or of 
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substitutes, except in the case of some minerals . 

14 . Then, from the viewpoint of promoting the export trade of 

LDC 1 s, both of primary commodities as well as manufactures and semi

manufactures, there is a clear case for the reduction of tariff and 

non- tariff charges by industrial countries . In the case of semi 

manufactures and manufactures, although the import duties may be 

levied at fairly low rates, they affect disproportionately the 

exports of such items from LDC's to industrial countries, because 

of the relatively high incidence of the duties in relation to value 

added in the process of manufacture . It would be difficult to 

establish a case for imposing even further duties on these items, 

even for the purpose of securing resources for compensatory or 

supplementary financing . The more general argument is also valid, 

against the desirability or the feasibility of earmarking particular 

taxes or other sources of finance for specific purposes, national or 

international. 

15 . Thus, for the Supplementary Financing Scheme, as for general 

development aid, budgetary allocations from current revenues or loan 

finances would seem to be the appropriate course . 

16. In an earlier note, I had suggested a variant of the Horowitz 

proposal as a means of enlarging resources for IDA (please see memo 

dated February 25, 1966). The suggestion would be valid, in my view, 

for supplementary financing also, especially if the scheme were to be 

entrusted to a subsidiary of the Bank or of the Fund or to a joint 

subsidiary of the two institutions . 
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OFFICE MEMORANDUM 
TO: Mr. Andrew M. Kamarck DATE: August 12, 1966 

FROM: 

SUBJECT: 

Rena Zafiriou (21._ 

IMF Lending to Underdeveloped Countries 

Some time ago I mentioned to you that in looking at the pattern 
of IMF operatio.ns I bad been impressed by the smallness of its con
tribution to the financing of the underdeveloped countries and by the 
predomi.nant position which United Kingdom drawings have occupied in 
total IMF financing. I thought you may want to see the figures: 

1. During the six-and-a-half-year period 1960-June 30, 1966, net 
drawings from IMF averaged $515 million per annmn, with the United 
Kingdom alone accounting for 57% of the total and the underdeveloped 
countries combined for 25% of the total. The share of the under
developed countries becomes even smaller, only 10% of the total, if 
one looks at D1F operations during the past three-and-a-hall' years: 

January l.z 1960 - June 30.z 1966 January l.z 1963 - June 30.z 1966 
Avera~e Per Per cent Avera~e Per 

Total Annum of total Total .Annum. 
Million $ Mi.JJion $ 

Net Drawin~s: 

United Kingdom 2,151 330 51 2,431 695 
United States 547 85 15 547 155 
Other developed 

and relatively 
developed!( 131 20 3 -13 -3 

Underdeveloped 899 140 25 362 103 

Total 3,728 515 100 3,327 950 

1/ Includes Spain, Portugal, Greece, Turkey, YugoSlavia, etc. 

2. A comparison with the 1950's shows that while, in absolute amounts, 
net drawings by the underdeveloped countries had been smaller, the share 
in total IMF financing had been much larger, averaging 70% of the total 
during 1952-1959: 

Per cent 
of total 

15 
15 

10 

100 
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Avera~e Per cent of 
1952-1959 Per Annum total. 

Million $ 

Net Drawings: 

U.oi ted Kingdom 58 7 10 
United States 
Other developed and re-
latively developed 119 15 20 

Underdeveloped 422 53 70 
Other 25 _1. 

Total 574 72 100 

3. The smaller share of the underdeveloped countries in total. IMF 
financi.ng during the 19601 s, and especially during the past three-and
a-half years, reflects mainly the fact that the expanded activity of the 
Fund during that period has bee.n directed almost exclusively towards 
meeting the needs of the United Kingdom and the United states. The de
cline in the share of the underdeveloped countries is most striking in 
the case of Latin America (due both to a smaller share in drawings and 
to much larger repayments). Tables 1 to 3 illustrate these developments. 

4. The decrease in IMF financing in Latin America obviously cannot 
be attributed to lack of IMF resources and certainly not to lack of need 
and one may therefore infer that it reflects mainly IMF reluctance to 
extend larger credit facilities to the area. 

5. In this connection and in view of t..l].e current discussions on inter-
national liquidity, it is interesting to compare the recent rate of IMF 
le.nding with the institution's available resources. Net drawings during 
the 1960's have averaged $515 million per annum and during the past three
and-a-half years $950 million per annum. Outstanding credits on June 30, 
1966 totalled $4.7 billion, the principal. borrowers and currencies used 
being as follows: 
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Drawin~s outstandi:ns CUrrencies drawn Net draw.tnss 

United Kingdom 2,997 United Kingdom 566 United Kingdom 2,431 
United States 1,180 United States 650 United States 530 
India 475 Germany 918 India 475 
Brazil 135 France 731 Brazil 135 
Argentina 134 Italy 1.1>5 Argentina 134 
Egypt 121 Netherlands 284 Egypt 121 
Yugoslavia ll8 Belgium 260 Yugoslavia ll8 
Chile lll Canada 253 Chile lll 
Colombia 95 Japan 140 Colombia 95 
New Zealand 70 SWeden llO New Zealand 70 
Pakistan 63 South Africa 104 Pakistan 63 
Ceylo:n 50 Other currencies 152 Ceylon 50 
Other (less than Other (less than 

$50 million each) 
.
11

Gold sal~s for 
421- curre.nc~es 1,030 $50 million each) 421!/ 

Other 320 

Total 5,980 5,980 

1/ Includes claims o.n withdrawing members: $7.5 million 
for CUba, $63.5 million for Indonesia. 

4,754 

6. In relation to total subscriptions of $20 billion, the outstanding 
credits of some $5 billion at first sight suggest an ample availability 
of resources for 1ending. In fact, however, only holdings of those 
curre.ncies for which there is likely to be a demand, as well as gold, 
represent lendable resources. In estimating the resources that are 
likely to be i:.n demand one is faced with the difficulty that this will 
largely depend on which countries will be the· borrowers. Drawings by 
the United Ki:ngdom and the United States call mainly for Continental 
furopean currencies, while drawings by Latin America call mainly for 
U.s. dollars and drawings by other underdeveloped areas probably for 
a wider range of currencies. The sharp decline in IMF holdings of 
Conti.nental Ellropean currencies during 1963-1965 and large increase in 
holdings of u.s. dollars and sterling reflect the predominance of United 
Ki.ngdom and U.ni ted States borrowings during this period. re 7. Since the use of IMF resources involves d for the currencies 
of the industrial countries the total availa 1 lendable resources as of 
June 30, 1966 may be estimated at some $12 billion, plus about $2 billion 
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in gold. However, if the demand continues to be predominantly for 
the currencies of Continental European countries, the total resources 
available for lending wiJ.l probably be less than hal.f this amount. 
This is illustrated in the following table: 

IMF Quotas IMF Holdings of CUrrencies 
End End June Million $ End End June Millio.n $ 

1959 1966 Change 1959 1966 Chan~ 

United States 4,12.5 .5,160 1,03.5 2,128 4,4.53 2,32.5 
U.ni ted Kingdom 1,9.50 2,440 490 1,88.5 4,304 2,Ll9 
Other industrial 

countries 4,100 .5,648 1,.548 3,170 1,924 -1,246 
Other 3~783 6,z9Ll 3,zl.58 3,z27.5 6~277 3,z002 

Total 13,9.58 20,189 6,231 10,4.58 16,9.58 6,.500 

IMF Gold 
Holdi.n~s 1,332 2,.562 1,230 

IMF borrowin~ 
arrangements 6,000 
or which drawn 930 
available .5,010 
of which: 
u.s. 2,000 
U.K. 1,000 

Other industrial 2,070 

8. One may assume that i.f a large part of the demand for IMF accomodatio.n 
in the coming years is to continue to come from the United Kingdom and the 
United States, mF resources are likely to prove inadequate.· If, on the 
other hand, as seems probable, the pattern of IMF operations becomes more 
balanced and the demand for United States and United Kingdom currency 
increases, IMF resources for lending should prove sufficient for a con
siderable time. 

9. The inadequacy of IMF holdings of Continental European currencies 
reflects principally the large United Kingdom and United States demand 
for such currencies resulting from the relative weakness of W.. sterling 
and the dollar(wbich is due to many and complex factors) but it may also 
be attributed to the fact that, in spite of repeated increases, the quotas 
of the major Continental European countries understate and those of the 
U.ni ted States and U.ni ted Kingdom overstate/ the present" po si tio·n of these 
countries in the world economy. The following comparison shows that the 
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United States and United Kingdom account for 58% of the quotas but 
for o.nly 34 to 35% of the foreign trade of industrial countries. The 
discrepancy i.ti the relative positions of the United Ki.ngdom and Germany 
is particularly strild.ng: 

11/D) ---
Exports I!!!Eorts IMF Quotas 

Percent Percent Percent 
l-1lllio.n $ of total Million $ of total Million $ of total 

United States 27,400 23 23,189 19 5,160 39 
United Kingdom 13,710 12 16,138 14 2,440 19 
Germany 17,901 15 17,482 15 1,200 9 
France 10,053 9 l0,3!W. 8 788 6 
Italy 7,188 6 7,347 6 625 5 
Other industrial 

countries 42,058 35 45,923 38 3_,030 22 

Total industrial 
countries ll8,!Q.O 100 120,420 100 13,248 100 



Table l 

Net Dra"Wi.ngs 

1956-59 %of 1960-62 %of Jan. 2 1963- % of 
Million $ Total Million$ Total June 30z 1966 Total 

Million $ 
Total. 

UnderdeveloEed 

Latin America 249.4 24 289.0 72 - 23.0 -1 
India 187.5 18 75.0 18 200.0 6 
Pakistan 12.5 3 50.5 1.5 
Other 52.1 .2 160.5 40 134.5 L. 

Total 489 47 537 133 362 10.5 

U.ni ted Kins;dom 324.0 32 -280 -70 2,431 73 

United States 547 17 

Other DeveloEed and Less 
DeveloEed 246 24 145 36 -13 -0.4 

Other -26 -3 

World Total 1,033.0 100 402 100 3,327 100 

Annual Rate 

UnderdeveloEed 

Latin America 62 96 -7 
India 47 25 57 Pakistan 4 14 
Other 13 ; 54 .1! 

Total 122 178 108 

United Kingdom 80 -93 695 

U.ni ted States 155 

Other DeveloEed and Less 
Develoi?ed 60 48 -3 

World Total 262 134 950 



Table 2 

Latin America 

Million $ 

1963 -
1947-1955 1956-1959 1960-1962 June 301 1966 

Drawinss 

Brazil 168.5 92.3 107.7 135.0 
Argentina 147.8 180.0 8o.o 
Colombia 25.0 15.0 72.5 84.8 
Mexico 45.0 22.5 45.0 
Peru 14.5 
Chile 21.3 42.4 76.0 106.0 
Other 3.9 51.7 108.8 105.6 

Total 263.7 386.2 590.0 5ll.4 
.Annual Rate 30 96 196 147 

R~a~ents 

Brazil 103.0 37.2 37.5 162.5 
Argentina 93.5 164.0 
Colombia 25.0 15.0 62.0 
11exico 44.9 22.5 45.0 
Peru 14.5 
Chile 8.8 13.2 41.8 11.5 
Other 2.7 24.4 68.2 74.4 

Total 159.4 136.8 301.0 534.4 
Annual Rate 18 34 100 152 

Net Dra-w-Lnss 

Brazil 65.5 55.1 70.2 -27.5 
Argentina 147.8 86.5 -84.0 
Colombia 25.0 -10.0 57.5 22.8 
Mexico 0.1 
Peru 
Chile 12.5 29.2 34.2 34.5 
Other 1.2 27.3 40.6 31.2 

Total 104.3 249.4 289.0 -23.0 
Annual Rate 12 62 96 -6.0 



Table 3 

Other Underdevelo~d Countries 

Million $ 

Jan. 1963 to 
1947-55 1956-59 1960-62 June 30, 1966 

India 

Drawings 100. 0 200. 0 275.0 425. 0 
Repayments 87. 5 12. 5 200. 0 225.0 

Net 12. 5 187. 5 15.0 200. 0 

Annual Rate 1. 4 47 .0 25. 0 56. 0 

Pakistan 

Drawings 12 .5 63. 0 
Repayments - - - 12.5 - - -

Net 12. 5 50.5 

cep.on 

Drawings 22. 4 42. 0 
Repayments - - - 15. 0 - - -

Net 22.t~ 27 .0 

Iran 

Drawings 26 . 2 24. 7 52 .5 17.5 
Repayments 8. 7 37 .3 57 . 4 3.5 

Net 17. 5 -12 .6 -4. 9 14.0 

Egypt 

Drawings 3. 0 30. 0 112 . 2 68.5 
Repayments 3. 0 2. 7 32. 2 55.0 

Net 27. 3 19.9 13.5 
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OFFICE MEMORANDUM 
TO: Mr . Irving S. Friedman 

FROM: N. A. Sarmcfv,A· ~ 
' . 

suBJECT: Fund Paper on Supplementary Financing 

DATE: July 27, 1966 

Attached hereto are comments, mainly on the misunderstandings 

in the paper . 

(Seen by other members of the group) . 

cc: Mr . de Vries 
Mr . Hulley 
Mr . Mac one 
Hr . Sun drum 
Mr . Tamagna 
Mr . Isaiah Frank 



SUPPLEM:ENTARY FINANCING AND THE 1iUND 

1 . There ar e two main areas that need to be cleared up in considering 
the Fund staff paper on the subject: (1) misunderstanding of what the Bank 
study purports to say, and (2) their approach to the substance of supplementary 
financing itself . The following paragraphs are addressed mainly to the first 
of these, and are intended to correct some of the misunderstandings of the 
Supplementary Financial Measures Scheme involved in the Fund staff paper . 

2. The following statements express the concern of the ~d staff : 
"These problems (in reconciling) relate to the Fund's activity as a whole, 
including its regulatory and consultative functions as well as its financing 
functions" (p . 11) . ''Unless the Agency and the Fund • ••• were able to 
achieve a reconciliation in their criteria and policies, undesirable conse
quences could easily arise • • • • a member, in dealing with a given export 
shortfall, might well receive disparate advice from the two international 
organizations" (p. 12) . "At the very least, there would be need for a very 
high degree of coordination between the prescriptions of the Agency - or 
of the Bank - with respect to appropriate development policies and the 
prescriptions of the Fund with respect to appropriate balance of payments 
adjustment policies •••• the marriage of minds •• •• may not be easily 
arrived at 11 ( p . 13) • ''It is the residual financing which is in a sense 
decisive for the policy to be followed by a country , and it is for this 
reason that the Fund, as the international agency bearing primary 
responsibility in the sphere of balan <B of payments equilibration~, has 
normally itself played the role of residual financier" (p . 17) . 

3 . The Bank study is predicated on "close collaboration11 with the 
work done by the Bank, Fund and other international agencies. A 'high 
degree of coordination' is to be normally expected between the prescriptions 
of the Agency or of the Bank - and those of the Fund, though a 'marriage of 
minds' may not be arrived at invariably. Such coordination is necessary and 
possible . Broadly, the functions of the Fund, Agency, and the Bank are not 
identical though they all form parts of the same canvas; an identity of views 
is no virtue in itself. 

4. p . 4. Nature of export shortfalls to be financed : A distinction 
is drawn between 'currently estimated export trend' and ' an expected level 
of actual exports' . While the two need not necessarily differ, it is quite 
possible that they may differ, as procedures of estimation as well as time 
span are not the same . It is explicitly stated in the Bank staff study: 
"there is an important difference between the concept of reasonable 
expectations suitable for a short- term compensatory finance scheme (such 
as the IMF compensatory financing facility) and the assumption regarding 
export prospects which is an integral part of a development plan" (p . 29) . 

5. At several points, the Fund paper seems to view the Bank scheme 
as impractical and rigid; here, there is some misunderstanding which has 
to be corrected. A few of the more important references may be noted: 

a) p . 3. "The emphasi s on ' programs' is important . While 1 de:velopment' 
is a continuous and continuously adjusted process, 'development programs', 
partly for reasons of publicity and legislative convenience, are made at 
discrete intervals covering a number of years at a time, and their 
frequent adjustment is difficult . 11 
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p. 9. 1~oreover, • • •• it would appear that reV1s~ons in export 
expectations and in development plans and policies • •• • would be of 
somewhat infrequent occurrence . " 

The Bank study recognizes the need for consultations at appropriate 
intervals (p . 10), and even speaks of a rolling plan, i.e. one that is 
revised every 2 or 3 years, each time for 3 or 4 years ahead (p. 43). 

The Compensatory Financing Facility argues that adjustment processes 
should begin as soon as a disequilibrium in balance of payments is identified 
or recognized as such. This may be desirable but is often difficult for a 
country to undertake, as it might disrupt its develoJX!lent program, which is 
conceived over a medium term. The Supplementary Financing Scheme is an 
attempt to help a country to adjust to changes without disruption of develop
ment program. 

b) p. 14. "The aim of this (Fwld) facility is to keep export availabilities 
•• • • as close as pos$ible to the medium- term trend of export receipts, as 
currently estimated. The scheme presented in the study, on the other 
hand, aims at providing countries with export availabilities that are 
related to levels largely determined one to five years in advance , and 
though there is provision for annual consultations in which the country 
could be urged to hew to some more realistic line, it is not clear that 
a country reluctant to adopt this advice could be faulted or denied its 
right to export availabilities on the scale originally envisaged. Again, 
while the Fund lays emphasis on smoothness and continuity of adjustment, 
the Study lays greater emphasis on fulfilment of predetermined programs . 
Perhaps the Fund approach could be criticized for taking too little 
account of the time lag required for the adjustment of development 
programs to emergent realities, and that of the Study for laying too 
much emphasis on long- term forecasts in the balance of payments field 
and too little emphasis on the dangers of persistence in adhering to 
a development plan which export developments have shown not to be 
permanently sustainable . 11 

It is stated in the Bank study: "The exact content of the policy package 
would depend on circumstances in a country, but of central importance 
would be the government's commitment to good performance in the pursuit 
of sound policies for development •••• In order to make the policy 
package feasible, it should not be too detailed, but should include the 
major criteria and policies (p . 9) ••••• The policy package would not 
be frozen at the time of the initial consultation. Economic policies 
require revisions in response to changing circumstances •••• This 
consideration underscores the necessity for consultation at appropriate 
intervals (p . 10) ••••• This flexibility would have to be reflected in 

the content of the policy package itself and in judging whether a 
country had adhered to it • • • • Experience indicates that economic 
performance in relation to development can be judged correctly even 
when precision is technically impossible" (p. 49) . 

