HMEMORANDUM

TO: Mr. Rhomberg : o March 10, 1967
’ ‘Mr. Ridler S : ' '

FROM: Je. Marcus TFleming ,

SUBJECT: Cnmgensatory'Financing-—ﬂouhle Compensation=—
Sequence of Ordinarv Drawings )

Quite probably we shall soon have to deal with the question of
improving the procedure for calculating double compensation in the event
of a sequence of ordinary drawings occurring within the shortfall period
of the compensatory financing drawing., One possible solution was out~
Yined in the earlier drafts of the annex of the Colombia paper but was _
dropped, I would like you to consider the reletive merits of that solution
and of one or two other possibles:

l. Calculate the compensatory element attributable to each of the eordinary
drawings as if it had been the only ordinary drawing in. the perlod, and
subtract the largest of. these compensatory elements from the shortfall
caleulated with respect to the compen satory drawing.

2, Conolder as compensation already pald either the prorated shortfall ”
associated with the latest ordinary drawing or the sum of the prorated
portions of all the orxdinary drawings, whichever is the less,

There may be other and better seolutions.

¥We ought also to consider how to assess the compensatory element
in an ordinary drawing which takes place after the end of the shorxtfall
pericd asscciated with the compensatory flnancing 1equest but before the
sald request. :



Mr. Ridler S p February 24, 1967

J. Marcus Fleming

Niger-wCompensatory Tlnencing

We can deal with the question of ex~French colonies receiving some
sort of an export support from France or the Furopean Community whea the
problem arises, My present prejudice would be in favor of adopting some
convention under which any sums paid to countries with respeéct to export _
or price shortfalls should be counted in our compensatory financing calcula-
"tions as if they were export receipts, ' : : C

ce:  Mr., Rhomberg v



MNre. Ridlex f : ' Fc:ruary 26, 1967
J, Marcug Fleming

Cempensatory Pinancing~-New Zealund
Yo Hemprandum to Hr,. Schwartz of Jonuarv 34

A drawing by New Zealand would be the firat time that a more-or-less
developed primary producer made use of the fecility, and MNew Zealand would be
rather wise to have a good case and not one that depended téo much on opti-
wistic cxport projections. '

1 think we should be a ¢ittlo wary of bheceming teo much Juvolved in
the export forecasts of menbers, © ¥e do nob wigh teo get into a position in
which we have rore or less commitied owrselves to their reasonableness in
advaunce of an actunl application. FPorecasts are always Ln be made by the

Fund, and the burder of proof that they are uny Laaorz e should lle on the
couniTy, ’ C
I fecl vexy dovbitful obout the propriety cof going over to a basis of
wchange control raceipts from exports rather than export shipment values,

e
Wh le T would agree thal the enchapge control veceipts micht often be more
relevant to the purpose of compensatory finanecing, nevertheless this need not
-alyvays be g0 (@.0., thore wight be lags and leeds due to exchanze speculation),
and bealdes the primery consideration is thPeﬂUGlLLy of treatment as hetwaen
differont countrics, I certainly do,nct think that countrles should -be given

¢ ckoicn on. each occasion as te whether cuchange receipts or export shipments
should be useds If we do admit exchasge control receipts, I think we shall.
have to require countries Lo choose once for zll on which basls they wish
their fluctuations to be neasurad, -

ce: Mz, Rhombarg
kT, Beveridge



TO: Mr. Fleming (om returm) February 13, 1967
FROM: Jo. J. Polak

SUBJECT: Compensatory Financing-——Ceylon

The lawyers had some difficulty in the outgoing cable to Ceylen
because they wanted to be assured that the calculation of Ceylon's entitle-
ment did not hinge on a particular way for double compensatiom which might
later be reversed. I assured myself, with Mr, Ridler's help, that Ceylon
would be entitled to one quarter of its quota on any reasonable or unreason-
able vay of treating the double compensation issue,

The lawyers wanted the door left open for calculations of the norm
for earlier dates in this commection, which were based on forecasts as they
would have been made earlier in the shortfall year. I told them I would in
no event agree to the making of such retroactive forecasts.

I am somewhat concerned, however, about the fact that norms calculated
for earlier dates in the shortfall year may deviate comsiderably from the norm
calculated for the year as a whole, even in cases where the time lag 1is as
little as one month, I should like you to consider, therefore, whether we could
not adopt the convention that for purposes of these calculations we combined
the three statistical years preceding the ordinary drawing that might possibly
overlap with the compensatory drawing, with the same two future years that we
use to estimate the shortfall, These years have, in any event, somewhat of
the character of normal years in the near future rather than the specific two
years following the shortfall year., This technique would have the advantage
that as preceding drawings were closer to the compensatory drawing, they would
be based on a norm that increasingly approached the norm for the shortfa:l year.
The gap between the statistical years amd the forecasted years would increase
as one went back; but at the same time the weight would decline, In any
event, this would be a convention which I believe as such might be better tham
the convention of simply taking the statistical average.

cet Mr., Rhomberg
Mr., Ridler



Mr, Ridler February 13, 1967

Je Jo Polak
Ceylon-~Compensatory Financing

You are quite right that the Legal Department's memo
could have baeen written better, but I would not bother to

suggest to them to change it,

cct Mr., Fleming
Mr.Rhomberg



Office Memorandum

TO : Mr. Polak DATE: February 13,
o

FROM :  Duncan Ridler =

SUBJECT : Ceylon - Compensatory Financing

With reference to the last paragraph of Mr. Evans' memo to files of
February 10, rephrasing would be appropriate, possibly:

.+.+..the Research Department has informed us that, according
to the rules set out in SM/65/lOl and used in the Ghana case, no
part of these drawings would be considered to nave compensated
for the shortfall for which the compensatory financing drawing
request is made. On the basis of the statistical formula, no
shortfall existed at the time of the January and June stand-by
drawings. Although no determination of shortfall was made by the
export forecast method at the time of these drawings, it was tine
view of the Department that even if the procedure were to use
shortfalls determined by the export forecast metnod for purposes
of double compensation, the compensable shortfall now existing
would still be at least 25 per cent of quota.

cc: Mr. Fleming
Mr. Rhomberg

1907



Pebruary 10, 1967

msommm FOR FH@

Subject: . Ceylon - Ccmpensatory Fin&n\.ing i)raw}‘g&

B ceylon hag -indieated, that -i‘b would like to ask for a
conpengatory finencing drawing in the amount of 50 per cent of .
its quots or $39 miliion. The thd' has 'respcm&ed to this inguiry
on two points as fa.uowa..' a o :