And, of course, a country could be faulted : 1~n case a member were not 
living up to agreed policies, it would be informed by the Agency that 
it would no longer be entitled under the scheme to assistance in case 
of subsequent shortfalls" (p . 12) . 
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6. It is observed in the Fund staff study at p . 1.5: "Differences of 
approach between the Fund and the Agency as to the policy aims to be negotiated 
with member countries are likely to involve differences in character of the 
negotiations themselves. Even if the policy package, which is the central 
feature of the Supplementary Financing Scheme, were entrusted entirely to 
the Fund, so far as balance of payments policies are concerned, it is difficult 
to see how the Fund could commit itself to quantitative precision regarding 
the financial and exchange policies required to implement balance of payments 
projections over a five-year period, or could make advance prescriptions as 
to the appropriate method of adjustment in the face of any of the thousand 
and one events that might tend to falsify the projections . " 

This is clearly a misunderstanding of the scheme proposed in the 
Bank study . The Bank study at the very outset says: "The precise nature 
and degree of detail of such an understanding would vary considerably as 
among countries. Continuing contact would be maintained, moreover, between 
the administering Agency and the country throughout the plan period in 
order to provide the basis for an assessment of the extent to which the 
agreed criteria of performance were currently being fulfilled or needed 
adjustment in the light of changing circumstances . " (p. 4) . 

7. The scheme proposed by Bank staff is only an outline and it is 
quite possible that it may have to be modified during further discussions 
with Fund staff, in the intergovernmental group set up by Trade and 
Developnent Board of UNCTAD and in the course of delib e r ·ations by indi 
vidual governments . For instance, it would be useful to state explicitly 
that Fund repurchases of any type of drawing be added to the amounts to 
be financed under the supplementary financing scheme, a suggestion made 
in the Fund staff study. The nature and content of policy package, and 
the degree of its operational feasibility, would have to be carefully 
gone over. There would be scope for further elaboration and precision. 
But, above all, the Bank study concurs with the UNCTAD view that there 
is a felt need for supplementary financing . This is the substance of 
the matter on which the Fund staff paper does not take a view. 
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Prepared by the Research and Statistics Department 
in Consultation with the Exchange and Trade Relations .. 

Department, the Are~ Departments ,and the Legal Department 

July 1S, 1966 

Introduction 

The staff report {SM/66/55) on the meeting of the UNTAD Committee on 

Invisibles and Financing Related to Trade held in April of this year pointed 

out that the proposals made in the IBRD staff study on Supplementary 

Financing Heasures, which had been discussed in the UNTAD Committee on 

lnvisibles and are to be examined by a group of government experts set up 

by that Co!.'!llllittee, "have profound implications not only for the Fund's 

compensatory financing facility but for the general financial operations 

and other activities of the Fund."l/ 

The present paper is designed to explore briefly some of these impli-

cations. 

UNCTAD Resolution on Supplementary Financial He~sures 

The Study by the Bank staff took its start from Recommendation A-IV-18, 

which, having been originally proposed by the United Kingdom and Sweden, was 
' . 

adopted by the United ~ations Conference on Trade and Development in June 
'' . 

1964. A copy of this Recommendation is attached at Annex I. 

ll SM/66/55, page 2. 

, .. 
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. 
As will be seen, the Recommendation invited the Bank to study the 

feasibility of a scheme under which the IDA, using additional resources, 

would provide longer-term assistance to developing countries in the form 

of grants or of contingent loans on concessional terms to the extent 

necessary to avoid disruption of development programs on occasions when: 

(a) export proceeds (including invisibles) had fallen below 

"reasonable expectations," and 

· (b) there· had been recourse to the IMF's compensatory financing 

-
facility but this had, for some reason, proved inadequate. 

! Iilustrative · reasons for possible inadequacy of the Fund's facility 

under · (b) above ~re cited in the Recommendation. They are: 

· (i) that· follbi·ling a compensatory drawing in one year exports 

might f~ll below reasonable expectations in subsequent years; 

(ii) that when· drawings had to be repaid, exports· mi·ght not have 

recovered sufficiently for this to be possible ·without dis-

ruption of development; 

(iii) that there might be a significant shortfall in exports which 

the IMF judged to ·bti .- not of a short-term nature and which it, 

therefore~ refused to finance. 

These illustrations, especially (i) and (iii), appear to assume that 

the Fund employs a ··definition of export shortfall similar to that suggested 

in the Recommendatidn, but might ·be unable to provide adequate finance 

because the shortfalls, so defined, ~were .. expected to, or did in fact, go 

on too long. In reality, however, as will become clearer-below, the Fund's 

concept of shortfall from medium-term trend as at present defined is sub-

stantially different from that of ''shortfall from reasonable expectations ~• 
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however interpreted, and very different from the latter . concept as inter-

preted in the Study. 

The Bank Staff Scheme 
, "). 

Executive Directors have received copies of the ·print~d' ."version' of 
· .. 

the study, Supplementary Financial Measures~ produced by tlie B·ank Staff 

in respdnse to the foregoing Recommendation. Such of the features of the 

scheme proposed in that study as appear most relevant to the operations of 

the Fund are set forth below. Page references are to the printed document, 

henceforth referred to as t he " Study. " 

A. Purpose 

In harmony with the UNCTAD Recommendation A-IV-18, the objective to 

which the Study addresses itself is that of "preventing the disruption 

of sound development programs or policies by unexpected ·shortfalls in 

export earnings which are of a nature or duration which cannot adequately 

be dealt with by short-term balance of payments support," or, more pre-

cisely , that of providi ng developing countries "with ·a ready source of 

long-term assistance to enable them to maintain internationally approved 

development programs in the f ace of unforeseen adverse export move~ents 

that are beyond their control and beyond their ability · to · finance~ · •• " (p. 2). 

The emphasis on "programs" is important. While "development" is a con-

tinuous and continuously adjusted process, "development programs, " partly 
·.·. 

for reasons of publicity and legislative convenience, ·are made 'at discrete 
. ,., . . ... .... 

intervals covering a number of years at a t i me, and t heir frequent adjust-

ment is difficult. 
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B. Administration 

The schem'e is •to be administered by an (qnspecified) intern_ational 

agency (hereinafter referred to as the "Agency"), working in close. 

cooperation with the IBRD and the I~W. 

C. Nature of Export Shortfalls to be Financed 

The scheme is one for the prompt, partial and conditional financing of 

the export shortfalls of the developing countries. The first question is 

how these shortfalls are defined. The UNCTAD Recommendation had defined 

them as "shortfalls from reasonable expectations." This implied that the 
: .. ·: . 

shortfall would be measured not, as in the Fund scheme . from some 

currently estimated export trend but from some expected level of actual 

exports. The Reconunendation left it vague how far prior to · t·he time of 
•,'; 

the shortfall the expectation was to have been formed, and to whom it was 

to appear "reasonable." The interpretation adopted in the Study is that 

export projections covering a four or five year period· should be_ made 

simultaneously with and as part of a development program which, ·with its 

associated policies, would be agreed between the country and the Agency • 
.... . 

is implies that the export projections from which the shortfalls are 

measured would be such as had appeared reasonable at a point of time pre-

ceding the shortfall by anything from a few months to more than five years. 

By contrast, the compensatory financing shortfall of the Fund is measured 

from a trend value consisting of the average exports over a five year period 

centered on the shortfall year, as estimated after the end of that short-
- . 

fall year. The estimation of the Fund shortfall thus involves fore-

casting exports less than two years ahead, and the influence on . the trend 

estimate of such forecast data is reduced by the inclusion in the trend 

of figures for past exports. 
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An important feature of the Supplementary Financing ~cheme is its 
. '· 

cumulative aspect. Strictly speaking, what is to be financed (to the 

extent appropriate) is not the shortfall for any particular year but the 

net cumulative shortfall for the eriod as a whole. Before 

any assistance was provided with respect to a shortfall for any particular 

year, an allowance for any "overages" or excesses of actual over projected 

exports that might have occurred earlier in the projection period would be 

subtracted from the shortfall, and any "overages" occurring later would 

entail repayments of assistance provided earlier. "Overages" would not, 

however? be carried over from one projection period to another. 

On the assumption that projected exports would probably follow a less 

uneven course within the projection period than would actual exports , this 

7 arrangement would lead to some smoothing out of current export availabilities 

(export receipts plus financing) within that period £!2Yided that shortfalls 

I accrued throughout the period or in its early years ; it would, however, have 

little or no effect of this kind if "overages" occurred throughout the 

period or in its early years. 

Moreover, if export availabilities are made to approximate projected 

exports--whether by financing of shortfalls or repayment of overages--in 

the last years of one projection period, they may change abruptly between 

then and the first years of the next projection period. 

D. Degree of Compensation of Shortfalls 

It is not envisaged that the scheme would compensate export shortfalls, 

even on the cumulative basis described above, in full. In the first place, 

as discussed below, there would be some sort of prior agreement between 

Agency and country as to "how much of a shortfall in expected earnings 
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could be experienced without disrupting the development program." (p. 7) 

Secondly, "It would be · expected that as far . as . possible .a part or even all 

of the shortfall would be offset by use of .the country '.s own reserves or by 

drawings o.n the .. · IMP. To the ex.tent that export shortfalls, ·as defined under 

the Scheme, were to overlap shortfalls under the IMF compensatory fipancing 

facility ·, the · :11-lF· should, if possible, be the source of . help. · f.\l.rthermore, 

the member might well be in a position to combine drawings under. the 

compensatory financ.ing facility with drawings. under · the ordinary tz;anche 

policy of .the Fund . '; (p. 7) " In addition, the Agency· would ·taJ<e· into 

account the po$sibilities of using other sources--for examp~er the .·. 

emergency· 'foreign trade loans of .the U.S. Export-Impor:t . Bank, the . program 

loans and t ,he Food for Peace Program· of t he u.s. ,Agency for International 

Development , ·~he l' orld Food Program, etc.-.-for offsetting shortfalls.~' (p. 8) 

It wi~l be seen that the Scheme is intended to provide ~sidual 
financing of shortfalls as defined in tJ'le proposal. "After. other sources 

of finance had been taken into aceiount s . the Agency t..rould provide the ... 

remaining amount needed to prevent disruption of the 4evelopment program, 

accordinf! to the prior agreement with the country. " (p •. 8) Given. the 

need ·to explore all other sources of ·finance , the .scheme could not indicate 

what proportion of net shortfalls countries would be expected normally to 

leav'e uncompensated or to meet ou.t ·of their own resources or out of 

national or international . fin~ncial assistance that would have been 

available to them in any case. On .. ?. · 64 of the Study it is estimated that 

total gross shortfalls for all d.eveloping count.ries over the 1959-63 period 

may have amounted to $1.6 billion .per an,num, which .is equivalent, net of 

overages, to $1.4 billion per annum. Rawever, i~ is suggest~d 1p. 13) that 
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the net financial requirement for an initial experimental period of 5 year s 

might be $300- $400 million per annum. Part of this difference is accounted 

for by the assumption that the projections on which the shortfalls are 

based would improve, and that some developing countries would be unable to 
• ."' l f • 

qualify under the allowance for non- financing of 
' I \ '~ 

shortfalls or existing resources is presumably sub-

E. e of Performance Criteria 

It is an important characteristic of the arrangements for Supplementary 

Financing put forward in the Study that they attempt to combine condi-
' :. ~ 

tionality in the provision of assistance with some degree of assurance 
·,, 

to the recipient that assistance will in fact be orthcoming. This object 

is to be accomplished by providing that assistance from the Agency will be 
; . f 

conditional on the member's implementation of "an agreement on development 

policies '1 to be concluded with the Agency in advance of the occurrence of 

the shortfall. "A member would qualify for assistance under the Scheme 

as long as its agreement with the Agency on development policies was being 

carried out. In case a member t-lere not living up to agreed policies, it 

would be informed by the Agency that it would no longer be entitled under 

the Scheme to assistance in case of subsequent export shortfalls . " (p. 12} 

The scope of this prior agreement is~y wide. It is intended 

to cover ~ 

(i} the country ' s export expectations, 

(ii) projections of all the other principal elements in its balance 

of payments including imports, reserve use, and external 

financing, 
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(iii) its development program, with particular reference to the 

public sector. · 

On all these issues the agreement would cover· not ·only ·projections but the 

policies required to i mplement them. · . This is explicit· with respect to 

exp'O'rts · and ·development planning and ·· is strongly suggested .(see p. 9.) 

for balance of payments matters also; at least as regards "major criteria and 

policies. " 

The agreement would also cover:.· · · 

(iv) a judgment on how much of ~· (hypothetical) shortfall in 

expected earnings could be experienced without disrupting 

the development program, and 

(v) the feasible adjustments to unexp.ected shortfalls without 

disrupting the agreed development program·, ·including use· of 

available resources and other sources of external credit." .(p. 8) 

· It appears· to be envisaged that all of these topics would be de.alt 

with , to some extent, in an initial agreement between the country and the 

Agency at (or before) the beginning of each projection (planning) period, 

though it is difficult to see how policies on (ii).,. (iv) and (v), applicable 

) to the period as a whole, could be established at . t hat time in other than 

vague terms. Since it is accepted that "no ·agreement on specific issues 

can remain valid for the duration of a five-year plan, " it is proposed that 

consultations should trute place at appropriate intervals (probably annually) 

between the member and the Agency, "each having the. right to initiate 

discussions looking to a new agreement on appropriate policies and each 

remaining bound by an 6uts·tanding agreement if no ; ·Such . discussion is under-

way. The financing plan and balance of payments proj.ection agreed on at 
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the start of the period would also have to be reviewed at these times." 

(p. 10) This formulation leaves it unclear v1hether the obligations incurred 

in consideration of the initial agreement, including the obligation to 

compensate shortfalls from the initial projection, remain effective only 

jl until one of the parties has asked for a new agreement, or until discussions 

! o .this end have go~ underway~ or, finally, until a new agreement has been 

reached. The wording on p. 12, however, ("A member would qualify for assis-

tance under the . Scheme as long as its agreement t.rith the Agency on 

development policies was being carried out') would support the last-

mentioned interpretation. Moreover, from what is said on pages 42 and 52 

of t~e Study, it would appear that revisions in export expectations and in 

development plans and {>Olicies (po.ints (i) and (iii) above) would be of 

somewhat infrequent occurrence.l/ On the other hand, it is envisaged 

that the adjustment measures (point (v) above ) would be adapted from time 

to time. 
' 

Finally, it is proposed that there would be consultations at the 

time of the. shortfall "only •.• to ensure that other available sources of 

financin~ were being used and that feasible adjustment measures not 

endangering the development program were being taken ." (p. 10) 

l/ e.g., " ••• the duration of export projections depends on the duration 
of the plan or program of which they are an integral part, which, in turn, 
depends on a large variety of factors including structural changes in 
export demand." (p. 42) "Adverse export movements reduce the capacity to 
import and depress incomes with the consequent depression of savings or 
government revenues, but generally do not invalidate the planned pattern 
of resource allocation." " .•. it is generally not possible to judge whether 
a particular export shortfall is a temporary event or the beginning of a 
new trend. (See pages 40-41.) So long as there is such uncertainty, it 
will be more sensible to adhere to . the carefully prepared development pro
gram than to undertake quick alterations." (p. 52) 
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F. Terms of (Residual) Financing 

As is stated on p. 59 of the Study, "Under the Scheme , the Agency 

should base the terms of . its· finance--the rate of interest as well as 

maturities--on the over-all financial and economic position of the member. 

The Agency should take account of factors similar to th.ose considered by 

the existing international financing agencies. '' Greater P.recision . is given 

to this statement by the following sentence from p. 60 of the Study: "By 

and large, it may prove reasonable to extend assistance ,under the Scheme on 

about the same terms at which the country is obtaining development finance 

for other purposes. " 

G. Relationship to Certain Points in the L~CTAD Recommendation 

The Study emphasizes . and gives a particular interpretation t_o. 
~ : 

certain key features of the UNCTAD Recommendation while giving lesser 

weight to other featur.es. The features emphasized include the gearing of 

assistance to (a) shortfalls in exports from "reasonable expectations , " 

and ·.(b) the avoidance of "disruption of deveiopment programs." The 

special interpretation given to these concepts consists in the use made 

of discrete projection or planning periods, each covering a term of years 

~hough the Recommendation. might not have precluded a scheme based on a more 

continuous process or -projection and poli~y formation. 

The elements in the UNCTAD Recommendation given less weight are those 

which envisage (i) the use of t he scheme to finance shortfalls too persis-

tent for the Fund to handle under its compensatory financing facility, and 

(ii) the refinancing of Fund pSsistance which falls due for repayment when 

exports are unsatisfactory. The notion under (i) is largely i napplicable, 
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.. 
. . . 

as a result of the difference in the definition of "shortfall '' pt'esentl 

used in Fund practice and in the Study respectively, though on the 

Study's own definition of shortfall some account of the elemeti.t . of "per

sistence ' is taken through the provision for using ' 'overa~es '' to offset 

shortfalls within a given projection period. As regards (ii). it is ·note- 1 

worthy that whereas it is envisaged that Fund drawings, under the compen-

satory facility or otherwise, might 

(as defined in the Study), it that Fund repurchases of any 

type of drawing should be added to be financed under the 

Supplementary Financing Scheme. 

Interrelation with the Activities of the Fund 

From the description given above it would seem tnat many problems may 

/

arise in reconciling the supplementary financing scheme as set forth in 

the Study, with the functions of the Fund in the balance of payments sphere , 

and with the principles on which the Fund has , until now , exercised these 

. ' 
functions. These problems a whole, 

' 
including its regulatory and consultative \.rell as its 

financing functions. 

-----The Agency, as already explained, is to make agreements with ardapply 

conditions to countries desirous of qualifying for supplementary financing 

assistance on such matters as basic export policies and balance of payments 

policies in general , and , in the event of unexpected export developments, 

the measures of balance of payments adjustment to be adopted and the use to 

' 
be made of the country's reserves and borrowing potential. 
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All these are matters which fall within ·the purview of the Fund, and 

are , indeed, at the center of its concern. Unless the Agency .and the 

their criteria and policies, undesirable consequences could easily arise. 

For example , in the absence of such reconciliation, a member, in· dealing 

with a given export shortfall, might well receive disparate advice · from the 

two international organizations. To the extent that· Fund r .esources were used 

to finance part of the shortfall ~ ·a ' part being financed by the resour.ces of 

the Agency , the member' might even be faced with two different. sets of 

conditions for financing. Moreover, sincE the Agency would provide the 

residual financing, the country would know tha~. any decline in Fund 

due to failure to adhere to Fund terms could be made good by the Agency, 

provided the Agency's tenris were adhered ·to. 