V 1. . Export. shorﬁfalls 28 o result of &"&iaas'&er or major
emergency”. « Ceylon was told that they had not presented a case
vhich indicated that the shortfall resulted Lfrom "disasters or
mejor emergencies” &g stipulated in paragraph 5 of the Compensatory
Financing Decision for a drawing up to 50 per cent of guota. The
emerg;encg" situation they cite is that “Ceylon is. facing a major
emergency owing to the rapid decline of export esrnings at a time
- when import prices have been rising and her exterml asgebs have
reached dangerously low levels", And further, that the situation
wes "all the more urgent when the deterioration in the terms of

- . trade is brought ebout by an increase in prices of en imporiant

food import”. Leaving aslde the point thai compensatory financing -
does not compensate for increeses in import pricesy the size of ‘
the shortfall does not detemine whether it msulte& frm a
"cliaaater or majaz‘ eﬁergency

Exports earaings aid decline due Lo difficulties resulting
from & strike of workers in exporting firms. Howevem th:.a event
- cannot ‘be classified s a ”disa,ster or major emergency” .

L B Double cmpenuatian. « The perwﬁ. for which ezgpcrtdata‘. ‘
is aveilable and for which the sbortfall iz calculated is December -

1, 1965 through November 30, 19566. The shortfall calculated by

the statistical formula amounts to $23 million, and by the export
forecast method is predicted to be well sbove $30 million: The.

Ceylonese have ealenlated $39 million on the basis of their own

export forecasts. During the shortfall period, Ceylon made the

. following drawings umier autstandmb stand.-by &z’mngemenus.

January 1966 - £7.50 mll.icn
' March 1966 - &h.0
June 1966 b7.50 "
" September 1966 $3.75 "
Decenber 3.956 $7.50 million

The drawing of $b million was in connectlon with payment of
the gold iranche for an increase in Quote and is therefors not
involveci in the proal&a of double compensabion,



With respect e the drawings in Jenuary and June of 1960
amounting %o $15 million the Reseavch Depariment has informed
us that it has made caloulations of the export shortfall over
the 12 months immediately preceding esch drawing using both
the statistical formule and the export forecast method. They
suid that under either caloulation there was no export shortiall.
Thevefore, thage drawings could not enter into the problesn of
donble campﬂnaat¢aﬁ. fince the shortfnll for the period of
December 30, 1960 to December i, 1567 is predicied to be well
above $30 million, no duestion of double compensetion arises
with respect o the last two drawlags in Sepiember and Decenbey
of 1966 emounting to $11.25 million. Even if all of these are
assumed to have compsnseted for pari of the sghortiall ‘and
deducted from it, the balance is still larger than the smount
of one twanche of Ceylon's guota, un*ch ig equsl Lo @19 5 million,

Jamea . Evens, Jv.
ses Mr, Gold « Senior Counsellor
By, Polak )
My, Woodley
Mr. Kicoletopmilos

£y

Mr. Ridler-



Office Memorandum

CONFIDENTIAL
TO :  Mr. Polak DATE: February 7, 1967
FROM : Duncan Ridlef‘)j
SUBJECT :  Compensatory Financing - Ceylon

The advance notice of a shortfall situation in Ceylon (Mr. Rajapatirana's
letter of February 3, 1967) appears to be well-founded. Their own export
forecasts are probably not unreasonable, and on that basis the shortfall
would amount to somewhere between $37-39 million. Allowing for compensation
imputed to previous stand-by drawings, in accordance with the rules used
in the Ghana case, leaves an uncompensated shortfall of the order of $26
million. Twenty-five per cent of Ceylon's quota is $19.5 million.

There would not seem to be any question of waiving the double
compensation rule as suggested by the Ceylonese authorities, although
there was no express anticipation of an export deterioration at the time
of the stand-by arrangement. The question of double compensation would
pose no difficulty if Ceylon were content with a request for a drawing of
25 per cent of quota, but as a request for 50 per cent of quota is
intimated, the issue could be seriously raised.

The case for permitting a drawing of more than 25 per cent of quota
under the emergency clause will have to be considered. The authorities
stress (and have done so in the past) terms of trade problems. However,
the situation which led to the sudden emergence of the present large
shortfall was one of strike-bound exports during the whole of November.
Presumably a good part of these have now been shipped. Personally, I
should feel they do not have a very strong case for claiming an emergency
for compensatory financing purposes.

I understand that there may ve some difference of opinion on the
extent to which Ceylon has been cooperating with the Fund, a condition for
any drawing of more than 25 per cent of quota. ©Some members of the Board
apparently pressed for more consideration of devaluation at the time of
the stand-by arrangement. It is interesting that Ceylon now attributes
part of the shortfall to the Indian devaluation. The higher cost of rice,
also stated to be part of the emergency, 1is also related to Fund advice
to reduce food subsidies.

On the whole, a solid case could probably be made for a 25 per cent
drawing, and it would seem much more satisfactory if the authorities could
be persuaded to limit the reqguest to this amount.

cc: Mr. Fleming
Mr. Rhomberg



Mr. Rhomberg December 6, 1966
J. J. Polak

Compensatory Financing and Stabilization Schemes, Your Memorandum of

duly 20, 1966

As I mentioned to you a few weeks ago, I think this paper would be
improved by turning the second section (page 4 ff£.) around., I would begin
wvith contributions in kind. Of these, all one would have to decide would
be that they were not considered exports, since they did not yetld export
proceeds, I see no need to compute any valuation for these contributions.
One could then follow this up by stating that commodities sold to a buffer
stock would be considered as exports but that the financial contributions
made for this purpose should be taken as negative exports. This treatment
would not, however, necessarily apply to all financisl contributions made
to all commodity arrangements. Some of these contribution are for the
purpose of commodity propaganda, and we have not followed the practice of
treating exports net of the imports of goods and services they required.

cet Mr, Fleming
Mr. Ridler



‘group, and at SOme cost to f

facllity arlse in céses where members~-asl;
;themselves—nunﬁertake to reduce thef¢nstab111ty of thelr export earnings
'Vthrough 8. eowmodity=stabillzation‘féhema. ) A Q‘ 'A

: ‘(i) Under what~circumsfances‘i§ a mem er’eliglble to receive

-féssistance under the‘iampensatory facllity if 1w:has taken measuresJ

'-ﬁin accordance v1th its_obligations’under aljcmmcdlty agreement,a"

y3:(2) If a membergparticipating iu afCOmmodity:sbabilization schame“;“?

}5mnst at times make payments to a supra«nationau agency and at ‘gfj}

‘ionhez times receives paymenzs frnm the agency, should such

, payments be taken 1nto account 1n determining the existence and

magniﬁude of an_export shoztfall (or excess)? x“«-

Besponsibility»for a Bhortfall‘;:;%!_;yw,-

beyond the ﬁantr01;   V 'ember.-_ This proviszo? 1s,intended to ensure thatfw NI
4:”3 members are not compens“ted;for Shortfalls that have‘been brought about by |

imlting‘th grovth of, GXPOTu earnings. {As has been

palicles redueing,
“discussed elsewhere {SM/66/77,Ynages 15-16), it is inlavactice extremely
difficult to attrlbute a shortfall in export receipts ﬁo%one or sevexal of & va‘

‘where a membew has pursued policies which have elearly haa the effect of

: reducing the valume offixportsifﬁrseparate Judgement as to the price elaaticzuy




can be demonstrated.}iiz R S
;AA careful interoretation of thewprovision wlth fespect to the ST
re5ponsibllity of a shortfall 1s also‘necessary where a member deliberatelyf-
ﬁalters uhe volume of ;ts eiporus by acting in compliance thh the provisions
'{of an international commodity'agreement to uhich itﬂis a 81gnat0ry.- Two'“h

cases may be singled outyfor discussionov First, a member may have redﬁled i

fof demand for the exports ox‘the lndiV1dual member.; Slnce such agreements

are generally concluded 1n t_,7case of commodltles th world demand for hhich

is inelastic with respecnito prlce, the member s export recelpts would have ﬁ.;jff

B _/ Even in these cases it would he necessary to show thot the ‘segme policies '
:'ffhave not. also reduced the -volume. 6f ‘thoge:; exports which are-in inelastic-fA”}"7?*"

’ﬁ‘demand 8088 to offset: the adverse effect .on export recelpbs from commodlties

‘7'the demand for which is prlce elaotic.g_<v;?i.:ﬂu. Ll :
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been &::f*n"lwcr than they actuslly turmed out to be if all producers of

the commodity had sold larger amounts than were allocated to them under the
sgreement. The fact that the individual member could conceivably have
increased itz export proceeds from the commodity im question in that year by
vithdrawving from the agreement should not be iaterpreted to mean that failure
to vithdrav places the responsibility for the shortfall upoa the member.

A second case vhich might arise would be that of a shortfall in & year
in vhich a previcusly existing commodity agreement has ceased to exist and
in vhich an in¢rease in export sales causes a sharp price decline in the
world market compared to the two preceding yesrs, in wvhich the agreement vas
still in force. Here again, adherence by a member to the commodity agreement
in the two preceding years should not be taken as evidence that the curremt
shortfall is attributable to the countries' policies in the past.

The general primciple by vhich the Fund should be guided in compensatory
financing cases whers the member adheres, or has adhered in the past, to a
commodity agreement is straightforward vhere the agreement can be judged to
have, in general, the effect of stabillizing the export receipts of participating
producing eountyies. Although stabilization may mot, in fact, alvays be
achieved in the normal operation of the commodity agreemeat, and members'
proceeds from the commodity may in some instances be destabilized by (a) the
introduction of a commodity agreement, (b) its cessation, or (e) major changes
in its provisions, it can be taken at face value that each participating member
entered into, and continued to adhere $0, the agreement in the expectation that
its export proceeds from the commodity in gquestion would over the loager run
tend to be stabilized. The matter is somevhat more complicated in the case
of commodity agreements whose ml not clearly to stabilize the export
receipts of participant produciag countries but, say, to raise the export
proceeds in the longer run without regard to the question of medium~-term
stability of export proceeds., Nevertheless, wvhere an assessment of the
provisions of an agreement indicate that it is clearly in the longer-run
interest of the primary producing countries gomeerned, it behooves the Fund
to take a liberal vievw with regard to the attribution of export shortfalls
t0 policies prescribed to the country under the agreement.



------

Computation of qhortfalls‘w

When & member takes Bueps, mnvalv1ng some foreig“lﬁxchange cost,

;-intendea to 1mprove its export performance or to stabllize its export‘

w{proceeds, in -ean be argued that +hﬂ Fund Bhould make allowance for suchA

\ ffcreign exchange cost in detenmining the assxstanee which can be extende&u,

ftkﬁthe memher under the eompensatory flnancing f&cility. Any effort of this*ﬁ
. nature by an individual msmber would be a partlal’ ubstitvte fur Fund

v“assistance, compensatory or otherwise, ana make this assiatance--which in

aﬂview of the Funa's ltmited rescurces must always remain limited~-ta that

‘1h;therefere, counteract-—“f

—and should, 1f po551ble,

-re~enf‘rce--any incentive inducxng members to

e ;ﬁftake 3teps deaigned to'*‘creaSe or stabllize exportleceipts'

Partlcipat 1n'hy a membe‘ in a commodityjstabilizatlon scheme of the;f]

v’bufferstock type.may give riseAt:“siiuations 1n which this general consi&eration:[lf

‘“:becomes applicable.' The patential contributlon:of the Fund to the flnanciﬂs

*50f commsdity stabiiiéat )n scheme vie-limi

'.;f

iw“two ways. First, the

gi Fund ean nrovide assistance only to mﬂmber countries but not to g, supra-"i
-inational organization set up by a group of counxries far the purpose of ‘
“'iadministering a’ cammod*ty stabilizatzon asheme.» Second, the Fund extends LT

only short-term assistance 'nd would, therefore, be an appropriate saurce

ijof financingakonly with respectito temporary reguirements thab wauld, iggﬁfblyuxr"

7:1; the course of the operatlon of the etabllizaﬁicn scheme, tend to be: reverse&;%

within g relatively short: period .of year_

Within tbesa limitationé the‘Fund could extena assistance to 8 member

,country whlch experiences temporary'balaﬂce of payments difficulties ghat may
113 part e caused by fulfillment of its obligations un&er a. B?Soific ;:.