Again, it has to be borne in mind that the supplementary financing 

proposal is intended to cover only disequilibria arising from shortfalls in 

exports, including current invisibles, while the Fund's financial assistance 

covers disequilibria arising from any and all elements in the balance of 

payments. This would lead to the anomalous situation that whereas in the 

event of unexpected declines in exports the Agency, being the residual lender, 

would often be in a position to secure the . adop.tion of its prescriptions 

regarding t he appropriate adjustment policies , in the event of unexpected 

changes in other elements , e. g . , declines in capital inflows or in import-

competing production , the Fund , which in tha't cas.e .would be .the residual 

lender, might be in a position to secure the adoption of its--possibly 

rather dif~erent--prescriptions for adjustment. 

~ 
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The Study shows an awareness of the problem of reconciliation 

referred to above by providing that 9 in preparing the policy package, 

,. full collaboration would be required with existing international agencies 

including the IERD and the H1F .·" (p. 10) ·As a consequence ," it is 

believed, "'the financing plan would normally be consistent with the 

financial policy targets and criteria agreed upon between the country and 

the international financing agencies. " 

The extent to which this expectation would be realized so far as the ---------- -
Fund is concerned clearly depends on the p'recise relationship that would 

be -established between the Fund and the Agency, and on the extent to which 

the Fund's views as to appropriate adjustment policies would be accepted 

by the Agency. At the very least, there would be need for a very high degree 

of coordination between the prescriptions of the Age~cy--or of th~ Bank----
vJith respect to appropriate development policies and the prescriptions of 

the Fund with respect to appropriate balance of payments adjustment policies. 

Consideration of certain of the features of the proposed scheme--its 

emphasis on periodic planning, its procedures for arriving at the policy 

package, and to a lesser extent its provisions as to the terms of lending--

i mply an attitude tmvards the balance of payments adjustment process which 

differs to some extent from that so far adopted by the Fund. No implication 

is intended that the Fund's attitude is necessarily right and that of the 

scheme necessarily wrong, but merely that the marriage of minds described 

In tne- flrst place, while the injunction laid upon the Fund in 

Article 1 of its Art'icles of Agreement to · shorten the duration and lessen 

the degree of disequilibr i a in the international balances of payments of 
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members1 is to be read together with the acknowledgement, in the same 

Article, of ' ' the development of the productive resources of all members" 

as a primary objective of policy , it has been the Fund ' s practice to urge 

its members to begin the process of adjusting their claims on resources, 

whether for investment or for consumption , to unexpected trends in outside 

forces affecting the balance of payments, as soon as these trends can be 

recognized and distinguished from temporary fluctuations. The Fund's 

facility for the co~pensatory financing of export fluctuations is a par-

ticular example of this general policy expressed, because of its semi-

automatic na ture , in a more formal manner than usual. The aim of this 

facility is to keep export availabilities (i.e., export receipts plus 

compensatory dral~ngs minus repurchases) as close as possible to the medium-

term trend of export receipts, as currently estimated. The scheme presented 

in the Study , on the other hand , aims at providing countries with export 

availabilities that are related to leves largely determined one to five 

years in advance , and though there is provision for annual consultations in 

which the country could be urged to hew to some more realistic line, it is 

not clear that a country reluctant to adopt this advice could be faulted 

or denied its right to export availabilities on the scale originally 

envisaged. Again , while the Fund lays emphasis on smoothness and continuity 

of adj ustment , the Study lays greater emphasis on fulfilment of predeter-.. 
mined programs. Perhaps the Fund approach could be criticized for taking 

too little account of the time lag required for the adjustme of develo -

o~rams to emergent realities, and that of the Study for laying too 

much emphasis on long-term forecasts in the balance of payments field and 
. ; . 

} 
too little emphasis on the dangers of persistence in adhering to a develop-

... 
ment plan which export developments have sho~~ not to be permanently sus-

• tainable. 
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The longer the time given to adjust to adverse changes in the balance 

. o~ . payments the more substantial must be the financial assistance provided 
,. . '. 

, fc;>r meeting such adverse trends. While all causes of disequilibria will 

affect the ability of a country to sustain it~ development pro~ram, there 

is a clear possibility, under the Supplementary Financing Scheme, especially 

if the Fu~d .and , the Agency operate under differ~nt criteria of adjustment, 

that too much financial support will be given to ~evelopment programs in 

one co~tingency . (export shortfalls) compar~d with what is given in others. 

Differences . of a~proach between the Fund and the Agency as to the 

policy aims to be negotiated with member countr~es are likely to involve 

differences in character of the negotiations themselves. Even if the 

policy package, which is the central feature of the Supplementary Financing 

Scheme , were entrusted entirely to the Fund, so far as balance of payments 

policies are concerned , it is difficult to see how the Fund could commit 

itself to quantitative precision regarding the financial and exchange 

policies required to i mplement balance of payments projections over a five 

Y~?r period, or could make advance prescriptions as to the appropriate 

method. ~f adjustmen.t in the face of any of t he thousand and one events that 

might tend to falsify the projections. On the other hand, countries, on 

their side , might well hesitate to commit themselves in advance to adopting 

whatever methods of adjustment the Fund might later recommend to deal with 

unforeseen balance of payments difficulties. So far as balance of payments 

--------~~------~ policies are concerned , t heref ore, it is not easy to see how the two 

princi~al features of the~eme, (a) advance assurance for the countrie ---concerned regarding prospective export availabilities an (b) assurance 

for the Agency (and for the countries pr~viding ~he funds) that suitable 
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policies will be adopted by countries drawing upon the resources of the 

Scheme, are to be reconciled. It is no accident that, in the Fund's current 

practice, both advance assurance of financing--by way of standby arrange

men~s--and agreements as to balance of payments policies to be pursued as 

a condition of such assistance are confined to periods of one , or at most 

two, years ~head. 

It has been a principle of Fund operation not only that Fund resources 

should be conf~ned to the financing of te porary deficits but also that 

drawings should be rej?:ai d in the medium term, i.e. , the deficit should be 

---
. not only temporary but also reversible. An essential feature of the 

Suppementary Financing Scheme is that assistance provided to developing 

countries should be provided on a more or less long-term basis . Clearly there 

is a much better case for saying that countries should aim to eliminate 

their deficits in a relatively short period of years than that they should 

aim thereafter at producing an (equally temporary) surplus in order to 

permit early repaymen~. l~ile the Fund does not provide long-term balance 

of payments financing , it does not follow that balance of payments financing 

should never have a long repayment period. In other words, the conception 

contained in the UNCTAD Recommendation that compensatory financing that 

. cannot be rep~id to the Fund in the short run out of export surpluses might 

b~ refinanced on a lo~g-term basis is one that deserves serious consideration . 

I t should be clear, however , that this conception could not be extended 

to the proposition that all Fund drawings by developing countries should be 

repayable , if at .all, only over a very long period without bringing into 

question the rationale of the me~bership of these countries in the Fund • 

. :•. 
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This rationale, as well as the proposit~on that the developing co~~;ries 

have an important need for reserves, i9. founded in the belief th~t : these 

countries are not only in need of long-term capital but are also subject 

to reversible fluctuations which they can properly meet by short-term 

credit and short- run fluctuations ,in their reserves. Hany of the 

developing countries hav~ : built up their reserves over time, with short-

term fluctuations, and have .either never used the Fund or used the Fund as 

it was intended to be used, fo~ p~riods of a few years only. 

Given the various discrepancies be~ween t~e . _princl:ples of balance of 

payments adjustment that have traditio~lly_been applied by the Fund and 

those explicit and implicit in the _Supplementary Fi~ancing _ Scheme, a system 

under which the propos~d new Agency wo~ld urge the member to finance as 

large a part as possible of any shortfall- -as defined in the Scheme--and 

examination. It ng which is in a sense decisive for 

the policy to be followed by a country, and it is for this reason that the 

Fund, as the international agency bearing primary responsibility in the -------
sphere of balance of payments equilibration, has normally itself played the 

role of residual financier. 

Where shortfalls in terms of the Fund's compensatory financing scheme 

happened to coincide in time, though not in magnit~de,with shortfalls under 

the supplementary financing proposal , it might no doubt be possible for 

a country to draw 4nder the terms of the Fund's facility and then draw 

further amounts under the Supplementary Financing Scheme. Even in this 

case, however, the compensatory financing scheme would have missed part of 

its intention--that of encouraging countries to adjust to the medium-term 
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trend of"'' their · exporrs...:.-and tvouid· be serving a purpose other; than · its own. 

Still· greater difficulties would obviously arise if the Fund were· asked to 
---------

all~w an ordinary dra(ving, 'in ' the credit tranches·~ ' to help finance a short

fall under the -supplementary financlng ·scheme, in the knowiedge· that the 

residual financing provided urider the· scheme would enable . the country to 

\/~ d'isregard the policy conditions of the drawing. ' · ·.• 

~v~;'· · in conclusiOn, it may perhaps be instrUctive to summarize · some of 

the observations made·· above by asking the question in what essential · 

respects the Supplementary Financing s·cheme would differ from the Fund. 

countries protectio n 

from temporary difficulties in order to · enable · them to pursue their policy 

obj'ect~minimuni · of unnecessa · :s.:turbance' ~ 

L Perhaps the most striking difference between the · Supplementary Financing 

Scheme and the Fund is that the Sc.heme concentrates on one ··kind of d'istur-

bance--export shortfalls--whereas ·the Fund's ' resources · are available ·to 

members to meet temporary disequilibria arising from disturbances in ·any or 

all of the items in the balance of payments , including irregularities in 
. . 

the supply of capital or in the· need for imports. · The latter may often be 

due to inappropriate financial policies. The Fund will, in that event, 

reach understandings with the countries concerned as to the policy measures 

necessary to overcome these payments .difficulties but will , aSSQ~ing these 

understandings are satisfactory , assist the country to continue its develop-

until the payments difficulties have been overcome. The 

Compensatory Financing facility' is only a minor part of the ·Fund' s 

assistance to countries within· this·· ·general framework. 

/' 
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0 The Supplementary Financing Scheme is based on different criteria of 

balance of payments adjustment than those applied by the Fund. Hany of 

the difficulties described in this paper would disappear if the criteria of 

balance of payments adjustment applied by the Fund and the Supplementary 

Financing Agency were brought into harmony. To the extent that modifica-

tions to this end are made in the Fund's ovm policies, however, they should 

extend across the whole field of Fund operations. It would be illogical for 

the Fund to facilitate the maintenance of develop~ent programs in the event 

of unexpected export declines to any greater extent than it is prepared to 

facilitate their maintenance in the event of other unexpected adversities 

in the balance of payments. 

3. Supplementary Financing, primarily because it is based on different 

criteria of adjustment, is likely to be much larger in scale than the Fund. 

Net Fund drawings by less developed countries have averaged $120 million 

a year over the last 10 years for ay,ments-di£fi~lties of any kind. 

Supplementary Financing, which addresses itself only to payments difficul-

ties arising from export shortfalls : is expected to amount, on a residual 

basis , ' to $300 to $400 million a year. 

4. Fund drawings are repayable within a 5-year period, although members 

can make ne\v drawings when their situation and their policies justify such 

drawings under Fund criteria. Supplementary Financing drawings _would be 

repayable on terms similar to those applicable to development finance. 
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M'NEX I __ .. __ .. _ 

.l,Jnited Nations Conference on Trade and Deve.l.apment 
Final Act and Report· . 

Annex A~rv .18 

Supplementary Financial Measures 

A 
The Conference, 

. . . Recognizing that adv~rse mov~ments _in the export proceeds of deve
loping countries can be disruptive of' develoPment, and noting that the 
Intern~tional Monetary Fund {IMF) can make available balance-of-payments 
support to help meet the short-term effects of . shortfalls in export 
proc~edsJ 

. Recommends that the International Bank for. Reconstruction ~d 
Development be invited' to study the feasibility of a scheme with the 
objective set forth in section I below and based on ~he principles set 
forth in section II below, and, if appropriate, to work out such a scheme. 

I. Objective 

1. The·· new scheme should aim to aeal With :problems arising from 
adverse movements in export proceeds w~ich prove t9 be of a nature or 
duration which cannot adequately be dealt with by short-term balance-of
payments support. Its purpose should be to provide longer term assistance 
to deveioping countries which would ·help them to avoid <i'isruption of their 
development programmes. 

II. Principles 

2. The scheme should be provided with resources by contrib~tions 
from participating countries, shared between them on an equitable basis. 

3. Developing countries only should be eligible for assistance from 
the scheme; _ such assistance should be on conce_ssional and flexible terms. 

4. The scheme should normally be applicable after a developing 
country had had recourse to the International Monetary Fund, under its 
compensatory rinancing facility, and it had been possible to make a ~1 
assessment of the nature, duration and iMplications of any adverse 
movement in the export proceeds of the developing country concerned •. 

5. An adverse movement for the purposes of the scheme should be 
regarded as a shortfall from reasonable expectations (see Note 1 below) 
of the level of export proceeds (including, in appropriate cases, 
invisible exports). 
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1. That a fund be set up, financed by contributions from developed 
countries, as required, and administered by an appropriate agency of the 
United Nations; 

2. That only developing countries should be eligible to draw from 
the Fund; 

3. That disbursements should be in the form of non-reimbursable 
transfers .and/or contingent loans on concessional terms; 

4. That the criteria used in deciding upon claims should be as 
objective as possible and should include the following: 

(a) The effect of shortfalls in export earnings and the 
adverse movements in the terms of trade; 

(b) The eff'ect on the country's development programme; 

5· That to complement thi~ ~anger term approach, facilit i es be pro
vided for interim financing, when warranted, to assist the developing 
countries concerned while the longer term problem is being assessed. · 
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6. A prima facie case for assistance from the scheme should be 
established by reference to shortfalls from reasonable expectations and 
to their nature and duration (see Note 2). 

7. Once a prima facie case has been established there should be an 
examination, under the International Development Association, of all 
relevant economic circumstances (see Note 3) in order to assess how far 
assistance from the scheme would be required and justified in order to 
help avoid disruption of development programmes. Subject to these points, 
assistance could cover a substantial proportion of a shortfall fro~ 
reasonable expectations. 

8. Resources for the scheme, which would be administered under the 
International Development Association, should be in the form of additional 
commitments, prescribed in advance, for contributions to the Association; 
all major Part I member countries of the Association should contribute. 

NOTES 

Note 1. To the extent that these could be prescribed in advance they 
could be taken account of by developing countries for planning purposes. 

Note 2. The following are offered as illustrative circumstances 
which might constitute a prima facie case for assistance from the scheme 
to a developing country: 

( i) If, following an 1MF drawing in one year under its special 
compensatory financing facility, exports fall s i gnificantly 
below reasonable expectations in the second or third year. 

(ii) If, when the Th1F drawings were due to be repaid, exports had 
not recovered sufficiently for this to be possible without 
disruption of development. 

(ii~ ) If there were a significant shortfall in exports which the 
IMF adjudged at the outset to be other than of a short
term nature and the IMF had decided that it would be 
inappropriate for it to provide temporary balance-of
payments support. 

Note 3. Among other matters, these would include adverse effects 
from significant rises in import prices. 

B 

The Conference also recommends that the continuing machinery recom
mended by this Conference be invited to study and organize further dis
cussion of the following concepts and proposals for financing put forward 
by the delegations of the developing countries at the Conference: 



FORM No. 57 INTERNATIONAL DEVELOPMENT I INTERNAT IONAL BANK FOR 
ASSOC IAT ION RECONSTRUCTION AND DEVE LOPMENT 

INTERNAT ION AL F INANC E 
CORPORAT I ON 

OFFICE MEMORANDUM 
TO: Mr. Irving S. Friedman 

FRO M: A. J. Macone~ 

DATE: July 22, 1966 

SUBJECT: Draft Fund paper on supplementary financing 

Attached for the Group's discussion is a list of possible inaccuracies, 
misunderstandings or misinterpretations of the Supplementary Financing Scheme 
that emerge from a reading of the subject paper. 

cc : Mr. Kamarck 
Mr. de Vries 
Mr. Hulley 
Mr. Sundrum 



Questions on Fund1 s Interpretation of the Scheme 

Page 4, Section C, 4th sentence: 

A distinction is drawn here between a "currently estimated export 

trend" and 11 an expected level of actual exports", i.e., "reasonable expec

tations." In fact, there need be no difference between these two concepts. 

In other words, trying to arrive at reasonable expectations in exports need 

not be different from trying to estimate the export trend. 

Page 5, first paragraph: 

This paragraph, particularly the second sentence, may be misleading. 

In effect, it confuses long term financing of shortfalls with short term. 

The cumulative shortfall, if any, is financed on a long term basis. However, 

year-to-year shortfalls are also financed. Also, it should be noted that 

deduction of previous years• overages from the financing of a particular 

year's shortfalls presupposes that those previous overages were held as 

reserves. 

Page 5, paragraphs 2-3: 

The significance of these paragraphs is not clear to me. The drift 

of the argument seems to imply that a significant goal of supplementary 

financing is to "smooth out 11 foreign exchange availabilities. This may be 

one effect of the scheme but is not vital to it. The purpose of the scheme 

is to prevent a disruptive shortfall in the foreign exchange needed at a 

particular time, not to "smooth out" the flow of such exchange. 

Page 6, paragraph 2, )rd sentence: 

The meaning of this sentence is quite obscure. Taken as written, 

the first half of the sentence is factually wrong. The sentence would be 

more nearly correct if the clause beginning 11 to leave uncompensated or." 
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Page 7, top paragraph: 

As written, the last sentence seems to imply that the Bank report 

did not recognize that part of the shortfalls would not need to be financed 

and that another part might be financed from the country1s own reserves. 

Page 9, last paragraph: 

The quotation in th :is paragraph is taken out of context and could 

be misleading. 

Page 10, last sentence under G: 

The last clause of this sentence raises the question whether 

discrete planning periods are necessary for purposes of a supplementary 

financing scheme. Is the question purely formal or does it reflect a concrete 

alternative in the minds of the authors? 

Page 14, last two lines: 

The report states that the scheme will try to avoid this. These 

lines imply that the report has not focused on this matter. 

Page 16, second paragraph, third sentence: 

It is not an aim of the scheme to make countries produce "an 

(equally temporary) surplus in order to permit early repayment. 11 



Substantive questions 

1. What is the operative purpose of the Fund paper? Is it intended to 
become the Fund's official position? 

2. Does the Fund paper conclude that the Supplementary Financing Scheme 
as presented in the report is fundamentally incompatible with the operations 
of the Fund and that no adjustments in it (short of a completely new approach) 
will remedy this fault? 

3. If not, what changes does the Fund seek? 

4. If the reply to question l is affirmative: 

(a) Will the Fund take a formal stand against the scheme when it is 
asked to do so (France will certainly ask the question) in the 
DAC, other UN bodies or the next UNCTAD? 

(b) Assuming the outcome will be that the Scheme is rejected, will 
the Fund accept a recommendation that it attempt an alternative 
scheme? 

A. Jo Ma.cone 
Economics Department 
July 22, 1966 



Fo RM No. 57 INTERNATIONAL DEVELOPMENT I INTERNA T IONAL BANK FOR 
ASSOCIATION RECONSTRUCTION AND DEVELOPMENT 

INTERNATIONAL FINANCE 
CORPORATION 

OFFICE MEMORANDUM 
DATE: July 19, 1966 TO: Mr. Irving S. Friedman ,, 

FRO tv\; 1 John Hulley 
L 

SUBJECT: Draft IMF Paper on Supplementary Finance* 

1. The purport of this draft paper is that IMF might find it easier 
to live with an alternative form of scheme for supplementary financing. 

2. The authors express concern about the overlap between the respon-
sibilities of the rund and those of the proposed Agency. They foresee 
differences in objectives and interpretation, despite efforts to coordinate. 
They argue that the role of the Agency as residual lender will give it 
overriding influence compared to other lenders such as the Fund (see page 
18 ). 

3. They express a degree of interest in the alternative idea of an 
agency to (a) "finance shortfalls too persistent for the Fund to handle 
under its compensatory financing facility" and (b) refinance "Fund assist
ance which falls due for repayment when exports are unsatisfactory" (see 
page 10, also page 16). 

4. They further argue that the proposed Agency will encounter admin-
istrative difficulties, from which their alternative might prove to be 
freer. 

Possible reactions include accepting or rejecting the alternative 
or adding it to the present scheme. 

* "Supplementary Financing and the Fund, 11 Research and statistics Depart
ment in consultation with other departments, IMF, July 15, 1966, Third 
Draft. 

cc: Messrs. de Vries 
Mac one 
Sarma 
Sundrum 
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TO: 

FROM: 

SUBJECT: 

INTERNATIONAL DEVELOPMENT I INTERNATIONAL BANK FOR 
ASSOCIATION RECONSTRUCTION AND DEVELOPMENT 

INTERNATIONAL FINANCE 
CORPORATION 

OFFICE MEMORANDUM 
Mro Irving S. Friedman DATE: July 21, 1966 

Barend A. de Vries ?Jy/ 
IMF Paper on 11Supplemerrtary Financing in the Fund" 

Since writing the attached memorandum I had a brief 
discussion with the Supplementary Financing Working Partyo It 
seems to me that a reasonable answer to the Fund should include: 

1. A positive response to their suggestions that the scheme 
will include in a country's external financing requirements its 
re-purchase obligations to the IMF. 

2. I~Thile in general there are, of course, many possibilities 
for conflicting policy criteria between a short-term agency and 
a long-term financing institution, we are working on a dey ... to-d.ay 
basis with the IMF exP9rtSo We are not, as a matter of fact, 
experiencing severe difficulties in applying in a -eeAiil va' :he Ltil• . .Jvr~;{ 
manner the policy criteria of the two agencies. 

cc: Messrs . Kamarck 
Hulley 
Mac one 
Pereira Lira 
Sarma 
Sundrum 



FoRM No. 57 INTERNATIONAL DEVELOPMENT I INTERNATIONAL BANK FOR 
ASSOCIATION RECONSTRUCTION AND DEVELOPMENT 

INTERNATIONAL FINANCE 
CORPORATION 

OFFICE MEMORANDUM 
TO: Mr. I.S. Friedman DATE: July 22, 1966 

FROM: Frank M. Tamagna ·;·~ '/ ?1 
I 

SUBJECT: Comments on ll1F Paper on Supplementary Financing in the Fund 

The IMF paper raises some basic policy issues which, I feel, have 
little bearing on the practical approach of supplementary financing. I 
suggest that we avoid getting entangled in any policy issue, which might 
broaden the debate and induce a referral of the entire proposal on supple
mentary financing to further study and possibly to other organs. The best, 
in my opinion, is to give to the policy question a pragmatic answer. 

\fuenever a shortfall occurs in the exports of a developing country, 
it might be caused by one of perhaps three, or more conditions (within the 
various qualifications provided for in the 11 schemett), such as: 

(i) the shortfall might be due to an occasional faci:Dr, like a 
drought in the country concerned, or a price change due to 
an excessive crop in another country, which is expected to 
be remedied in the course of the follow-ring year. It would 
seem evident that in such a case the problem might be met 
by the short-term assistance from the IMF. 

(ii) the shortfall in exports might be due to a more fundamental 
factor, such as the volcanic explosion in Costa Rica destroy
ing coffee plantations, or some fundamental faci:Dr requiring 
a shift in the technology of production. This might require 
an adjusunent lasting over a number of years , certainly beyond 
one and, hopefully, within five years. It would seem appropri
ate for the country, in such case to seek combined assistance 
from the lliF and the 11a gency" (or Bank). The IMF could provide 
the initial assistance for a two-year period, and the "agencyu 
the extension of such assistance to five years. (In effect, 
this would be a refinancing by the "agency" (or Bank) of the 
Fund's assistance). 

(iii) A similar case would be when a demand change in foreign 
markets (due to taste or technology) leads to the obsolescence 
of a type of culture and a need to redirect resources to a 
different type of culture. 'Ihis would definitely be a develop
ment problem, which might also involve a larger amount of 
funds than the IMF could provide under its rigid limitations. 
Such assistance could presumably be provided entirely by the 
11 agency11 , or alternatively, part of it could be extended on a 
short-term basis by the IMF in anticipation of the financing, 
to be arranged from the 11 agency11 (or Bank) . (This would, in 
e f fect, be a pre financing by the FUnd of an ttagency" (or Bank) 
loan). 



Mr. I.S . Friedman - 2 - July 22, 1966 

In general, one might also consider the need for combined 
assistance whenever the IMF could not meet the needs of a country requiring 
temporary assistance in larger amounts than the IMF could extend. In all 
cases, however, the test for the Bank (or the 11agency11 ) should be whether 
the export shortfall is affecting the continuity of a developing course , or 
its prospect in the longer run, while the test for the IMF would presumably 
be the short-tenn impact on the country ' s international reserves and 
exchange stability. Each case, therefore, would have to be considered on 
its merit and by joint consultation between the 11agency11 , the IBRD and the 
Fund. 

cc: Messrs . Kamarck 
de Vries 
Hulley 
Macone 
Pereira Lira 

Sanna 
Sun drum 
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TO: 

FROM: 

SUBJECT: 

INTERNATIONAL DEVELOPMENT I INTERNATIONAL BANK FOR 
ASSOCIATION RECONSTRUCTION AND DEVELOPMENT 

INTERNATIONAL FINANCE 
CORPORATION 

OFFICE MEMORANDUM 
Mr. Irving So Friedman DATE: July 20, 1966 

Barend Ao de Vries 

00' Paper on "Supplementary Financing in the Fund" 

The Fund paper raises some very crucial questions on Fund
Bank relationships which should be explored in connection with 
the Supplementary Financing proposal: 

1. The Fund is concerned with the differences in policy criteria 
between the Fund and the Bank (page l2)o 

2. It considers it impractical that it could apply its balance of 
payments policy criteria within a 5-year span (page 15) o 

3o It raises jurisdictional questions, considering the IMF as 
11the international agency bearing primary responsibility in the 
sphere of balance of payments equilibration" (page l7)o 

4. It raises the question of maximum policy leverage to be derived 
from being the lender of last resort. (Also page 17). 

The paper is clearly written by theoreticians who are not 
involved in the day .. to-day negotiating and adjusting process through 
which Bank and Fund attitudes toward country policies are determined 
and reconciled. Clearly, the authors of this paper consider the Fund 
as the agency dealing with short ... term policies across the board and 
are afraid that the Bankfs longer ... term develo~nt concern may run 
contrary to the problems of short-term adjustment. In this respect 
the authors pose the problem of different, if not opposing, criteria 
for balance of payments adjustment to fluctuations or declines in 
export earnings. The Fund, they say, wants adjustments in developnent 
programs to emerging realities (page 14). The Bank, on the other hand, 
wants to give primary emphasis to maintaining the resource flow for an 
agreed-~pon program of expenditures as well as policieso 

The problem posed by the Fund authors is a real one in general 
theoryo The logical consequence of their position is to consider the 
Fund as the responsible agency to cope with exchange stability and 
adjustments to short .. term. fluctuations, whether they concern developed 
or underdeveloped countries and regardless of their effect on long
term developnent policieso On this position, the Fund can stand on 
its own and be very strong, indeed, but its posture would be far 
stronger if, at the same time, they would frankly recognize that their 
assistance and policies criteria have little, if anything, to do with 
the objectives of long-term developnent and growth. Given the short
term stabilization objectives of the Fund, there is ample scope for 
the application of long-term assistance and long-term development criteria 
by another agency. In practice, these two can, and have been, worked out 
although there are always strainso 
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On this line of reason, we should regard the Bank as fully 
competent in dealing with exchange rate strategy and monetary policy 
strategy as they bear on the problem of development programming and 
financing. 

On a secondary level, the Fund's concern with not being able to 
work out policy agreements for a 5-year period is quite unreal. The 
supplementary financing scheme will require periodic (no less than 
two yearly) consultations and will, in practice, make continuous 
adjustments in policy objectives, export targets, and import require
ments. It would be entirely wrong to ask the Fund to be the agency 
for working out balance of ~ents policy criteria under the supple
mentary financing schemeo The supplementary financing scheme is a 
long-tenn. financing scheme which should not be administered, even in 
part, by an agency with a short-term view. Fund administration of 
part of the supplementary scheme would be damaging to both the Fund 
and the scheme. 

On the question as to which agency will have the maximum policy 
leverage, very little can be said in general. Much will depend on 
how the financing chips fall in each individual situation and what 
will be the nature of the policy relationships between the recipient 
country and the financing agency. Clearly, the Fund has managed to 
obtain enormous policy leverage for the small amounts of financial 
assistance provided but against this large policy leverage stands a 
rather poor performance on the part of the Fund in helping developing 
countries to maintain adequate levels of reserV94 

cc: Messrs. Kamarck 
Hulley 
Mac one 
Pereira Lira 
Sarma 
Sun drum 



Office Memorandum 
I 

FROM 

Mr. Friedman . /// ;/ 

J . J. Pola~~ 
DATE: July 18, 1966 TO 

SUBJECT Supplementary Financing 

The attached document is a draft of a paper on Supplementary 
Financing and the Fund, which we are planning to circulate to the Executive 
Board before the end of July . We would be grateful if you could let us 
have any comments before Thursday, July 28. We would, of course, be anxious 
to correct any errors of fact or interpretation or anything misleading that 
may have crept into the draft. 

I am sending you three copies of the draft , and am also sending 
individual copies direct to Mr. Pereira Lira. 

cc: Mr. Pereira Lira 



/ 

" de Vries 800 

Fund's ~pplementary Financing paper - Third Draft 
July 1.5, 1966 
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TO: 

FROM: 

SUBJECT: 

INTERNATIONAL DEVELOPMENT I INTERNATIONAL BANK FOR 
ASSOCIATION RECONSTRUCTION AND DEVELOPMENT 

INTERNATIONAL FINANCE 
CORPORATION 

OFFICE MEMORANDUM 
Mr. Irving S. Friedman DATE: June 27, 1966 

Paulo H. Pereira Lira 

Fund's Compensatory Facility 

Please find attached a draft of the memorandum on the Fund's 
new paper on its compensatory facility. 
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TO: 

FROM : 

SUBJECT: 

INTERNATIONAL DEVELOPMENT I INTERNATIONAL BANK FOR 
ASSOCIATION RECONSTRUCTION AND DEVELOPMENT 

INTERNATIONAL FINANCE 
CORPORATION 

OFFICE MEMORANDUM 
Hr. Irving S. Friedman 

Paulo H. Per~Lira 
Supplementary Finance Study 

DATE: June 23, 1966 

I met Hr. Marcus Fleming yesterday, following the idea 
of establishing an informal channel of communication with the 
Fund in matters dealing with Supplementary Finance. I told him 
in a general way that we were doing some further thinking on the 
problem and that Mr. Sundrum and Mr. Sarma would eventually like 
to see him about the questions on which they were working. 

The Fund is working on its paper on Supplementary 
Finance from its own point of view. It is intended to deal with 
several topics such as definition of areas of jurisdiction 
between the Fund and the new Agency, the question of uniformity 
of operative criteria between the two bodies (definition of short
falls for example), the general question of what performance items 
are going to be chosen by the Agency as fundamental given the 
extensive area covered by the understandings. The paper is framed 
in terms of raising questions which have to be answered, without 
implying that the Fund has the right answers for them. He told me 
he would give us the paper for comment before sending it to the 
Board. I said we would do the same with further material that we 
would prepare. 

Mr. Fleming also gave me a copy of the recent Fund Paper 
on Compensatory Financing (SM/66/77) which he said is basically 
the same one that had been circulated at the end of last year. 
It is interesting to quote from the last paragraph of the covering 
note of the paper! 

"The Fund's compensatory financing facility might well be 
affected if any scheme for supplementary financing of the type now 
under consideration under UNCTAD auspices were brought into existence. 
However, it would be possible, ?~d seems desirable for the Fund to go 
ahead with the revision of i ts compensatory facility without reference 
to this possibility, while at the same time considering what further 
amendments to the Fund facility might be desirable if and when 
arrangements for supplementary financing were brought into existence. 11 

cc: Professor Frank 
Mr. Sun drum 
Mr. Sarma 
}'Ir 0 Mac one 
Mr. Hulley 
Mr. Jalan 

vr 
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DOCUMENT OF INTERNATIONAL MONETARY FUN#' r-

AND NOT FOR PUBLIC USE F 0 R 
AGENDA 

SH/66/77 

June 13, 1966 

To: Members of the Executive Board 

From: The Secretary 

Subject: Compensatory Financing of Export Fluctuations: Developments 
in the Fund's Facility 

The attached paper "Compensatory Financing of Export Fluc
tuations: Developments in the Fund's Facility" prepared by the staff 
is circulated for consideration by the Executive Directors at a meeting 
tentatively scheduled for ~·Jednesday, June 29, 1966. 

Att: (1) 

Other Distribution: 
Department Heads 
Division Chiefs 



INTERNATIONAL VDNETARY FUND 

Compensatory Financing of Export Fluctuations : 
Developments in the Fund's Facility 

Prepared by the Research and Statistics Department 
in consultation with the Legal Department, Exchange and 

Trade Relations Department, and the Area Departments 

June 13, 1966 

The attached paper has been prepared on the basis of SM/65/101 ("The 
Fund's Compensatory Financing Facility Reconsidered") of December 10, 1965, 
revised in the light of the discussion at the Executive Board seminar of 
December 17, 1965, and recast in the form of a draft report by the Fund 
announcing changes in its compensatory financing facility . 

It is suggested that the Executive Board should consider this paper 
with a view to revising its 1963 Decision on Compensatory Financing before 
this year's Annual Meeting. 

The Decision on Compensatory Financing has now been in existence for 
over three years and is ripe for review and revision as part of the normal 
operations of the Fund . The revisions proposed, whether their scope is 
measured in terms of potential cost of Fund resources or of potential use 
by members, are not comparable in character or in order of magnitude with 
those involved in any schemes to create international reserves, whether 
through the Fund or otherwise, and it would seem unnecessary and inappro 
priate to defer consideration of them until decision has been taken on the 
other and larger matter. 

The Fund's compensatory financing facility might well be affected if 
any scheme for supplementary financing of the type now under consideration 
under UNCTAD auspices were brought into existence. However, it would be 
possible, and seems desirable for the Fund to go ahead with the revision 
of its compensatory facility without reference to this possibility, while 
at the same time considering what further amendments to the Fund facility 
might be desirable if and when arrangements for supplementary financing 
were brought into existence . 



Compensatory Financing of Export Fluctuations: 
Developments in the Fund's Facility 

Introduction: the 1963 Decision 

In February 1963, in response to an invitation extended by the United 
Nations Commission on International Commodity Trade at its tenth session 
in Ivlay ; 1962, the Fund issued a report entitled "Compensatory Financing of 
Export Fluctuations . " This report, after reviewing the problems involved 
in Fund fi~an:ing of fluctuations in exports ~f primary ex~o~ting countries, 
set forth ~n 1.ts concluding chapter an Execut1.ve Board Dec~s1.ord/ covering 
two points: (a) quotas and (b) drawing policies . 

With respect to quotas, the Fund declared its willingness to give 
sympathetic consideration t o requests for the adjustment of the quotas of 
certain primary exporting countries, particularly those with relatively 
small quotas, to make them more adequate in the light of fluctuations in 
export proceeds and other relevant criteria . 

As regards drawing policies, the Fund introduced a new facility, of 
which the pr incipal features are as follows: 

(l) It is open t o all member countries, but designed in particular for 
primary producing countries. 

(2) It is designed t o compensate for temporary shortfalls in export 
receipts, rather than in export prices or in the terms of trade, or in the 
importing power of exports . 

(3) By temporary shortfalls are meant deviations from a medium-term 
trend in export receipts. 

(4) Compensation is paid in t he form of a drawing subject to the 
normal conditions of repayments for Fund drawings, including an outside 
limit of 3 to 5 years. 

(5) Compensation has been paid to the full extent of the calculated 
shortfall, subject to the proviso t hat the total of compensatory drawings 
outstanding should not normally exceed 25 per cent of quota~ 

(6) The policies of members drawing under t he facility do not have to 
meet t he tests that the Fund would apply in the case of a non-compensatory 
drawing in t he same tranche . However, members do have t o satisfy the Fund 
t hat they are encountering payments difficulties, that the shortfall is of 
a short-term character, and is largely attributable to circumstances beyond 
the member 1 s control, and t hat the member will cooperate with the Fund in 
an effort t o find solutions, where required, for its payments difficulties. 

1/ Decision No. 1477 -(63/E)of--Feb:t·uary 27,- '1963, Selected Decisions, 
Third Issue, p . 40 . 
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Subsequent Developments 

I . Quota Adjustments and Export Fluctuations 

The Decision on Compensatory Financing has now been in operation for 
over three years, and the time has arrived when certain of its aspects can 
appropriately be revie\-led. 

In Paragraph 3 of that Decision, the Fund recognized that some quota 
adjustments might be required or desirable, as follows: "The quotas of many 
primary exporting countries, taken in conjunction wi.th a reasonable use of 
their own reserves, are at present adequate for dealing with export fluc
tuations such as have occurred during the past decade. In those instances, 
however, where adJustment of the quotas of certain primary exporting 
countries, and in particular of countries with relatively small quotas, 
would be appropriate to make them more adequate in the light of fluctuations 
in export proceeds and other relevant criteria, t he Fund is willing t o give 
sympathetic consideration to requests for such adjustment." 