.commodity agreemcnt‘ For instance, under scme agreements, countrie w"
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of the ecommodity necessary to carry out intervention in the commodity market.
Buch contributions were required under the Internatiocnal Tin Agreement and
are nov being discussed in the group considering an intermational coeca
agreemsnt. Provided that the operations of the agency result in greater
stahillity of the export earnings of the partifipating countries, econtributions
in foraign exchange or im kind can be comsidered a necessary cost incurred

by partiepating producing countries to cnsure a more stable ficv cf export
earnings from the commodity in question.

When & participating eountry mekes & eontribution in foreign exchange
which increases an existing belance of:;p:;mu deficit, it can have recourse
to the Fund gné existing policies on gemeral dmvimgs. It would be reascmable
10 extend the scope for Fund assistames in these cases by permitiii; produeing
countries to take advantage of the 'poney on compeasatory financirg of export
fluctustions ia the followving vay. Foreign exchange contributions by the
participating eountry to the ageney vould be dedutted Zfrom export receipés for
purposes of determining the export norm and any shortfall. As & result, an
existing export shortfall would incresse by cone half of the amount of the
foreign exchange contridution (assuming that there vere no such contributions
in prior years), or the contribution could give rise to a shortfall vhere
none existed vhea omly the export data slone are takem into aceount.

Bimilarly, if a commodity agreement provided for payments by the
agency to producing countries vhich eould be considered as restitution of
contributions made earlier by the country in questiom, such amounts would
have to be added to exports prooeeds for the years involved in the
calculations in order to determine the amount of a shortfall, or excess,
of exports <agpared to the norm.

The rationale for making such an allovance in the determination of an
export shorifull or excess under the compemsatory fimaneing poliey would



'43T!f0fvstocks of the commpdity in question, the amount of export earnings

"ifkind the market pric
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'ft1ithe market.f
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:}lcontribution 1tself. 'Thie Would at any rete, tend to be so»in the case of‘

_ifor which the question of ;bufferstock arrangement ie 11kely to arise.,

.ecountries would, therefore, bake the place of partlal compensetion for %
'ilarger export shortfalls which would be likely t0 haVL manifested themse«ﬁe

3in the absence of thj}

ommodity agreement anﬂ would thus constitute a *;“7- :

’Lpeving of Fuad resources.

"f the contribution of a participant c ntry tofthe agency con51ste"‘

emﬁe;getfbﬂ'a&éguﬁtxtheTfaetkw .eb"ence o“ such a contribution in

may‘have been lower..,uecond, the contrlbutlon could

fcommodities wlth inelastic world demand, i e.p in the case oftthose commoditlesx.,_gjf“

‘LPartiel compensation for the foreign exchange contributlons made by part101pant¥jgrfu

B {amounts contributed by ell‘participating countries had eCuuelly bealsold‘in f j:

..fThere would be two reasone for choosing uhe firet valuation basis '_">”' o
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n't hypothetical » pvices a
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.Considerable nncertainty !i:-ﬁ



;hypothetical prices should‘bp_comnuted. For one thing,

an allowance in the shortfall computatiaa for contribu ed stocka valued at5

'jihypothetical prices that are lowar nhan currént market pfices would éiﬁélyﬁ
lead to shadow transaetions,”whereby parﬁicipatihg cauntrles nominally ‘
csntribubew‘oreign eichange t the agency:and;the égeﬁ yvin turn purchases%:

;at.current prices,lthe stocks which would cherwisé ha;e been*csntributedv

Y . be the particzpatzng ccuntries."Thefultimate effect on shortfall,
computations would thus be tﬁe same asgif'contributed sﬁocks had been valued




"»/?iﬂafgﬁéuky"‘

ir. Rhambétg L ' o ' October. 19, 1966
3 uarcus ?lpwing'

Teble 1 mf 196“ ?eport on “Lamyensaterv Financing of
Emvort ?1uctu&£iona

We have been teques od by the UNCTAD Eﬁt@LgﬁVﬂaawﬁﬁﬁ&l Group on
Qﬂ??l@@uﬂta”? Finapcing to prepare an updating with dats agd recent &s
possible of Table 1, on pagu 19 of our 1963 Raport oo “Compernsatory Fi n“ncing
Of‘Fﬁpﬁwt Tluctuatluas. - Could thla ba get in h&nﬁ? : :

Ye have alsa been requestaa to @xepare, in eor suitatzaﬂ with tﬂe Bamw,
‘an estinate of the. effects of vecent changes in cur compensatory. financl
facility on the awpaa‘ cost Of thc suaplemoatary fingncing acheme,

The B&ﬂk hos ui3@ been asked tm wr@pare, in een&ultatiau with us,. a
study on the relative importance of zhortfalie apd other causes of Instability
en the extemmal flaancing of ﬁev&laumunt, and, tc the eztent naqaiblc, esti-
mates of the effecta of these causes on selecteﬁ countries,

Caul we &iuﬁhaﬂ the3g last two atudia ?

ec: Mr. Polek
Yy, Schwartsz



Office Memorandum

TO g Mr. J.J. Polak DATE: October 1k, 1966
&%/1

FROM  : Duncan Ridler #°%

SUBJECT : ompensatory EI;;;:§ng

N vt

P
R

Over the last few weeks, we have looked into the position of the
following countries for purposes of compensatory financing. The initiative
came either from government representatives, area departments or from this
office.

Ghana Colombia

Ceylon Dominican Republic
Syria Haiti

Tanzania Tunisia

India

Several CFA currency countries

Most of these were not at the moment in a shortfall position; the exceptions
are Ghana, Dominican Republic, Tunisia and India. The Indian case is,
hopefully, a very temporary result in the weeks immediately following
devaluation. The other three are probably serious preliminaries. Some CFA
currency countries have shortfalls, but there appears to be no real question
of calling on the facility.

We are being asked more by Area Departments to attempt to forecast a
shortfall to the month; in addition to projecting the two years following.
This seems useful in giving more time for preliminary discussion and
consideration in relation to other drawing or standby applications.