Since February 1963 the Fund has taken steps--apart from the general 
quota increase which came into effect on February 23, 1966--to implement 
this paragraph in several ways. 

In the first place, it has approved more than 22 quota increases under 
a special policy applied to developing countries with relatively small 
quotas; 15 other countries appear to be eligible for such quota increases 
under that policy. 

Secondly, the Fund facilitates drawings by such countries to enable 
them to purchase the amount of gold that must be paid in connection with 
the quota. increases referred to above. This gives them t he benefit of a 
quota increase immediately, and makes it possible to spread t he reserve cost 
of the increase over a number of years . 

Finally, in considering applications for individual quota increases, 
even from countries other than the above, the Fund has modified t he formula 
>Ihich is taken into account in calculating quotas in such a way as to 
improve the position of developing countries. Variability of trade, which 
was a component of the so-called Bretton Woods formula , has now been defined 
in terms of standard deviation around a five-year moving average. This new 
definition provides a more accurate measure of variability and is thus more 
favorable to quota calculations of raw materials exporting countries. The 
Fund has also modified the formula to give greater weight to trade and the 
variability to trade, and less weight to national income and international 
reserves. 

II. The Fund's Compensatory Facility 

It might have been expected that the drawing facility establ~shed by 
the Fund in February 1963 to provide compensatory financing for export 
fluctuations ;wuld by this time have been used often enough t o provide 
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ample illustrations of the type of problems that were liable to arise in 
applying it, and possibly also to indicate ways in which it could be . 
improved. In fact, however, few countries have had even a prima ·facie 
case for using it, and three countries have actually drawn: (1) Brazil 
in June 1963 for the sum of $60 million (21 per cent of quota); (2) the 
United Arab Republic in October 1963 for the sum of $16 million (18 pe~ 
cent of quota); and (3)_qudan in June 1965 for the sum of $11 .25 million 
(25 per cent of quota).l/ This infrequency of use is largely attributable 
to the fact, illustrated in Table 1, that price developments over the past 
three or four years have been such as to permit the export earnings of less 
developed primary producing countries to show a generally upward trend, 
though one that tended to flatten out in 1965 . Even the substantial 
declines in price of tropical foodstuffs (other than coffee), which began 
in spring 1964 and continued through the greater part of 1965 have not 
reacted sufficiently on earnings to evoke many opportunities for the use 
of the facility. 

Despite the small number of instances of use, there has been enough 
experience and enough reflection on the variety of situations that might 
present themselves to permit of a reconsideration of several of the features 
of the 1963 Decision. Moreover, a number of suggestions have been made 
both inside the Fund- -notably at the recent Annual Meeting of the Board of 
Governors --and outside the Fund, as to ways in which the Fund's compensatory 
financing facility might be amended or improved . 

Most of these suggestions are summed up in the three recommenaations 
made by the United Nations Conference on Trade and Development of 1964 to 
Governments members of the Fund as to changes that might be made in the 
facility, and in the request which it addressed directly to the Fund . The 
UNCTAD resolution containing these recommendations and request is reproduced 
at Appendix A. Passages dealing with compensatory financing excerpted from 
speeches of Governors at the 1965 Annual Meetings are reproduced at Appen
dix B. It will be seen that most of the points made by the Governors are 
covered in the. UNCTAD Resolution referred to above, except for the reference 
to automatism in the speech of Governor Pugliese of the Argentine, and the 
reference to terms of trade and import prices in the speech of Governor 
Wanninayake of Ceylon. 

Application und Development of the Facility 

I· Nature of Shortfa.ll 

Drawings under Paragraph 5 of the Compensatory Financing Decision of 
1963 may be made only when the requesting member experiences payments 
difficulties produced by a temporary export shortfall, i.e., by an export 
shortfall which is "of a short-term character . " Such shortfalls, according 
to Paragraph 7 of the Decision, are to be identified on the basis of 
"estimates regarding the medium-term trend of the member's exports . " In 
the 1963 Decision itself, no definition of the medium-term trend ~s biven . 

~ The quotas referred to in these percentages are those applicable at 
the time the drawi11g was made . 



Table l. Changes in Prices and Export Earnings for 
Primary Producers in 1962 to 1965 

PricesY Export Earnings 
Percentage increase or 

decrease ( - ) from previous year 
Countries mainly Percentage increase 

Commodity 

Metals and minerals~/ 

Agricultural products 
Food 

Coffee 
Sugar 
Cocoa 
Wheat 

Non-food 
Cotton 
Wool 
Rubber 

All exportsY 

1963 1964 1965 

_l 

20 
31 
4 

185 
20 

1 

4 
2 

18 
-7 

18 

21 

30 
-31 
-8 
4 

29 

-5 

2 

13 

-12 
-17 
-5 

-64 
- 26 
-5 

-5 
-6 

-13 
-1 

-9 

dependent on from previous year 
specified commoditiesg/ 1963 1964 1965J/ 

Metals and minerals ..2. 24 13 

Agricultural products 12 10 4 

~a) Coffee 12 8 7 
b) Mixed tropical 

foodstuffs 11 11 3 
(c) Mainly temperate 

products 14 12 2 

(d) Fibers and rubber 10 2 9 

(e) Mixed 7 11 5 

Mixed Mineral and 
Agricultural 8 7 2 

All countries 11 10 4 

1/ HGroup price-C:lUingeSiare derived from indices published by the NIESR (London) . Specified commodity 
price series relate to world market quotations for representative grades only, and thus exclude the influence 
of prices determined under contracts . 

g/ Defined as at least one half of export earnings as classified . Excludes countries dependent on 
petroleum. Data relate to 71 countries . 

3/ Provisional . 
E/ Excluding petroleum. 

~ 
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However, in the earlier Fund report, "Fund Policies and Procedures ~n 
Relation to the Compensatory Financing of Commodity Fluctuations,"Y the 
trend or norm was defined for purposes of illustration as the average 
of actual exports for the five years beginning two years previous and 
ending two years subsequent to the year for which the trend value 'l&'as 
calculated. The same definition was adopted in the sta£f paper cited on 2; 
:page 10 of the report on "Compensatory Financing of Export Fluctuations,"
and it was .on the basis of this definition of the "ideal" trend or norm 
that certain conclusions were drawn in that report as to the best stat~s
tical method of estimating it in the absence of complete information .~ 
This is also the definition that has been adopted in all applications of 
the Compensatory Financing Decision to particular countries up t o the 
:present time. 

In the absence of precise quantitative knowledge as to t he nature of 
the economic forces at work in determining trends and fluctuations, a moving 
average seems the best and most flexible ••ay--better, for example, than 
fitting a trend line of any a priori shape--of reflecting what is meant by 
trend . Moving averages of 4 years, 5 years, or 6 years, respectively, 
might, any one of them, serve as a reasonable definition of a "medium-term" 
trend. However, a 5-year period is preferable to the ot hers in that it 
contains a middle year , the trend value of which can be defined as the 
average of the period . The t rend value for any year in any time series 
must anticipate the figures for subsequent as ·VIe ll as reflect those of 
previous years in that series . If this is not done--e. g .-, if the trend 
values are determined solely as an average of past years--the trend line 
might lie persistently above, or belov11 the actual series to a substantial 
extent, which would be contrary to the normal meaning of the term "trend." 
Only if the moving average is centered in t he manner illustrated above can 
one expect to find, over a reasonable period of time, a rough balf?cing of 
shortfalls and surpluses of actual exports with respect to trend.~ 

Once the best :possible estimate has been made of the medium-term trend, 
and hence of the shortfall, if any, from that trend, in accordance with 
Paragraph 7 of the Decision, no separate judgment is required as to whether 
the . shortfall in ques"tion is "temporary" or of a "short-term" character . 

1/ IMF Staff Papers, November 1960, p . 9 . 
g) J. Marcus Fleming, Rudolf Rhomberg, and Lorette Boissonneault, "Export 

Norms and Their Role in Compensatory Financing," Staff Papers, Vol. X, 1963 . 
3/ "Compensatory Financing of F.x.port Fluctuations," p:p . 17-18 . 
~ The balancing of surpluses and deficits is far from :perfect , however; 

in any 5-year period there is likely to be either an excess of surpluses 
over deficits exceeding 50 per cent of gross surpluses, or an excess of 
shortfalls over surpluses exceeding 50 :per cent of gross shortfalls. This, 
however, appears to be quite unavoidable. There is no way of defining a 
norm or trend consisterrtly from year t o year in such a way as to secure a 
:perfect balance of surpluses and sho:x:tfalls over any given :period . 
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The definition of the trend itself is such as to make it likely--though one 
can never qe certain--that shortfalls with respect to it will be of short 
duration.~/ Any attempt to make a separate determination as to whether 
a given shortfall W'Ould cease to exist within, say, 2 or 3 years would 
involve estimating for that period ahead not only actual exports --which, 
as is indicated in the following section, may be involved in the estimation 
of the current norm--but also the export trend itself. To forecast the 
latter would involve estimating exports for still further years ahead . 
This, in the present state of forecasting techniques, would appear to be 
impracticable, and a determination that a shortfall of a given magnitude 
exists should, therefore, be taken as satisfying the requirement that the 
shortfall is of a short-term character. 

II . Estioation of Trend and Shortfall 

In paragraph 7 of the 1963 Decision it is laid down that the Fund will 
seek to establish reasonable estimates regarding the medium-term trend of 
the member's exports "on the basis of appropriate statistical data in con
junction with qualitative information about its exports prospects." This 
phrase appears to foreshadow a two-sided approach- - "statistical" and 
"qualitative"--to the problem of estimation. How·ever, while statistical 
estimation can be carried out without qualitative appraisal, qualitative 
appraisal can scarcely be applied without the aid of some statistical 
information, and the true alternative approaches are those of statistical 
automatism and the exercise of judgment, respectively . 

In the three cases in which the Decision has been applied thus far, 
the estimation of normal exports has represented a compromise between (a) a 
figure or figures arrived at through the application of automatic formulae 
to past statistical data, and (b) an estimate based on a combination of 
these data with a forecast for actual exports two years ahead, these fore 
casts in turn being arrived at by a process of market appraisal using all 
available information. 

The combination of the two methods in one form or another is justified 
by the knowledge that the result of either method is to a considerable 
extent uncertain. Any formula admittedly gives a precise answer; but no 
formula can be devised that gives a good app~oximation of the medium- term 
trend, as here defined, on the basis of past statistical data . On the other 
hand, any forecasting exercise must to some extent be subjective and uncer
tain. Given these facts it is necessary to strike a reas.onable balance 
between these two methods, each less than satisfactory, which at the same 
time assures countries as much uniformity of treatment as possible from one 
case to the other . 

1/ Calculations covering 48 countries -show that almost 50 per cent of 
all shortfalls with respect to a norm defined as above last only l year, 
nearly 85 per cent no more than 2 years, and 96 per cent no more than 
3 years. 
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As regards the automatic statistical approach to the estimation of the 
norm, the Fund has, in the past, used two types of formula, a "general" 
formula and a "national" formula, in both of which the norm for any given 
year is estimated as a weighted average of actual exports for the year in 
question and the two preceding years. In both cases t he weights assigned 
to the various years are those which experience (of some ten years or more) 
shows t/ provide the best approximation to the "true" norm as defined 
above . .!. 

The "general" formula, used in calculations contained in the Fund's 
Report on "Compensatory Financing of ~port Fluctuations," in all three 
applications of the Decision to date attaches a weight of . 50 to the 
exports of the year for which the shortfall is being estimated, .25 to the 
preceding year, and .25 to the second preceding year. These weights were 
arrived at on the basis of analysis or' the experience of some 48 countries 
over a period of nine testable years (thirteen years of data). While not 
absolutely the best of the formulae tested, it was chosen as a good formula 
with rounded weights close to those of the optimal formula . 

"National" formulae have differed from country to country, the formula 
for each country being arrived at on the basis of experience affecting that 
country alone. It is intended to discontinue the use of "national" formulae 
on the ground that they are based on too small a number of observations, 
and complicate the statistical side of t he exercise. 

As regards the more subjective or "qualitative" estimate primarily 
based on market analysis, it is in the nature of the case more difficult 
to describe the method used, which varies from country to country. In all 
cases the procedure is first to estimate the average exports in the t>m 
years following the year for which the shortfall is being determined and 
then to take an average of the i'ive years centered on the shortfall year. 
The forecast in q,uestion is conducted largely on the basis of commodity 
analysis, taking into account the prospective price movements for the 
commodity in question and the prospective volume movements in the country 
in question. For the great majority of primary exporting Fund members, 
60 per cent to 90 per cent of total exports take place in a rather small 
number (1 to 4) of commodities, thus a large proportion of most countries' 
trade can be estimated on the basis of commodity market analysis. But 
there remains a sizeable residual for >lhich no such analysis is possible and 
it may ~Tell prove desirable in particular cases to make a more or less 
automatic statistical estimate. for this part of the e~:ports. In this event 
the partial results of market analysis for major commodities would be com
bined with a more mechanical result for the residual to arrive at a global 
estimate. 

The "true norm" for exports, x, in any year t, i.e., Xt is defined as 
+ xt-1 + xt + xt+l + xt+2 

5 
The problem is to find we1ght's vi~, w1, 

1r12 , such that thee:;timated norm xt = w2xt_2 + w1xt-l + w
0
xt provides the 

best approximation to X for all values of t. This is found by regression 
analysis for years in wfiich the :.t·eJevant eY..:port. datB are avaiJable. 
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In the past , "statistical" and "qualitative" estimates have been given 
approximately equal weight in determining the final estimate of the trend 
of exports . However, the "qualitative" estimates, involving a direct 
forecast of exports two years ahead, have been found in practice to yield 
better results than the formula . Experience has tended to bear out the 
JUdgment that a "better estimate could be made by the exercise of judgment 
based on an analysis of the causal factors at work than by any mathematical 
formula, however skillfully contrived, which is ba

7
sed on the mere statis 

tical magnitude of current and previous exports . ".! In future, it would 
seem advisable to give somewhat greater weight than in the past to the 
"qualitative" as against the statistical estimate. 

III . Proposals Regarding the Mode of Determining the Shortfall 

A. Weight to be Given to Past Years 

In the Resolution on the Study of Measures Relat ive to the Compen
satory Credit System of the International Monetary Fund, set forth at 
Annex A.IV . l7 of its Report, the UNCTAD made the following request: 

"The Co11...ference 

2. Requests that the International Monetary Fund, in its deter
mination of the shortfall in export receipts, consider giving greater 
-weight to the actual experience of the three preceding years." 

The issue here, though it appears to be purely technical, in fact 
tcuches on a point of principle . At present, as has been explained above, 
the Fund's compensatory financing facility is designed to compensate for 
shortfalls from the presumed current ~rend level of exports rather than from 
a previous trend level . It is designed to help countries to bring their 
export availabilities- -export receipts plus compensatory drawings less 
repa~nents of such drawings --closer to the presumed trend level rather than 
to provide them with a financial buffer against reductions as compared with 
their previous standards. While it might be entirely appropriate to provide 
countries with such a buffer, it would seem preferable to supply this 
through the ordinary drawing facilities of the Fund, use of which could be 
made conditional, where necessary, on the adoption of measures to adapt the 
economy to new export conditions, or to improve the trend of exports, than 
through the compensatory financing facility , the use of which is more 
automatic. 

~ Compensatory Financing of Export Fluctuations, A Report of the Inter
national .tvlonetary Fund, February 1963, page 10 . 
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It is because the aim of compensatory financing is conceived in the 
manner described above, that in the assessment of the norm with reference 
to •rhich the shortfall is calculated account is taken of the expected 
exports of the ensuing years, that a substantial weight in the determination 
of the norm is given to the current year' s exports 1 and that no >ve ight is 
given, for example, to exports three or more years anterior to the year with 
respect to which the shortfall is being calculated. The weights assigned 
to the current and preceding years in the estimation of the export norm-
insofar as it is estimated by formula--were arrived at on the basis of 
experience as to which weights gave the closest estimate of the current trend 
and the best implied forecast of the two years subsequent to the shortfall 
year. 

A formula in which no weight was giveri to the shortfall year would, for 
this reason, tend to lead to a higher estimate of the trend value, and 
hence a larger shortfall and a larger drawing entitlement. Because of the 
long-term upward trend of exports, however, this effect would generally be 
offset to some extent by the inclusion ir'l the weighting formula of the 
third year preceding the shortfall, 9r of still earlier years. From Table 2 
it can be seen that a formula for trend estimation giving equal weights to 
the three years preceding the shortfall would have led, over the period 1951 
to 1964, to somewhat larger drawing entitlements than the present formula. 
The same .table, however, shows that the "performance" of the scheme (as 
measured by the degree to which compensatory drawings and repurchases bring 
export availabilities closet the true trend value, and the degree to which 
they tend to smooth out export availabilities) would not have been improved, 
but if anything, worsened by such a change in formula. It is not the 
object of the compensatory facility to aim at the largest possible amount 
of drawings, and, as will .be shown belovl, there are ways in which it uould 
be possible for an increase in drawings outstanding to improve the perfor
mance of the scheme significantly, or even for the scheme to be improved · 
without a net increase in drawings outstanding. 

Some further points deserve mention. 

The element of forecasting involved in the determination of a current 
rather than. a past trend value of exports, though . irksome and subject to 
uncertainty, is a good discipline for country and Fund alike, and may help 
to counteract the natural tendency to delay adaptations to changing circum
stances. 

More important is the fact that measurement solely from a past level 
would frequently yield "shortfalls" which could not by any means be 
described as "temporary." While countries ;,.rith a rising trend of exports, 
even when the rise was subject to serious interruption, would seldom, if 
ever, be deemed to have shortfalls, those with a generally falling trend 
of exports would experience persistent shortfalls. Such a change in formula 
uould necessitate the introduction of a separate determination as to 
whether or not the shortfall was temporary--a determination which, as already 
indicated, would involve forecasting much further ahead and hence· a higher 
degree of guesswork than that involved in the determh1ati.on of the trend by 
present methods. 
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The other alternative would be to drop the proviso t hat export short
falls --or rather declines--should be temporary. But this would scarcely be 
compatible with t he legal requirement of temporariness in the use of Fund 
resources. 

For these reasons it seems on balance undesirable to alter the present 
concept of the export norm. 

Table 2 . Fund Compensatory Financing Facility : l/ 
Comparison of Weighting Systems over Years 1951 to 196~ 

Average 
Limit Coefficients Drawing Drawings Approxi - Smooth-
Per Cent Applied to Years Entitle- Out- / 

standingl 
matiou; ness 

Ratio2./ of Quota t t-1 t-2 t-3 ment 2/ RatiO-' 

.25 0 l/3 l/3 l/3 1.04 . 31 .022 . 028 

.25 .50 .25 .25 .97 .29 . 023 . 029 

. 50 0 l/3 l/3 l/3 1.82 . 54 .033 .046 

. 50 . 50 .25 .25 1. 61 . 48 . 034 . 046 

l/ Scheme applied to a sample of 48 countries. DraHings are assumed to be 
repaid one half in the fourth and one half in t he fifth year after dravnng, 
regardless of the level of exports in those years. The quotas in per cent of 
which the llinits are expressed are not present quotas but t hose obtaining at 
the relevant dates during the period 1951 to 1964. 