My usual procedure now is to review the position of all primary producing
members about every two months, and in cases considered advisable to contact
the Department concerned. The number of cases of shortfall brought up by
the periodic review has been increasing through the year; to eleven at the
beginning of September;

Burma Cameroon
Dominican Republic Ivory Coast
Ghana India
Sudan Syria
Tanzania Vietnam

New Zealand
For various reasons some of these were not in the running for more detailed

investigation of the position.

cc: Mr. Fleming
Mr. Rhomberg
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MEMORANDUM

TO: The Files October 10, 1966

FROM: J. J. Polak

SUBJECT: Compensatory Financing-—-Dominican Republic

After a lengthy discussion it was agreed:

(a) That civil war, etc., should be considered as among the
factors outside the countries’ control that would entitle a country to
Compensatory Financing.

(b) That the actual situation in the Dominican Republie was
not of disaster or major emergency, so that the question of a secomnd 25
per cent could not arise in this case.

The legislative history cited by the lawyers did seem to imdicate,
however, that "disasters or major emergencies” would include noneconomic
events such as civil disturbances. It was also noted that the Dominican
Republic did meet the second test for the second tranche in the sense that
it had "been cooperating with the Fund —=————-w-—ue s although this cooperation
had not led to agreement on a program.

cc: Mr. Fleming
Mr. Rhomberg
Mr. Ridler



Mr. Hicks October 10, 1966

J. J. Polak

Compensatory Financing Decision and Members' Fund Positioms

I agree with you that it is not practicable at the present time to re-
define countries' Gross Fund Positions on the basis of 250 per cemnt of quota.
The greatest difficulty in this connection is perhaps to distinguish between
countries that can and those that cannot avail themselves of the Compemsatory
Financing Decision. The Decision itself does not make any such distinction
and you will recall that Ed Dale made quite something of the theoretical
possibility of the U.S. drawing under this facility., While the two compensatory
tranches are, of course, available omnly if a country runs into an export shortfall,
that does not make their use less likely than say the fourth credit tranche. We
may, therefore, at sometime in the future want to define Gross Fund Positions

from a 250 per cent base, or we may at least indicate in a less statistical context

that this would be a reasonable alternative way of measuring them.

The position is different with respect to the measurement of the gold
tranche, since the compensatory facility is not automatic in the gold tranche
way. I would see no basis, therefore, on the basis of the present policy to
suggest that the gold tranche availability ought to be measured from a 150 per
cent of quota baas.

As to the particular treatment in International Finaneial Statistics,
I agree with your new definition of the total tranche poeitien. I would think,
however, that we should avoid complicating further the definition of the gold
tranche. Since the number of cases where gold tranche type drawing facilities
will arise in the credit tranches as a result of outstanding compensatory
drawings would probably be quite rare, I would suggest that you handle them
by making a footnote allowance for this possibility in your definition of the
Reserve Peosition in the Fund. I would add a footnote there, or a sentence in
parenthesis, indiecating that, for countries whose currency the Fund holds im an
amount less than the quota, disregarding holdings arising from compensatory draw-~
ings, the gold tranche position is replaced by the excess of the quota over Fund
holdings not arising from compensatory drawings.

Two other points: In addition to the footnotes you suggest, I think
one would also be necessary in the reserves table and perhaps to line 1b on the
country pages, but of course, only if this particular aspect of a compensatory
drawing applied.

Secondly, may I mention that the words "and separately” ending the
little paragraph on "lendings to the Fund" is perhaps a little cryptic even
after the section on "Fund borrowing."” I would suggest "either under the
General Arrangements to Borrow or otherwise,” or perhaps even better, a reference
back to the section on Fund borrowing instead of the last clause.



: Office Memorandum

T0 ‘Mr. Polak L pate: October T, 1966

FROM  : Farl Hicks U} /(t /

"
SUBJECT : The Compens&tory Financing Decision

and Members' Fund Position

The Compensatory Financing Decision, by establishing drawing possibilities
outside the tranche schedule and by providing that such drawings may carry Fund
holdings beyond the 200 per cent limit, complicates the conception of members'
Fund positions. Reserves, it seems to me, consist in the moneys available for
use in the finance of deficits. The assurance of moneys in the event of a
deficit arising from the most likely source of deficit would therefore seem
to increase the Gross Fund Positions of raw material countries to 250 per cent
of guota minus Fund holdings of their currencies, and to increase their Gold
Tranche Positions to 150 per cent of quota minus Fund holdings.

I doubt that anyone would agree to this presentation. I suppose there-
fore that we should instead redefine the terms to read:

Gold Tranche Position = guota - [fund holdings = those arising
from outstanding balances on "compensatory" drawings/.

Total Tranche Position = 200 per cent of guota - [Fund holdings -~
those arising from outstanding balances on "compensatory"
drawings/.

This is palatable to me since near zero must be the drawing right value
of drawings to which one is entitled on the formula:

1/2 (X"‘g i i_l e 'Xo>

with the further limits of 1/4 Q and confirmation by market analysis that
Xy, Xp, or X, will substantially exceed XO. Perhaps it could be made under-
standable to readers if entries in

columns 6 and 10 of Table I
sections A and B of Table II
line 24 of the Country Pages

were footnoted to identify the compensatory drawings and their repayment, the
amounts of compensatory drawings in the figures, or the amounts included in
the Fund's holdings of a members' currency arising from compensatory drawings
and if a paragraph were added to the text (after the paragraph on Stand-bys)
reading:



[ ""~\‘

-2-

"Compensatory Finance. Countries dependent on raw material exports
may also draw amounts up to 25 per cent of gquota in each of two years
to compensate partially for a short fall in export proceeds. These
drawing possibilities are additional to those against tranche positions,
may be made without regard to the 200 per cent of quota limit on Fund
holdings of a members' currency, and re-establish themselves upon re-
payment. Such drawings must be repaid under the rules that apply to
ordinary drawings, or earlier if export proceeds recover rapidly."

I have always found it not possible to discuss the guestion of so-called
compensatory financing without anger. VWhy should we wish to make a formal
statement saying that if, as in the 1930's, the winds of deflation should blow
in the industrial countries the Fund will do nothing either to help the raw
material countries or to relieve the industrial countries from fthe repercussions
of a downward spiral of exports? Is this guestion wholly academic?



cof exports over the medium-term trend value of exports.