2/ Cumulative total entitlements over the period in billions of U. S . dollars . 
3/ Average for all years of total amounts outstanding in billions of U. S. 

dollars . 
4/ Proportionate decline in root mean square percentage deviation of export 

avai+abilities from trend value of exports. 
5/ Proportionate decline in root mean square percentage deviation of export 

availabilities from trend value of such availabilities. 
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B. Degree of Reliance on Automatic Formulae 

Governor Pugliese, of Argentina, speaking at the 1965 Annual 
Meeting of the Fund on behalf of 19 Latin American countries and the 
Philippines, mentioned as one of the fundamental aspects of the Fund's 
compensatory financing decision which it would be advisable to consider, 

"3. In conclusion, we vTould emphasize the non-automatic nature 
of the drawings permitted. In the decisions on individual 
cases submitted to the consideration of the Executive Board 
there has been some flexibility, although in all of them 
there has been no lack of a subjective assessment in the 
determination both of the amount to be compensated and of 
the circumstances in which tbe loss of income occurs ." 

This question, so far as it concerns the determination of the shortfall, 
has already been considered at some length above. 

It has been the experience of the Fund, based not only on its own 
export forecasts but on those of outside bodies, that a closer estimate of 
the medium-term trend can be arrived at y the use of short-term forecasts 
based on commodity analysis than by reliance on the best statistical for 
mula . Whil<~ greater reliance on formulae might give countries a slightly 
higher degree of certainty as to the amount of compensation they could 
rely on, the proposed balance between the two methods of estimation would 
seem to give as much weight as is prudent to the "automatic" element in the 
estimation process. 

C. Account to be Taken of Terms of Trade 

At the 1965 J nnual Meeting of the Fund, Governor Wanninayake of 
Ceylon made a sucgestion in the following terms: 

"I was encouraged by the reference by Mr . Schweitzer to the 
work that the Fund is now undertaking to improve the compensatory 
financing facility. Several speakers have urged that compensatory 
assistance should be provided for a decline in the terms of trade 
rather than for a fall in export earnings alone. My own country's 
experience in recent years vividly illustrates the importance of 
this reform. We suffered a decline in the terms of trade by 13 
per cent in two years alone, but since this was almost entirely 
due to an increase in import prices >ve were unable to avail our
selves of the compensatory financing facility. I do sincerely 
hope that this particular improvement in the scheme will be made 
effective at an early date." 

The terms of trade refer to the ratio between a country's export prices and 
its import prices. Fluctuations in export prices are, of course, reflected, 
along with fluc~~ations in export quantities, in the flucutations in export 
proceeds. It might be argued that price fJn~b1ations are more properly 
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cornpensable than quantity fluctuations in that they are less easily affected 
by the policies of the exporting countries. On the other hand, some of the 
commonest and most genuinely short-run fluctuations in export proceeds are 
those arising from crop failures. More harm than good would probably be 
done by attempting to distinguish the specific roles of price and quantity 
in the fluctuations in export proceeds. 

The case is different where price fluctuations are concerned. There 
is undoubtedly a good economic case for compensating not the money value but 
the real value, or importing power, of exports. An estimate of the latter 
could be arrived at by deflating exports (for the purpose of arriving at 
the trend value of exports) by an import price index based on the shortfall 
year. 

There are, however, a number of practical and other objections to this 
procedure . Most primary producing countries have no import price index . 
Of those import price indices that exist many are unrepresentative or 
unreliable. Moreover, such indices usually become available several months 
later than the data on export proceeds, so that the lag in the granting of 
a compensatory drawing behind the occurrence of the export shortfall would 
necessarily be increased. It might be thought that, where tLe import price 
indices of developing countries are unavailable, unreliable, or late in 
appearing, estimates could be formed on the bas~s of the export and import 
price indices of industrial countries. Such data, however, would provide 
extremely uncertain and disputable estimates for t he imports of any 
individual developing country. It bas to be borne in mind that the 
developing countries that experience the largest fluctuations in import 
prices do so because they are substantial importers of primary products , 
often from other developing countries. Apart from such cases, the import 
price indices of primary pr oducing countries do not, as a rule, show very 
large movements within a short period of years. For all these reasons, it 
seems better, at this time, to continue to adhere to the principle of 
compensating for shortfalls in export proceeds rather than in the importing 
pow-er of exports. 

IV. Period for Which Shortfall is Calculated 

Thus far it has been the practice of t he Fund to require that any 
request for the use of the compensatory facility shall relate to an export 
shortfall over the latest twelve-month period for which, at the time of 
the request, a reliable estimate of actual exports can be made . There 
must, in any event, be some maximum lapse of time ,.,ithin which any claim 
for compensation with respect to the exports of a given period should be 
rrade, and if the compensatory facility is to fulfil its pur~ose of 
enabling countries to stabilize their external expenditures as much as 
possible in the face of fluctuations in receipts, it seems desirable that 
the time lag between shortfall and compensatory financing should be as 
short as possible. (As indicated belmr, countries need not be deterred 
from applying for a compensatory drawing as soon as a shortfall appears by 
the fact that they will thereby preclude themselves from claiming a l~rger 
compensation a little later if the shortfall has by then increased. ).Y 

y See page 14 belo>l. 
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The present practice enables a claim for a compensatory drawing to be 
made at any time during the year with respect to the twelve-month period 
immediately preceding. The question arises whether this right should be 
restricted in any way. There would seem to be no advantage in a system 
under which such claims could be made only with respect, say, to calendar 
years. A more plausible case could be made for rulin~ that, where exports 
are marked by seasonality, claims for compensatory drawings should be made 
only with resfect to twelve-month periods which include all those months 
over which the principal export crop is liable to be marketed abroad. 
Otherwise, it might be argued, countries which marketed their crops early 
one year and late the following season might show a shortfall over a twelve 
month period that spanned two seasons, whereas no shortfall would ap ear 
from a comparison of crop years. Bearing in mind, however, that most 
countries have a number of export crops with different seasonalities, it 
is doubtful whether the variability of seasonality is sufficient to justify 
the introduction of a restriction which would both reduce the value of the 
facility to the country and complicate its administration. It would be 
no easy task to determine for each country with respect to which t\lelve
month periods applications for comfensatory financing would not be enter 
tained. It should also be borne in mind t hat any shortfall that appeared 
to be artificially induced by deliberate delay in the marketing of a crop 
,.,ould be unlikely to be regarded as "largely attributable to circumstances 
beyond the control of the member" and in this event would not qualify for 
a compensatory drawing. 

The arrangement outlined in the first paragraph of this section can be 
criticized from another angle, namely that even a t ime lag of a few months 
between the shortfall and the compensatory drawing is undesirable, and that 
it uould be better if the drawing could coincide with the shortfall. This 
means that the drawing would have to take place at a time when the precise 
amount of the shortfall was unknown. In order to meet this point and to 
encourage the use of the stand-by and ol~dinary draHing facilities for the 
compensation of export shortfalls, it is intended, subject to what is said 
below, to allow members, within a six months period of any drawing, to 
reclassify all or part of it as a compensatory drawing under Paragraph 5 
of the Decision. The drawing, when first made, \-TOuld have to satisfy the 
ordinary conditions for drawing in the tranche in question, or, if made 
under standby, the requirements appropriate to drawing under the standby. 
The reclassification of the drawing would have to satisfy the conditions 
for a compensatory drawing under Paragraph 5 of the Decision with respect 
to an export shortfall for the latest twelve months for which data were 
available prior to the reclassification. The amount reclassified could not 
exceed the &nount of that shortfall. Such reclassification would confer on 
the dra\vings the privilege of additionality as defined in ( ii) of Paragraph 
6 of the 1963 Decision (with any enhancement of that privilege that may 
result from the separation of the compensatory facility from other dra•ring 
facilities, discussed below). It would not, however, reconstitute rights 
to draw under standby. 
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It is estimated that if both the compensatory facility and the prlVl
lege of reclassification had existed over the period 1959-64J and the 
latter bad been exercised to the full - -which might not in all cases have 
been to the country 1 s advantage--some 20 to 25 per cent of all non
compensatory drawings could have been so reclassified. 

V. Problem of Double Compensation 

It would neither be equitable, nor in accordance with the intention of 
the Decision on Compensatory Financing, that any member should be compen
sated twice for the same shortfall, or more precisely, that the sum of any 
drawings made with respect to any given shortfall should exceed the amount 
of the shortfall. 

Under the Decision a member can draw from the Fund with respect to a 
payments deficit arising out of an export shortfall either in the form of 
a drawing under ordinary tranche policies (referred to in Paragraph 4 of the 
Decision) or in the form of a drawing under the special policies outlined 
in Paragraph 5 of the Decision . Moreover, it is intended , as indicated in 
the preceding section, that a drawing originally made under ordinary 
tranche policies could in certain c ircumstances be reclassified . The pro
blem of double compensation may arise either with respect to two drawings 
under Paragraph 5, or with respect to a pair of drawings, one under Para
graph 5 and another under Paragraph 4. 

In the case of t1-10 drawings under Paragraph 5, it is proposed that, if 
the period with respect to vThich a second such drat-ring is requested to be 
made (or reclassified) overlaps with that for which a first such drawing 
has been made (or reclassified), the first drawing would be prorated over 
the twelve months '-lith respect to which it uas given, and such part of it 
as corresponded to the overlap between the two periods would be subtracted 
from the drawing entitlement with respect to the second period . 

As regards the problem of avoiding double counting as between a 
Paragraph 5 drawing and an ordinary drawing which can be considered as at 
least partly undertaken for compensatory purposes, there is no real diffi 
culty if the ordinary dra\ving follo\-lS the Paragraph 5 dravring and is not 
made under a standby accorded before the latter dra\ling . In that case, 
the Paragraph 5 drawing 'Will simply be "taken into account" as one of the 
many factors affecting the balance of payments situation of the drawing 
country on the occasion of any subsequent dra1-1ing or standby. 

The real difficulty arises if a Paragraph 5 draHing or reclassifica
tion is requested after an ordinary drawing or standby arrangement . We 
then have to ask vThether the payments situation with respect to ~orhich the 
drawing or standby vTas given included any part of the export shortfall 
with respect to Hhich ·the Paragraph 5 drawing or reclassification is no1-1 
requested . Such a question would be hard to answer since an ordinary 
dravring or standby is not usually given to meet the payments deficit of any 
precisely defined period, still less to meet fluctuations in any specific 
item in the balance of payments. 
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One approach would be for some specific statement to be made by the 
Fund at the time of the ordinary drawing or standby arrangement as to the 
proportion thereof, if any, that should be regarded as granted with respect 
to an export shortfall, and as to the period of the short!'all. In the case 
of standbys, however, account is more often taken of the possibility of 
future shortfalls than of the accomplished fact of past shortfalls, and 
it is impossible to be precise as regards either the amount or the timing 
of future shortfalls. Some conventional rules wi~ therefore, have to be 
adopted as to the period and magnitude of the export shortfall deemed to 
be compensated by ordinary drawings or drawings under standby made prior 
to the request for a drawing or reclassification under the compensatory 
facility. 

VI. Responsibility for Shortfall and Policy Conditions 

According to Paragraph 5(a) of the Compensatory Financin6 Decision of 
1963, one of the conditions of a compensatory drawing is that this export 
shortfall should be "largely attributable to circumstances beyond the 
control of the member." Where this condition is clearly not satisfied, it 
would be inappropriate for a drawing to be made under t he compensatory 
facility . Hm1ever, there may be ambiguous cases where difficulties of 
interpretation arise. A shortfall can sometimes be attributed >vi th equal 
propriety to any one of a number of causes, some of vrhich may be under the 
member's control and others not . For example, suppose a combination of 
the f'ollo-vring: 

(a) a rise in foreign demand for the country's exports; 

(b) a short crop due to weatherj 

(c) a rise in home consumption of the export product due to 
inflation, subsidization, or some other factor for which the 
government is responsible. 

Given the rise in prices resulting from (a), the shortfall in export 
value may be no greater than could be entirely accounted for by either 
(b) or (c). Again, suppose that a shortfall takes place in the exports of 
a given product due to "act of God 11 but that an increase in the export of 
other products, which would otherwise have offset the shortfall, fails to 
occur because of the policies of t he member. Again, there may be cases 
where the shortfall would not have occurred without certain policies of the 
member but these policies wtre reasonable in the light of all the circum
stances, or cases where the shortfall could have been prevented by certain 
policies but abstention from these policies on the part of the member was 
reasonable in the light of all the circumstances. 

In such ambiguous cases an interpretation favorable to the ffiember 
requesting the compensatory drawing should genera1ly be adopted, and \-Then
ever the shortfall can be largely attributed to "circ11mstances ·beyond the 
control of the member" it should be so attributed. 
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One of the conditions for drawing under Paragraph 5 of the 1963 
Decision is that "the member will cooperate with the Fund in an effort to 
find, where required, appropriate solutions for its balance of payments 
difficulties." 

In the application of the Decision to individual cases, the Fund, in 
accordance with the intention of the Decision, has not attempted to reach 
aGreement with the member on what the nature of these solutions would have 
to be. This has been left to subsequent discussions, and has not stood in 
the uay of prompt action on a request for compensatory d=awings. Never
theless, in one case in which a compensatory drawing was requested, the 
country concerned made, at the time of the request, a statement of the 
policies it intended to follou. In the t'vo other cases of compensatory 
drawings, the Fund subsequently reached agreements on appropriate policies 
~dth the couutries in question. 

VII. Sepa""'a7.ion of the Compensatory Facility from other Draw-ing Facilities 

One of the measures which the UNCTAD proposed for consideration by 
Fund member governments runs as follovrs: 

"(2) To place compensatory credits entirely outside the 
structure of the gold and successive credit tranches, so that the 
drawing of compensatory credits would not directly or indirectly 
prejudice a member's ability to make an ordinary drawing." 

Presurr.ably the measure recommended is to be interpreted in the sense 
that tte amoQ~t drawn ~~der the compensatory financing facility would be 
ignored by the Fund in computing the amount of drawing facilities still 
avail~ble to members under t he principles applicable to the gold tranche, 
the firs t credit tranche, etc., as well as in computing the practical 
maximum orawing facilities open to members. In other words, the Fund would 
treat a drawing request by a member as if its holdings of member currency 
were less than its actual holdin5s by the amount of any drawings outstan
ding under the compensatory financing facility. At present the Fund is 
prepared to waive the 200 per cent limit to the extent that compensatory 
dra~ings are outstanding . If t he UT~CTAD recommendation were accepted, the 
limits for gold tranche and first credit tranche policies Ylould be extended 
beyond lOO per cent and beyond 125 per cent of holdings, respectively, to 
the extent that compensatory drawings were outstanding. Most compensatory 
ora•Tings are likely to occur after a country has used its gold tranche 
and probably also its first credit tranche. To ignore the compencatory 
draHings not only from the standpoint of the total drawing facilities of 
a member but also from the standpoint of tranche policies to be applied 
to the member would have the advantage of rendering the facility clearly 
additional in all respects. On the other hand, at any given level of 
holdings it would somewhat reduce the Fund's ability to secure satisfac 
tory corrective programs in the case of ordinary drawings. It uould not 
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affect the level of charges corresponding to any given level of Fund 
holdings, nor would it affect the applicability to compensatory drawings 
of the repurchase provisions of Article V, Section ?(b). The Fund is 
prepare~ to separate the compensatory facility from other drawing facilities 
in the sense described above . 

VIII. The Limit on Compensatory Drawings 

One measure recommended by UNCTAD to Governments members of the Func 
for study is: 

"(1) To increase as soon as possible the amount allocated by 
the Fund to compensatory financing over and above its current 
transactions, from 25 per cent to 50 per cent of a member country's 
quota." 

It should be noted that the limit of 25 per cent of quota on out
standing compensatory dravlings under Paragraph 5 of the Decision is not 
an absolute one, but applies only "normally." However, it would clearly 
be undesirable for compensatory drawings to be accorded frequently or as 
a general rule in excess of the "normal" maximum. This would raise issues 
of discrimination, both with respect to the compensatory drawing facility 
and total drawing facilities accorded to different countries. It would 
also defeat one purpose of the compensatory facility, namely that a country 
can, to a large extent, rely on obtaining compensatory financing in the 
circumstances for which it is designed, and should, therefore, not have to 
rely on "rallonges" of this facility. 

It is also important to bear in mind that the limit on drawings under 
the facility is not the limit on the amount a country may draw as a result 
of a payments difficulty arising out of an export shortfall. It is always 
open to the country to request an additional drawing under the ordinary 
dra1..;ing policies applicable to its tranche pos-ition with the Fund . 
Admittedly, this would reduce .the amount of drawing facilities available 
for other purposes. 

If one disregards the foregoing considerations, there can be little 
doubt but that over any extended period of years an expansion of the 25 
per cent limit on outstanding compensatory drawings would add signifi
cmtly to the value of the assistance provided. Calculations as to how 
the Fundts -compensatory f~cility might have worked if it had been applied, 
on a pure formula basis,~ to the export earnings of primary producing 

lf It is, of- course, impossible to estab"lfsfi- i"n retrospect precisely 
1-1hat compensation would have been payable over the period 1951 to 1964 
under the present scheme and with a higher limit respectively, inasmuch 
as estimates of trend and shortfall would have been affected by quali
tative appraisal as well as by formula. 
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countries over the period from 1951 to 1964, and if it baa been used to 
the full, indicate that an extension of the limit on outstanding drawings 
from 25 to 50 per cent of quota would have increased the effectiveness 
of assistance provided under the facility in a proportion roughly commen
surate with the increased "cost" involved. The extent to which export 
availabilities are brought closer to the trend value of exports "l·lOuld have 
been increased by almost 50 per cent, the extent to which availabilities 
are smoothed out uould have risen by some 60 per cent., while the average 
drawings outstanding would have risen by some 65 per cent. The dataare 
set forth at Table 3. 

In the rather favorable circumstances which have prevailed sL~ce the 
compensatory financing decision, only three compensatory drawings have 
taken place.. It is note>•orthy, however, that in one of them (the case of 
Sudan), the amount of' compensation which would prima facie have been paid 
under the facility Has restricted by the existence of the 25 per cent 
maximum . In t he other two cases the amount of compensation paid vTas not 
so restricted but in each case a single compensatory drawing absorbed, 
respectively, 86 per cent and 71 per cent of a quota tranche. 