October 11, 1966

'“compeneétofy finance.; A membef may draw-amounfé up to 50 éér cent of
quota to compensate for a shortfall in export proceeds from the. mediumwuﬂrm
trend value of exports, with the quallfication that, except in the case of
shortfalls resulting from disasters or major emergencies, outstanding drawings '

under the compensatory,facility may not increase by more than 25 per cent of

. quota in ahy 12-month period. These drawing possibilities are additionsl

to‘ordinaryAdrawings in the various quota tranches, may be made without

' regard to the 200 per cent of quota limit on Fund . holdings of a member B

‘currency, and are re-established upon repayment.. Such drawings must be

repeld under the vules that apply to ordinary drawings and, in addition,
the Pund recommends that 8 member repay in the years following a drawing

'under the facllity an amount approximately equal to one half of uny excess‘A~



Ny, Mervin Sept. 12, w

I attach a suggested cable draft for Qureshi as discussed. Mr. Polak
agrees that from our point of view the application could proceed.

8ince an application by Ghena would be considered under the revised
facility, there are two provisions vhich have not been formally commmnicated,
though I imagine that neither wuld affect the application. The first is the
reclassification provision (paregreph 9 of the new Decision) which would allow
Ghana, if it desired, to reclassify ss s compensatory drawing the $16.4 miliion
ordinary dreving made in June. BSecondly, there is the provision recommending,
but mot obligating, repurchase to the extent of half of the export excesses
ocourring in the four years following the drewing. Otherwise, repurchase
ocbligations aye those of the present facility.

est Mr. Polak
Nr. Fleming
Mr. Rhomberzg

L ek
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TO : Mr. J. J. Polak DATE: September 8, 1966
FROM  : R. R. Rhomberg
SUBJECT : Compensatory Financing Decision

My initial suggestion to Mr. Nicoletopoulos regarding the second part
of paragraph (7) of the Decision was to add a separate sentence explaining
the period with respect to which the calculation of excess exports will be
made. He felt, however, that this would give too much emphasis to the nature
of the calculation in a passage that would not refer to a legal obligation of
the member but merely to a Fund recommendation. Mr. Nicoletopoulos therefore
suggested the wording in the new version of Attachment I, leaving it open for
you to raise the point once more in the meeting with the Managing Director
this afternoon.

I believe the wording is still somewhat misleading. I think there is
a minimum correction the words "each of" in the penultimate line should be
crossed out and the word "periods” should be changed to the singular "period."

In the alternative formulation first suggested by me the sentence would
have ended after the words "medium-term trend of its expouts." The paragraph
could end there with the method of calculation left implied or explained
more fully in the text of the paper. If, however, a reference to the 12-month
period for which the excess is to be calculated is found to be necessary,
it would be possible to add a new sentence: "The excess of exports over the
medium-term trend will be calculated with respect to each of the four 1l2-month
periods following the period of the shortfall with respect to which the
drawing was made.'

I also mentioned to Mr. Nicoletopoulos the question of the medium-term
trend calculation in the content of repurchase preference. I believe that it
has always been in Mr. Fleming's mind that calculations of export excesses
for purposes of repurchasek would be strictly in accordance with a statistical
formula and not on the basis of market analysis. The present language of
paragraph (7), which merely refers to the medium-term trend would imply that
this trend is to be established as stated in paragraph (6) of the Decision,
i.e. based partly on appraisal of export prospects. It is Mr. Nicoletopoulos'
understanding that this is indeed now the intended interpretation. The method
of determining the medium-term trend established in paragraph (6) has great
Justification in the case of shortfalls, where it leads to a Board Decision
on & drawing, then in cases of export excesses, where it leads to a recommendation
to the member presumably without Board Decision. I believe that the introduction
of market analysis into this repurchase recommendation procedure might cause
considerable difficulty.
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Explanation of Repurchase System (11)

As indicated on page 2 of SM/66/104, in the case of System No. 11
the repurchase provision (i.e., paragraph (7)) of the decision would contain
a clause recommending that members use one half of any export excesses that
they may have in any year to repurchase any outstanding drawings under
paragraph (5). I should like to make it clear thet this clause would not
create a legal obligation for members. I believe that this calls for
further explanation.

A member's representation as to repurchase under System (11) would be
the same as that made in cases of ordinary drawings, i.e., that the drawing
member would comply with the principles of the Decision of February 13, 1952.
As Executive Directors are aware, such representations do not, as such,
create a legal obligation, although they are often made binding on members
as terms of a waiver under Article V, Section 4. The recommendation to
members to use in repurchase one half of their export excesses would not
create a legal obligation for members even in such cases, i.e., where the
member's representation that it will repurchase in accordance with the
principles of the 1952 Decision has been made legally binding under a waiver.

The purpose of the clause would be to express the hope of the Fund,
based on what it would regard as an eppropriate epplication of the principles
of the 1952 Decision, that members would use export excesses to repurchase'
drawings under paragraph (5) still outstanding, but members which did not
act in accordance with that recommendation would not be violating an

obligation.
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Revision of SM/66/77 from page 23 onwards : )
on the assumption that Repurchase System 8 Newer wrndatsy
of SM/66/97 is adopted

- 23 -

[The following passage, to the end of the section on "Compensatory
Facility and Fund Liquidity," diverces 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 syster 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 arount 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 predicta-
bility of repurchase obligations.] In_the first place, 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 oblipation 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 half 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 circum=
stances affecting other items in the balance of payments, it would always
be possible for the Fund, under appropriate conditions, to agree to an
ordinary drawing at the time of the compensatory repurchase. Nevertheless,
it is interesting to see what would be the effect on the performance of the
scheme if repurchases were reauired to the extent not of the entire excess
of exports but only of a part--say, one half--of such excess. [it 1s
possible that countries might prefer to have their repurchase obligations
expressed in a more predictable form.]

From Table 4 it can be seen that a system withk semi-compensatory
repurchases--i.e,, repurchases equivalent to one half of any export excess
in the preceding twelve months—-would show slightly better smoothness and
approximation yating than would one with fully compersatory repurchase,

at least where outstanding compensatory drawinps are subject to a limit,.