Table 3D Compensatory Financing: Fund Scheme with/Varied 
Limits Applied to Data for Years 1951-64! 

Approxi- Smooth- Average 
ness Drawings 

Limit 
matio~/ 
RatiO-' RatioJ/ Outstanding~/ 

.25 of Quota . 023 . 029 .29 

.50 of Quota 
(a) Unqualified . 034 .046 .48 
(b) QualifJed as to rate of 

use2. .035 . 047 .45 

None .100 .121 1.36 

1/ Scheme applied to a sample of 48 countries. Coefficients of .5, 
. 25 and .25 applied to years t, t-1, and t-2, respectively, to compute 
shortfalls. Drawings are assumed to be repaid one half in the fourth and 
one half in the fifth year after drawing, regardless of the level of' 
exports in those years. The quotas in per cent of vlhich the limits are 
expressed are not present quotas but those obtaining at the relevant 
dates during the period 1951 to. 1964. 

2/ Proportionate decline in root mean square percentage deviation of 
export availabilities from trend value of exports. 

3/ Proportionate decline in root mean square percentage deviation of 
export availabilities from trend value of such availabilities. 

4/ Average for all years of t otal amounts outstanding, in billions of 
U.S. dollars. 

5/ Drawings outstanding may not increase in any year by more than 25 
per cent of quota. 
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From a compensatory financing standpoint there is much to be said for 
extending the limit of the facility from 25 to 50 per cent. Since, however, 
it would involve an addition to the amount of liquidity which the Fund 
provides on liberal conditions , it might tend to reduce countries' willing
ness to have recourse t o facilities of a more strictly conditional character. 
This weakening of conditionality, which will be somewhat intensified -by the 
separation of the compensatory facility from other drawing facilities which 
has been recommended in the preceding section, is perhaps t he most impor
tant disadvantage of the proposal under consideration. 

Account should also be taken of the possible effect on the Fund 1 s own 
liquidity, i.e., its effect on the probable . level of drawings relative to 
resources provided by ~uotas in the Fund. As shown in Table 3, if the 
compensatory facility had existed over the period 1951-64, and if all the 
48 countries covered by the table had made full use of t hat facility, an 
extension of the limit from 25 per cent to .50 per cent of present quotas 
would have increased the average amount of ·compensatory drawings out 
standing from $290 million to $480 million . From the standpoint of Fund 
liquidity, however, what matters is not so much the average amount of com
pensatory drawings outstanding as the amount liable to be outstanding at 
peak periods . It is estimated that, on the assumptions set forth above , 
the extension of the limit from 25 per cent to 50 per cent would have raised 
the maximum amount of compensatory drawings outstanding within the period 
from $400 million to $740 million or, say, from 18 per cent to 33 per cent 
of the quotas of t he countries concerned in t he year--1955--in ivhich these 
maxima occurred. On t he assumption that potential peak year compensatory 
drawings outstanding at any given percentage limit have expanded since 
1955 in proportion to quotas it may be estimated on the basis of the new 
quotas becoming effective in 1966, that outstanding drawings for a peak 
year like 1955 would now amount to somewhat more t han $1,100 and $2,000 
million for the 25 per cent and 50 per cent limits, respectively. Since, 
however, countries with adequate reserves will often not use opportunities 
for compensatory drawings that are open to them, or will not exercise their 
full entitlement to such drawings, and since any use made of the compen
satory facility is likely to reduce to some extent requests for ordinary 
drawings, the true magnitude of t he additional use of Fund resources at 
peak periods involved in t he extension of the limit would be unlikely to 
exceed, say, $400 million to $500 million . Moreover, past experience 
would suggest that while peak years for compensatory drawings outstanding 
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would be likely to occur in years when non-compensatory outstandings were 
relatively high, they would not be likely to coincide ~recisely with the 
peak years for non- compensatory drawings outstanding.11 

Balancing the divergent considerations discussed in this section, 
it is intend .d that: 

(i) the limit on the use of the compensatory facility under 
Paragraph 5 of the Compensatory Financing Decision of 1963 
should be raised from 25 per cent to 50 per cent of quota; 
but that 

( ii) the ne\·T lirni t should apply in all c ircWIJstances and not merely 
as i·lith the present limit, "normally" ;?J 

(iii) in any twelve month period the net expansion in drawings out
standing under Paragraph 5 of the Decision should not exceed 
25 per cent of quota; and 

(iv) 

y 

any drawings the effect of Hhich vrould be to raise drawings 
outstanding under Paragraph 5 of the Decision beyond 25 per 
cent of quota ivill be granted only if the member country, 
in addition to fulfilling the requirements of the Decision, 
is found to have been following policies reasonably conducive 
to the develo ment of its exports. 

Outstanding Drawings in Relation to Fund Quotas, 1951-64 
(in per cent of total Fund quotas) 

1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 
1962 
1963 
1964 

1/ 
cent 

Actual Fund Drat-rings 
Less 

All developed 
countries countries 

12.1 
11.0 
10.5 
8.3 
6.0 

11.9 
21.8 
21.2 
11.0 
6.9 

18.0 
11.6 
11.6 
16.1 

3-5 
3.0 
3-7 
4.0 
3.3 
3.8 
7-9 
8.6 
5.8 
5-9 
8.7 
9.0 
9.6 
8.9 

Hypothet:'..ca.l 
compensa~/ry 
dra'ivings;.': 

0.1 
2.6 
5.0 
4.5 
4.0 
3-9 
3.2 
4.6 
2.3 
1.3 
1.4 
1.6 
0.9 
0.7 

Mixed Repurchase Scheme with qualified 50 per 
limit. 

2/ The relevant words of the Decision are: "The amount of drawings 
outstanding under this decision will not normally exceed 25 per cent of 
the member's quota." 
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The limitation suggested under (iii) above will impose a delaying 
effect in ut ilizing the compensatory facility to the full extent proposed 
under (i) . As will be seen from Table 3, this arrangement would probably 
yield sligh~ly better results with respect both to approximation to export 
trend and to smoothness of expert availabilities than would an unqualified 
limit of 50 per cent of quota, and would be slightly less expensive · t 'o the 
Fund in terms of drawings outstanding. 

1n co~~ection with the delaying effect of proposal (iii), it should 
be borne in mind that Consultations under Article XIV or Article VIII 
would provide an opportunity for testing the extent to which a member had 
implemente'd its undertakings under earlier compensatory drawings to 
"cooperate with the Fund in an effort to find, where required, appro~riate 
solutions for its balance of payments difficulties," and also the extent 
to which it was complying with the conditions set forth at (iv) above . 

If t.J.:le resources needed by a member to deal with a ~articular short
fall exceeded t he amount per mitted under condition (iii) above and the 
member desired additional assistance from the Fund, it would enter into 
discussions with the Fund for a drawing on the te~s normally applicable 
to the tranche in which the country found itself .~ This would be a 
drawing under Paragraph 4 of the 1963 Decision, and, as such, would not 
be limi'ted in magnitude to any a priori percentage of the member's quota. 

IX. Repurchase of Compensatory Drawings 

The third measure recommended by UNCTAD for study by Fund member 
governments is: 

"(3) To explore ways to secure possible refinancing of 
compensatory financing obligations of the developing countries 
in the event of a persistent shortfall in export receipts beyond 
the control of the country affected . " 

While there is no specific provision in ·the Compensatory Financing 
Decision of 1963 for refinancing of compensatory drawings, refinancing on 
a short- to medium-term basis would, in effect, be possible under present 
proc£dures in the circumstances t hat appear to be envisaged in the recom
menuation, viz., in the case where at the time when t he repurchase falls 
due there is a shortfall in export receipts beyond the control of the 
affected country . The repurchase would, of course, restore the compen
satory financing facility pro tanto, and if at that time an export short
fall of t he type described persisted, the member would be in a position 
to e.pply for a new dra\vinG under t his facility. It H·ould not, however, 
be able to increase its outstanding compensatory drawings as much as if 
t here had been no repurchase obligation. Moreover, a country that had 

l) In accordance with the proposal at p. 16 above, the terms in 
question would, of course, be determined by the Fund's holdings of the 
member's currency, exclusive of those arising from drawings outstanding 
under Paragraph 5 of t he Compensatory Financing Decision. 
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made a compensatory drawing might suffer hardship by having to repurchase 
in a year in vJhich, even though it had no shortfall, neither had it any 
excess of exports over the norm out of which it could afford to make 
repayment. 

This r aises t he much more fundamental issue as t o whether repayments 
for compensatory dravTings should take place according to the normal 3 to 
5 years r1.:1£;;, or whether they should take place, entirely or to a con
siderable extent, in years in which exports exceed the estimated trend 
value. As can be seen from Table 4 belmv , schemes in vThich (a) repurchases 
were made exclusively out of export excesses J and (b) the full amount of 
such excesses was directed to repurchases would probably, over the years 
1951 to 1964, have enhanced the degree of approximation to the export trend 
by over 20 per cent, and t he smoothing effect of the facility on export 
availabilities by over 50 per cent as compared to schemes involving 
repurchase under the 3 to 5 year rule . This holds true whether the limit 
on outstanding drawings is 25 per cent or 50 per cent of quota. For 
schenes without limits the superiority of compensatory repurchase would 
have been still greater. 

Contrary to vThat might perhaps at first sight be ar;sumed, the change 
in the timing of repurct.ases ,.,ould also, save in t he "no limit" case, have 
reduced t he average length of time for which compensatory drawings remained 
outstanding and hence have reduced the average amount of compensatory 
drawings outstanding at any one time . It seems probable, therefore, that 
a system whereby compensatory drawings are repaid out of export excesses 
rather than under the 3 to 5 year rule vrould do much to improve the 
performance of the facility Hithout any additional "cost"--indeed \vith a 
reduction in cost- -in terms of drawings outstanding . 

In order to apply this method of repayment for compe~~atory drawings, 
calculations would have to be made at twelve-monthly intervals to see 
whether or not export excesses had occurred . These calculations might be 
made with respect to calendar years or Fund financial years, beginning with 
the first complete year following the drawing. Alternatively, and pre 
ferably, they might be made for each tVlelve-months period, beginning with 
the t>ielve months immediately folloVling that with respect to which the 
drawing had been granted . Since it would be a matter not of a drawing 
facility, but of a repayment obligation, it would be inappropriate to 
rely to any extent on qualitative estimation of a necessarily subjective 
kind in calculating the export excess. This should be done on the basis 
of th3 statistical formula adopted as an element in the calculation of 
shortfalls. 
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[The following passage, to the end of the section on "Compensatory 
Facility and Fund Liquidity," diverges substantially from the corresponding 
passage from the foot of p . 22 to p . 26 inclusive in SM/65/101, and 
proposes a type of mixed repayment system for compensatory drawings 
different from that proposed in SM/65/101. These changes were made to 
meet the point made by a number of Executive Directors that repurchases 
out of export excesses~ though avoiding the difficulties that would arise 
from repurchase requirements occurring at a time of poor or mediocre . 
exports, might have difficulties of their own in that the amount of the 
repurchase obligation would not be known in advance . The system now pro
posed attempts to avoid or mitigate both sets of difficulties, in a manner 
not unduly expensive to the Fund.] 

Two difficulties arise with respect to this fully compensatory system 
of repurchases out of export excesses. The first concerns the predic
tability of repurchase obligations. Countries might occasionally find 
it difficult to repurchase compensatory drawings to the full extent of any 
excess of actual over trend value of exports, partly because an expansion 
in exports would probably entail some increase in import requirements, and 
partly because the obligation to repay would not be known with certainty 
until after the event. This difficulty should not be exaggerated . Owing 
to the manner in which export excesses are calculated, only one ha1f . of any 
increase in exports over the average level in the two years preceding the 
excess year could give rise to a repurchase, and if serious problems on 
repurchase should nevertheless arise owing to circumstances affecting other 
items in the balance of pa~nents, it would always be possible for the Fund, 
under appropriate conditions, to agree to an ordinary drawing at the . time 
of the compensatory re~urchase. Nevertheless, it is possible that countries 
might prefer to have their repurchase obligations expressed in a more 
predictable form. 

The second difficulty arises from the fact that under the system of 
repurchase out of export excesses a ·proport.ion of the repurchases cif compen
satory drawings would probably .remain outstanding for longer periods than 
has hitherto been deemed compat-ible with the temporary character of Fund 
assistance. This does not mean.'that repayment uould normally be more 
delayed than under the 3 to 5 year rule. Indeed, if, as indicated in 
Table 4, the amount of compens'atory drawings outstanding is generally 
likely to be less when repayments are geared to exports than when they are 
made under the 3 to 5 year rule, the average length of time for lvhich a 
drawing remains outstanding will probably be less in the former than in the 
latter case. More direct measurements of probable periods for which com
pensatory drawings would remain outstanding if repayments were also on a 
compensatory basis are given in Table 5, which is based on the experience of 
t he years 1951-64. From this it can be seen that, even with an unqualified 
limit of 50 per cent of quota, some two thirds of all compensatory drawings 
would be repaid within 3 years, and more t han four fifths within 5 years . 
The residue remaining outstanding beyond 8 years might be about 1 per cent . 
In considering these results, it should be borne in mind that the repur
chase obligations under Article V, Section 7, would, of course, continue 
to apply--a fact which could not be taken into account in the calculations 
set forth at Table 5. 
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Table 4. Compensatory Financing: Fund Sc!ff7II1e 
with Varied Forms of Repayment, 1951-64!1 

RepaymeP-ts Sy_s_t_em ___________ F_i_x_e_d __ T~er~~-2_/ ____ c_om_p~e_n_s_a_t_o_ry~-_3/ ____ M_ix __ e_d3_4/_ 

Approximation Ra~~o2/ 
Smoothness Rati~ 
Average Drawings Outstanding1/ 

Approximation Ratio 
Smoothness Ratio 
Average Dravrings Outstanding 

Approximation Ratio 
Smoothness Ratio 
Average Drawings Outstanding 

Approximation Ratio 
Smoothness Ratio 
Average Drawings Outstanding 

25 Per Cent of Quota Limit 

.023 

.029 

.29 

.028 

.045 

.17 

. 026 

.036 

.26 

50 Per Cent of Quota Limit (UnQualified) 

.034 

.046 

.48 

.042 

.072 

.36 

. 041 

.060 

.48 

50 Per Cent of Quota Limit (Qualified) 

.035 

.047 

.45 

.100 

.121 
1.36 

.0~-3 

.071 

.28 

No Limit 

.155 

.216 
1.49 

.042 

.060 

.42 

.160 

.205 
1.77 

l/ Heights of .50, .25 and .25 applied to years t, t-1, and t-2, res
pectively, for estimating calculated norm. 100 per cent compensation 
of calculated shortfall. 

2/ Amounts outstanding at end of three years are assumed to be repaid 
one half in the fourth and one half in the fifth year after drawing, 
regardless of level of exports. 

3/ 100 per cent of export excesses applied to repayment in all years. 
4/ Repayment in five equal instalments, beginning in the year following 

the shortfall year: repayments on past drawings are deducted from exports 
for the purpose of computing shortfalls. 

5/ Proportionate decline in root mean square percentage deviation of 
export availabilities from trend value of exports. 

6/ Proportionate decline in root mean square percentage deviation of 
export A-vailabilities from trend value of such availabilities. 

7/ Average for all years of total amounts outstanding, in billions of 
U.S. dollars. 
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If the requirement that the Fund assistance be "temporary" could be 
deemed to be adequately met by the manner in which export shortfalls and 
excesses are calculated, and oy the statistical probability that the .. 
average period of repayment will be short, this change is one which it 
would be advisaole to adopt. Hov1ever, it is considered that this require 
ment calls for a fixed maximum term for every drawin~, which would make it 
difficult to adopt the repayment system under consideration in an unmodi
fied form. 

A "mixed" system on the following lines would seem to meet both of the 
difficulties referred to above and to combine many of the advantages of 
"comr;ensatory" and "fixed term" repurchase respectively: 

(a) Compensatory drai·Tings -vmuld be repaid in equal annual instal
ments over a five -year period. 

(b) In estimating export shortfalls for the purpose of mru{ing com
pensatory drawings, the Fund would, if the member so requested, 
deduct from the figure for actual exports any repurchases on 
past compensatory drawings that had been made within 12 months 
pri0r to the new compensatory drawing. Such deductions would 
not affect the computation of the export norm for the shortfall 
year. 

(c) Any request for compensatory drawings involving a deduction 
such as that described at (b) above would be met only if the 
Fund was satisfied that the member, in addition to fulfilling 
the requirements of Paragraph 5 of the Compensatory Financing 
Decision, had been follovTing :policies reasonably conaucive to 
the development of its exports. 

To the extent that a member took advantage of the deduction, the effect 
of this arrangement would be that the member vTould repay, with resfect to any 
compensatory drawing, either the ·ue inctalment for the year or its export 
excess, whichever was the less. This would be easier on the member, in 
re~r;~ct of the .~redictability and possibly the amount of the repayment in 
certain years, +.han the system of full comr;ensatory repayment out of export 
excesses. It would diff er from that system in tv1o other ways~ ( i) Normal 
repurchases would be the occasion for a new compensatory drawin~ provided 
an appraisal r,artly on a qualitative and not entirely on a formula basis 
justified such a drawing, and the member declared that it was pre:rared to 
discucs its policy wit~ the ~~d. (ii) The addition of paragraph (c) 
introduces ~he concept that t he country would have to satisfy the Fund t hat 
it bad been pursuing reason~ble e port policies even where the drawing, 
insofar as it was occasioned by a repurchase, would fall i-Ti.thin the first 
compensatory tranche. The latter feature would eliminate one of the 
possible defects of the fully compensatory repurchase system, viz ., that a 
country will never repurchase if its exports, having once declined, continued 
to stagnate--insofar as the stagnation was attributable to faulty policies. 
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Table 5. Duration of Drawings under Compensatory Repayments System±/ 

Total drawings 

Repaid: 
Within 3 years 

Outstanding after : 
Fifth year 
Eighth year 

(Period = 1951-64) 

25% of Quota Limit 

Billions Per Cent 
of U.S. of 
Dollars Drawings 

. 89 

.09 

.01 

100 

83 

10 
about 1?} 

50% of Quota Limit 
(Qualified) 

Billions Per Cent 
of U.S. of 
Dollars Drawings 

1.24 100 

·97 

.15 2/12 
about 1-

50% of Quota Limit 
(Unqualified) 

BillioLs Per Cent 
of u.s. of 
Dollars Drawings 

1.45 100 

-97 67 

.27 . 2/18 
about 1-

1/ Coefficients of .5, .25-and .25 applied t o years t, t-1, c..nd t-2, 
respecti vel.y, t o compute shortfalls . Full compensation of shortfalls is 
assumed. One hundred per cent of excesses applied to repayment. 