This at first sight somewhat surprising result is attributable to the fact
that the repurchases are spread over a number of "excess" vears, for which

export availabilities would otherwise have remained in their original
unadjusted state. The average amount of drawines outstanding is somewhat
greater under the semi-compensatory than under the fully compensatory
system of repurchase but less than under the present fixed-term system.
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The second difficulty [arises from the fact that under the] about
systems of repurchase out of export excesses is that a proportion of the
repurchases [of compensatory drawings] would probably remain outstanding
for longer periods than has hitherto been deemed compatible with the
temporary character of Fund assistance. This does not mean that repay-
ment would normally be more delayed than under the 3 to 5 year rule.
Indeed, 1f, as indicated in Table 4, the amount of compensatory drawings
outstanding 1s generally likely to be less when repayments [are geared to
exports] are fully compensatory or semi-compensatorv than when they are
made under the 3 to 5 year rule, the average length of time for which a
drawing remains outstanding will also probably be less in [the former than
in the latter case.] either of the two former cases than in the last-—
mentioned case. More direct measurements of probable periods for which
compensatory drawings would remain outstanding if repayments were [also]
on a fully or semi-compensatory basis are given in Table 5, which is based
on the experience of the years 1951-64. From this it can be seen that, under
a fully compensatory repurchase svstem, 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 than four fifths within 5 years. The
residue remaining outstanding beyond 8 years might be about 1 per cent,
Under a semi-compensatory system, the proportion of drawings remaining out-
standing at the end of anv epiven period is naturzlly comewhat preater. Im
considering these results, it should be borme in mind that the repurchase
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 Scheme
with Varied Forms of Repayment, 1951-641/

Semi~- 4
Repayments System Fixed Term2/' Compensatorygf Compensatoryy/ vixeals/13/

25 Per Cent of Quota Limit

Approximation Ratio®/ 7 o .028 .031 [.026] .030
Smoothness Ratial/ .029 .045 .048 [.036] 047
Average Drawings Outstandinggl «29 , .17 21 [.26] .20
50 Per Cent of Ouota Limit (Unqualified)
Approximation Ratio .034 .042 044 [.041] .042
Smoothness Ratio .046 .072 073 [.060] .071
Average Drawings Outstanding A48 «36 . W47 [.48] .38
50 Per Cent of Quota Limit (Oualified)
Approximation Ratio 035 ,043 046 [.042] .043
Smoothness Ratio 047 .071 LT3 [.060] .071
Average Drawings Outstanding o45 .28 .38 [.42] .32
No Limit
Approximation Ratio .100 «155 .168 [.160] .120
Smoothness Ratio .121 .216 2199 [.205] .166
Average Drawings Outstanding 1.36 1.49 2.05 (471 1017

1/ Weights of .50, .25 and .25 applied to years t, t-1, and t-2, respectively,
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/ 50 per cent of export excesses applied to repayment in all years.

[4/ Repayment in five equal instalments, beginnine in the year following the
shortfall year: repayments on past drawings are deducted from exports for the
purpose of computing shortfalls,]

5/ 50 per cent of export excesses applied to repayment in the first three years.
In the fourth vear either half the amount outstanding at the end of the third vear
or half of the export excess (whichever is the preater) applied to repayment. In
the fifth vear any amount outstanding at the end of the fourth year repaid.

6/ Proportionate decline in root mean square percentage deviation of export
availabilities from trend value of exports.

1/ Proportionate decline in root mean square percentage deviation of export
availabilities from trend value of such availabilities.

8/ 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 by the statistical probability that the
average period of repayment will be short, this change is one which it
would be advisable to adopt. However, it is considered that this require-
ment] It is considered that the requirement that Fund assistance be
temporary would not be adequately met by a mere statistical probability
that the averape period of repayment will be short, but calls for a fixed
maximum term for every drawing. [which would make it] This being so, it
would be difficult to adopt [the repayment system under consideration]
either the semi-compensatory or even the fullv compensatory repurchase
system in an unmodified form.

A "mixed" system on the following lines would [seem to meet] do some=-
thing towards meeting both of the difficulties referred to above and [to]
would combine many of the advantages of "compensatory" and "fixed term"
repurchase respectively:

[The original text to the end of Section IX on page 26 is omitted.]

(a) If any expnort excesses should occur in the first four vears
following the shortfall vear with respect to which a compen-
satory drawing had been made, an amount equivalent to one
half € the excess would be devoted to repurchase.

(b) If the amount of the drawing to be repurchased under (a) above
with respect to the fourth vear following the short{sll vear
were less than half of the amount of the drawing still out=
standing before that repurchase, an additional amount equal
to the difference would be repurchased.

(c) In the fifth vear following the comnensatory drawing the drawing
country would repurchase any amount of the drawing still out-
standing.

However, to avoid double counting, if more than one compensatory drawing
were outstanding at the same time, no repurchases out of export excesses
would be required on any drawine while such repurchases could still be
required on an earlier drawine. For example, where two compensatcry
drawings were outstanding concurrently no repurchases out of export
excesses would be made on the second drawing until after the first drawing
had been running for four vears, or had been completely repaid.

For the reasons mentioned at page 22 above, the calculation of the
export trend with respect to which export excesses are incurred for the
purpose of establishing repurchase oblipations would be made by the Fund,
in consultation with the member, solely on the basis of the statistical
formnula used in the estimation of .export shortfalls, i.e., without any
attempt to forecast future exports.




Table 5.

e

Duration of Drawings under

Compensatory Repayments Systems 1/

(Period = 1951-64)

257 of Quota Limit

50% of Quota Limit

50% of Quota Limit

(Oualified) {Unqualified)
Billions Per Cent Billions Per Cent Billions Per Cent
of U.S. of of U.S. of of U.S. of
Dollars Drawings Dollars Drawings Dollars Drawings
Fully Compensatory Svstemgf
Total Drawings .89 100 1.24 100 1.45 100
Repaid:
Within 3 years 74 83 <97 78 97 67
Outstanding after:
Fifth year .09 10 3 .15 2 =21 4 18
Eighth year .01 about L—/ about 13 - about 1—/
Semi~-compensatory Svstemﬁ/
Total drawings .69 100 1.01 100 1.20 100
Repaid:
Within 3 years .41 93 .49 49 .54 45
Outstanding after:
Fifth year .12 17 3/ «33 33 +43 36 3/
Eighth year .03 about 4= g e about 143/ .21  about 20=

1/ Coefficients of .5, +25 and .25 applied to years t, t-1, and t-2, respec-

tively, to compute shortfalls.

2/ One hundred per cent of excesses applied to repaymwent.
3/ Since some of the drawings in question were still outstanding at the end of
the period but had not yet reached theilr eighth year, this figure is an estimate.
4/ Fifty per cent of excesses applied to repayment.