2/ Since s cmc of· t he drawings in question were still outstanding at the 
end of t he period but haa not yet reached t heir eighth year, this figure is 
an estimate . 

As will be seen fr om Table 4, t he performance of this "mixed" system 
of repurchase , over the years 1951- 64 , as measured by the approximation 
ratio and t he smoothness ratio, would probably have been bette;:- than t hat 
of the "fixed. term" (3 t o 5 years) system of repurchase, and only sJightly 
inferior--except where there are no limits to outstanding drawings --to that 
of a fully compensatory system of repurchase out of export earnings . 

The "cost" in terms of dra-wings outstanding is higher for the "mixed" 
system t han f or a fully compensatory system of repurchase. This is the 
price t hat has to be paid for increasing t he pred i ctability of repurchase 
obligations. The cost is, however, no greater--so long as t he outstanding 
drawings of individual countries are limited to 25 per cent or 50 per cent 
of quota--than under the present system of repurchase within 3 to 5 years. 

X. Changes i n t he Compensatory Facility and Fund Liquidity 

On page 19 above an estimate was made of the possible charge on Fund 
liquidity t hat might arise from additional dravring s associated with an 
extension of individual country limits on outstanding compensatory drawings 
from 25 per cent to 50 per cent of quota. At this point, a similar calcu
lation is in order as to the charge on Fund liquidity that might result from 
adopting both of the principal measures suggested above, viz., (a) the 
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extension of the limit from 25 per cent to 50 per cent with the qualifi
cation that the increase in outstandings in any year should not exceed 
25 per cent, and (b) the adoption of the "mixed" system of repurchase 
discussed above in place of the fixed-term system of repurchase which 
applies at present. Some additional claims on Fund resources might also 
arise from the pr oposed separation of the compensatory facility from the 
other drawing facilities of the Fund, but this cannot be quantified ru1d 
is unlikely to be large. 

As can be seen from Table 4, the transition from "fixed term" repur
chase with a 25 per cent of quota limit, to a "mixed11 system of repurchase 
with a qualified 50 per cent of quota limit would, over t he 1951-64 
period, have involved an increase in t he average level of potential com
pensatory dra,vings outstanding from $290 miliion to $420 million, i.e., an 
increase of $130 million . The maximum level of potential compensatory 
dravrings outstanding vTould like<:·Tise have risen from $400 million (in 1955) 
to $560 million (in 1958), i.e.) by $160 million. On the assumption that 
peak year potential compensatory drawings outstanding have expanded since 
1955-8 in proportion to quotas, the proposed changes in limits and 
repurchase systems might, under present conditions, raise maximum poten
tial ·compensatory drawings from $1 ,100 million to $1,500 million, Le., by 
$400 million. Allowing for failure to use the full entitlement to ~om
pensatory drawings and other factors, it seems unlikely that the inc·rease 
in peak year drawings occasioned by the proposed changes would in practice 
exceed $200 million . 

XI. Conc:tusions for Action 

More than three years have now elapsed since the creation of the com
pensatory financing facility, and though it has not been extensively used 
the Fund has had sufficient experience with it to review and reappraise its 
application and scope. As a result it has been deemed desirable both to 
clarify the circumstances under vrhich the facility . can be used and to 
introduce into it certain modifications designed to increase the effective
ness of the assistance which the Fund pr ovides to members. 

In determ;_ning the medium-term export trend for the purpose of calcu
lating the export shortfall the practice hitherto has been to give approxi
mately equal vTeight to statistical and qualitative estimates, respectively. 
Experience suggests that qualitative estimates based on commodity analysis 
gives a closer estimate of the trend; consequently qualitative estimates 
will receive a greater weight in the future. 

At p~·e;;;cr.t, the Fund is prevared to vTaive the requi.rement that total 
outstanding drav1Jne;s may not exceed the Fund holdings of a member's currency 
beyond 200 per cent of quota either to a~ c' >lrtTTH>flate compensatory drawings or, 
to the extent that compen~atory drawings are outstanding, to acc0mmodate 
other drawings . However, drawines under the compensatory facility are 
included in Fund holdings of the member 's currency in applying the tr~n~he 
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policies of the Fund t o subsequent drawings . Full r ecognition of the 
special circumstances which give rise to compensatory drawings .would make 
it desirable to separate this facility from normal drawin~ facilities of 
the Fund so that additions to the amount of compensatory drawings out
standing 1vould not in any 1-1ay affect the tranche policies applicable to 
other drawings. 

While t he use of the compensatory facility is most needed when a 
shortfall~pears, members may be precluded or deterred from requesting use 
of the facility at that time since the full amount of shortfall can be known 
only after the interval of several months. To meet this problem it is pro
posed that within six months of any drawing, members should be enabled to 
reclassify all or part of it as a compensatory drawing and thus to restore 
to that extent their normal drawing rights for future contingencies. 

Under the 1963 Decision outstanding drawings under the compensatory 
facility are limited normally to 25 per cent of quota . It is believed that 
an extension of the limit on outstanding drawings from 25 to 50 per cent 
of quota would add substantially to the value of the assistance provided . 
At the sarrre time it is important to avoid such changes as \·Tould tend to 
weaken the ability of t he Fund to exert its influence with members t oward 
early adoption of sound corrective :policies. It is, therefore, proposed 
that compensatory dra>'iings outstanding may amount to a maximum of 50 per 
cent of quota, but that during any twelve-month period t he amount of such 
drai..J'ings outstanding may not increase by more than 25 per cent of quota and 
that requests which would increase outstanding compensatory drawings beyond 
25 per cent of quota should be met only if the Fund is satisfied that the 
member has been following reasonably sound export policies. 

Tl:e question of repurchases of compensatory dra\<rings has also been 
reconsidered in light of the possibility that the course of ex~ort receipts 
may make it difficult for a member to repurchase drawings fully within 3 
to 5 years . On the other hand, repurchase terms should not be so changed 
as to undermine the revolving nature of Fund resources. Balancing these 
considerations, it is proposed that compensatory drawings should be 
repayable in equal annual instalments over a five -year period but that the 
member should be able to offset such repurchases against actual export 
receipts for the purpose of determining the amount of any new compensatory 
drawings if it is able to satisfy the Fund that it has been pursuing 
reasonably sound export policies . 

XII. Decision 

In the light of the foregoing considerations, Decision No. 1477-( 63/8) 
of February 27, 1963, on Compensatory Financing of Export Fluctuations is 
hereby amended by the deletion of paragraphs (5) through ( 8) and the sub
stitution of the following paragraphs: 
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"(5) The Fund has reviewed its policies to determine how it could 
more readily assist members, particularly primary exporters, encountering 
payments difficulties produced by temporary export shortfalls, and has 
decided that such members can expect that their requests for drawings will 
be met where the Fund is satisfied that 

(a) the shortfall is of a short-term character and is largely 
attributable to circumstances beyond the control of the 
memberj and 

(b) the member will cooperate with the Fund in an effort to find, 
where required, appropriate solutions for its balance of 
payments difficulties. 

Drawings outstanding under this ~aragraph may amount to 50 per cent of the 
member's quota provided that: (i) such drawings will not be increased by a 
net amount of more than 25 per cent of the member 's quota in any 12-mont h 
period, and (ii) requests for drawings which would increase the drawings 
outstanding under this paragraph beyond 25 per cent of the member's quota 
will be met only if the Fund is satisfied that the member has been following 
policies reasonably conducive to the development of' its exports . 

(6) A me~ber requesting a drawing under paragraph (5) will be expected 
to represent that it will make a repurchase corresponding to the drawing in 
equal annual instalments to commence one year after the drawing and to be 
completed not later than five years after the drawing . However, in esti
mating export shortfalls for the purpose of drawin3s under paragraph (5), 
t he Fund will, if the member so requests, deduct from the figures for actual 
exports an amount equivalent to any repurchases made with respect to past 
drawings under paragraph (5) within l2 months of the request for the new 
drauing. A request for a dravring with respect to a shortfall which results 
in uhole or in part from such deductions will be met by the Fund if it is 
satisfied that the member , in addition to fulfilling the requirements of 
:paragraph ( 5), has been follovTing policies reasonably conducive to the 
development of its exports. 

(7) Whenever the Fund's holdings of a member's currency resulting 
from an out,standjng compensatory drawing under paragraph ( 5) are reduced, 
by thP. member's re:pllrcbase or otherwise, this will restore pro tanto 
the member's facility t o make a further com~ensatory drawin~ under that 
paragr::1ph 7 should the need arise. 

( 8 ) l-lh10:n dravlings are made under pa.rag1:aph ( 5) , the Fund will so 
indicate in an avi'l.'"l'.l.·jal:;c rnauner. Wjthi.n six moul:;hs from the date of any 
dra•Ting which is not under .fJS.rAg.l:aph (5) and to the extent that it is still 
outstandj 1Jg 7 a member may request that all or part of the drawing be reclas
sified and treated, for all purvoses of this decis ·i.on , as a drawlng made 
under paragraph ()). The Fund w ll J agree to such a 1·equest if at the time 
of the request the member meets the reqnirements for a dra\·dng of an equal 
wn<•unt ·mde:r rRrav:a:ph ( 5) and makes the represeutati.on as to repurchase 
appropriate to such d:t·aw j nes;; wbich representation \·till then be substi
tuted for the origlnal repurchase representation. 
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(9) In order to implement t he Fund's policies in connection with 
compensatory financing of export shortfalls, the Fund will be prepared to 
waive the limit on Fund holdings of 200 per cent of quota, where appro
priate. In particular, the Fund will be prepared to waive this limit 
(i) where a waiver is necessary to permit compensatory drawings to be made 
under paragre-.,;bs ( 4) and ( 5) above, or ( ii) to t he extent that drawings in 
accordance 1-1i th parue,;raph ( 5) al·e still outstanding. 

Moreover, the Fund vlill apply its tranche policies to drawing requests 
by a member as if the Fund's holdings of the member's currency "rere less 
than its actual holdings of that currency by the amom1t of any drawings 
outstanding under paragraph (5). 

(10) In order to identify more clearly what are to be regarded as 
export shortf alls of a short-term character, t he Fund, in conjunction with 
the member concerned, will seek to establish reasonable estimates regarding 
the medium-term trend of the member's exports on the basis of appropriate 
statistical data in conjunction with qualitative information about its 
export prospects. 

(11) The provision of Cl'edit to deal with the balance of payn:ents 
effects of export fllJ_ctuations provides im.1IJedin.te relief for a country's 
short-term difficulties. In many cases, hov1ever, it uill also be necessary 
to introduce re~asures of a policy character in order to attain a satis
factory and lasting solution to a country's balance of payments problems . 
Members generally have actively cooperated with the Fund to find and adopt 
the measures necessary to t his end. Beyond immediate balance of payments 
difficulties, the rimary exportin~ countries are, in many instances, 
facing unfavorable long-term export trends, and all are trying to meet the 
challenge cf achieving more rapid and sustained development through a 
strengthening and broadening of their economies. The last mentioned problem 
vrill require action in many fields and over many years by both the primary 
exporting countries and t he industrial countries, separately and in concert, 
including readier access to the markets of the developed countries for the 
products of the developing countries and an appropriate and sustained flow 
of technical and financial assistance to the Ceveloping countries. The Fund 
considers that its activities can provide valuable assistance in helping to 
establish a climate within which longer-term measures can be more effectively 
pursued." 
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APPENDIX "A" 

Un::i.ted Nations Conference on T-rade and Development 
Final Act and Report 

Annex A. Dl . 17 

study of Measures Related to the Compensatory Credit System 
of the Int~rnational Monetary Fund 

The Conference, 

Considering that the compensatory credit system put into operation 

by the International ~!lonetary Fund since February 1963 constitutes a 

definite step towards the solution of short-term financing problems, 

Considering that, in view· of the short- term needs of developing 

countries derived from fluctuations in their export receipts, this system 

should be reviewed, 

1 . Recommends that Governments members of the International Monetary 

Fund study the following measures: 

(l) To increase, as soon as possible, the amount allocated 
by the Fund to compensatory financing, over and above its 
current transactions, from · 25 per cent to 50 per cent of a 
member country's quota; 

(2) To place compPnsatory credits entirely outside the struc
ture of the gold and successive credit tranches, so that the 
dra-vr:.ng of corc.pensatory credits >wuld not directly or 
indirectly prejudice a member's ability to make an ordinary 
drawing; 

( 3) To explore ways to secure possible refinancing of compen
satory financing obLigations of the developing countries in 
the event of a persistent shortfall in export recelpts beyond 
the control of t~e country affected . 

2. Requests that the International l!lonetary Fund, in its determina-

tion of the shortfall in export receipts, consider giving greater 11eight 

to the actual experience of the t hree preceding years. 
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Excerpts from ~peeches 0f Governors 
at the 1965 Annual Meetings 

AFGHANIST<U~ (Governor Achac zai) 

APPENDIX "B" 

The recent fall in basic commodity prices and difficulties in mar!~et
ing total available supplies ·vrill necessitate compensatory financing in 
the coming months. To meet these needs, the facilities of the Fund need 
improvement . 

ARGENTINA (Governor Pugliese, on behalf of 19 Latin American countries 
and the Philippines) 

We should like to reiterate our oplnlon once more regarding the 
decision adopted in 1963 by the Executive Board of the Fund on the compen
satory fine.ncing of l osses in the export proceeds of p~huary-producing 
countries. "vle recognize that this represents a contrjbution toward the 
partial solut ion of t~1is very im"Portant problem. However, it would be 
advisable to consider three funda~mental aspects: 

l) The need for considering the compensatory tranche in addition 
to the normal credit facilities of the 1·1onetary Fund . The 
decision of February 1963, indeed, permits the drawing without 
taking into consideration the position of the r eque sting 
co,mtry l·rith regard to the credit tranches . Never~ .beless , the 
drawi ng has been added to those already mc.d.e ancl -l:.hus r,1ay 
affect the country's position in respect of futu::~e transactions 
vrith the Fund . In our opinion it is of the greatest importance 
that the corr~nsatory drawi ng be allotted quite separately from 
the others and invested with the supplementary nature that the 
different scheme s favored by our countries have always upheld. 

2) The amount available under this type of loan, limited to 25 per 
cent of each member's quota, is of insufficient size even in the 
case of very moderate depressions . If this ceil ing were raised 
from 25 to 50 per cent, more signifi cant resources would be made 
available to the countries exporting primary pr oducts, without 
th~ s entailing a very heavy btuUen on the resources of the insti
tution . 

3) In conclusion, ve Hould emphasize the non- automatic nature of 
the drawings permitted . In the decisions on individual cases 
submitted to the consideration of the Executive Board there 
has been some flexibility, although i n all of them there has 
been no lack of a subjective assessment in the determination 
both of the amount to be compensated and of the circumstances 
in ·Hhich the loss of income occurs . 
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CEYLON (Governor Wannina.yake) 

I was e!lcouraged by the reference by Mr. Schweitzer to the work that 
the Fund is now undertaking to improve the compensatory financing facility. 
Several speakers have urged that compensatory assistance should be provided 
for a decline in the terms of trade rather than for a fall in export earn
ings alone. My ovm country's experience in recent years vividly illus
trates the importance of this reform. We suffered a decline in the terms 
of trade by 13 per ce!lt in two years alone, but since this was almost 
entirely due to an increase in import prices ••e v7ere unable to avail 
ourselves of the compensatory financing facility. I do sincerely hope 
that this particular improvement in the scheme will be made effective at 
an early date. 

CHINA (Governor Lee) 

Hoi•ever, the scanty application that developing countries have made 
of the compensatory financing facility of the Fund would seem to indicate 
that the economic problems of developing countries cannot readily be solved 
through temporary accessibility to credit. 

GREECE (Governor Zolotas) 

• • • improved facilities for compensatory financing and more flexible 
condition<:: for draivings and repurchases should also be envisaged to provide 
for a direct contribution to the liquidity position of developing countries. 

IRAQ (Governor Haseeb) 

May I point out in this connection that the compensatory financing 
scheme of the Fund, though admirable in itself, suffers from one drawback. 
Tne borrowing facility under this scheme is available to primary producing 
countries when the shortfall in their exports is due to factors beyond 
their control. Since the decline in exports in such cases would be 
temporary and self-correcting, the Fund should not make the facility 
conditional on the p~~suit by the country concerned of particular policies 
about its general balance of payments position. 

SUDAN (Governor El Hindi) 

Appreciative as vre are of the Fund's efforts in this respect, we 
strongly feel that the terms and conditions under vrhich the Fund provides 
such compensatory assistance (and, indeed, any other assistance) should be 
reconsidered 1rl th the vie1-1 of softening them. It is no secret that a 
very limited number of members have so far made use of these arrapgements, 
in spite of the pressing need of many for such assistance. 
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UGANDA (Governor Kalule-Settala) 

While the Fund's operations are properly concerned with short-term 
balance of payments aspects, it may not be possible under conditions of 
fluctuating export earnings to differentiate between the short- and the 
long-term aspects. Such ::!cnditions tend to make public deut. burdens unduly 
onerous on developing countries which base the servicing of their public 
debt burden on the eXIJectation of a steady and reasonable growth in export 
earnLngs. It is therefore important in my view that both the Banl\: and the 
Fund should continue their efforts to find solutions to these problems. 
The Fund, on the one hand, should review the present compensatory financing 
arrangements to take account of the problems of fluctuating export earnings . 
The Bank, on the other hand, should continue to play a prominent role in 
evolving price stabilization machinery for primary products in association 
with lJ"NCTAD . 

UNITED ARAB REPUBLIC (Governor Kaissouni of the Bank) 

Thus, the compensatory financing facility could be increased from one 
ti·anche to t-vm tro,nches and the criteria for using this facility could be 
iKproved to take into account results to date and discussions in UNCTAD . 

VIET-NM~ (Governor Truong Thai Ton) 

In particular, the nonliberal trade policy adopted by developed 
countries has obstructed the entry into these countries of priJr,ary manu
factured products from the underdeveloped countries. To be aurc, the action 
of the Ba:rJr and Fund in the fonn of compensatory financing granted to 
countries exporting primary products or in the form of assistan~e for the 
development and expansion of trade has been highly effective . However, 
the action necessary for the r emoval of discriminatory trade practices or 
other obstacles to the development of international trade should be hastened . 
This action should be supplemented by a complete revision of the present 
system of international payments . We also have high hopes that "\'lith the 
general increase in Fund quotas, the Fund will be able not only to grant 
compensatory financing facilities on a br oader basis, for example , by 
increasing the percentage of this financing , but also to consider ways to 
aid countries which have experienced a temporary export shortfall as a 
result of crop losses caused by war, floods or other natural calamities. 