As will be seen from Table 3, the performance of this "mixed" system

of repurchase, over the vears 1951-64, as measured by the approximation

ratio and smoothness ratio, would have been better than that of the "fixed

term" (3 to 5 years) system of repurchase, equivalent to_that of the fully

compensatory system, and only slightly inferior to that of the semi-

compensatory system of repurchase out of export excesses, irrespective of

the severity of the limits on outstandinz drawings.
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The "cost" in terms of drawings outstanding is much lower than under
the present system of fixed term repurchase, and almost as low as under
fully compensatory repurchase.

X. Changes in the Compensatory Facility and Fund Liguidity

[On page 19 above an estimate was made of the possible charge on Fund
liquidity that might arise from additional drawings 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] It mav be appropriate, at this point, to estimate
the possible charge on Fund liquidity that might result from additional
drawings with the adoption of the two principal measures suggested above,
viz., (a) the extension of the limit from 25 per cent to 50 per cent with
the qualification 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 aiso
arise from the proposed separation of the compensatory facility from the
other drawing facilities of the Fund, but this cannot be quantified and is
unlikely to be large.

As can be seen from Table 4, if the compensatory facilitv had existed
over the period 1951-64, and if all the 48 countries covered by the Table
had made full use of the facility, the tramsition from "fixed term" repur-
chase with a 25 per cent of quota limit, to a "mixed" system of repurchase
with a qualified 50 per cent of quota limit would [over the 1951-64 period]
have involved an increase in the averace level of [potential] compensatory
drawings outstanding over the period from $290 million to [$420]15320
million, i.e., an increase of[$130] $30 million . _From the standpoint of
Fund liquidity, however, what matters is not so much the average amount of
compensatory drawings outstanding as the amount liable to be outstanding at
peak periods. It is estimated that, on the assumption set forth above,
the maximum level of [potential] compensatory drawings outstanding would
likewise have risen from $400 million (im 1955) to [$560] $470 million (in
1958), i.e., by [$160] $70 million. On the assumption that peak year
potential compensatory drawings outstanding have expanded since 1955-8 in
proportion to quotas, the proposed chanres in limits and repurchase systems
might, under present conditions, raise maximum potential compensatory
drawings from $1,100 million to [$1,500] $1,300 million, 1.e., by [$400]
$200 million. [Allowing for failure to use the full entitlement to compen=-
satory drawings and other factors,] Since, however, countries with adequate
reserves will often not use opportunities for compensatory drawings that are
open to them, and since any use made of the compensatory facility is likely
to reduce to some extent requests for ordinary drawines, it seems unlikely
that the increase in peak year drawings occasioned by the proposed changes
would in practice exceed [$200 million] half the amount mentioned above,
viz., $100.million.




XI1. Conclusions‘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 which the facility can be used and to
~ introduce into it certain modifications designed to increase the effective-
ness of the assistance which the Fund provides to members.

. In determining the medium-term export trend for the purpose of calcu-
lating the export shortfall the practice hitherto has been to give approxi-
mately equal weight to statistical and qualitative estimates, respectively.

Experience suggests that qualitative estimates based on commodity analysis
glves a closer estimate of the trend; consequently qualitative estimates
~will receive a greater weight in the future.

At present, the Fund is prepared to walve the requirement that total
outstanding,drawings may not exceed the Fund holdings of a member's currency
beyond 200 per cent of quota either to accommodate compensatory drawings or,
to the extent that compensatory drawings are outstaanding, to accommodate
other drawings. However, drawings under the compensatory facility are
included in Fund holdings of the member's currency in applying the tranche
policies of the Fund to subsequent drawings. Full recoenition of the
special circumstances which give rise to compensatory drawings would make
it desirable to separate this facility from normal drawing facilities of
the Fund so that additions to the amount of compensatory drawings out-
standing would not in any way affect the tranche policies applicable to
other drawings.

While the use of the compensatory facility is most needed when a
shortfall appears, 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 wonths. 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 same time it is important to avoid such changes as would tend to
weaken the ability of the Fund to exert its influence with members toward
early adoption of sound corrective policies. It is, therefore, proposed
that compensatory drawings outstanding may amount to a maxirum of 50 per
cent of quota, but that during any twelve-month period the amount of such
drawings outstanding may not increase by more than 25 per cent of quota and
that requests which would increase.outstanding compensatory drawines beyond
25 per cent of quota should be met only i1f the Fund is satisfied that the
nember has been [following reasonably sound export policies.] [making
reasonable efforts to solve its balance of payments problems,]
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The question of repurchases of compensatory drawings has also been
reconsidered in light of the possibility that the course of export receipts
may make it [difficult for a member to repurchase drawings fully]
undesirable for members to concentrate repurchases within 3 to 5 vears
after the drawines. 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] in the first three years of a compensatory
drawing half of anv export excess should be repaid, in the fourth vear half
of any export excess or half the amount outstanding, whichever is the higher,
and in the fifth year repayment should be completed.

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:

"(5) The Fund has reviewed its policies to deterwine 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
member; 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 paragraph 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-month
period, and (i1i) 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 expcrts.] [making
reasonable efforts to solve its balance of payments nroblems.]
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[10] (6) 1In order to identify more clearly what are to be regarded as
export shortfalls of a short-term character, the 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
exports prospects.] based partly on statistical calculation and partly on
appraisal of export prospects.

[6] (7) [A member 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 estimating export shortfalls for the purpose of drawings under para-
graph (5), the 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 12 months of the request for the
new drawing. A request for a drawing with respect to a shortfall which
results in whole or in part from such deductions will be met by the Fund
if it is satisfied that the member, in addition to fulfilling the require-
ments of paragraph (5), has been following policies reasonably conducive to
the development of its exports.]

A member requesting a drawing under paragraph (5) will be expected to
represent that, within five years from the date of the drawing, it will
repurchase an equivalent amount of the Fund's holdings of the member's
currencv, as follows:

(a) Subject to (b) below, not later than 30 days after the end of
each of the four years following the drawing, the member will
repurchase an amount of the Fund's holdings of its currency
equal to one half of the amount by which the member's exports
exceed the medium~term trend of its exports in each of the four
12-month periods following the period of the shortfall with
respect to which the drawing was made.

(b) Repurchases pursuant to (a) above in respect of a later drawinge
under paragraph (5) will be abated as long as repurchases can
still be made pursuant to (a) above in respect of an earlier
drawing under paragraph (5).

(c) 1f the amount of the repurchase to be made not later than 30 days
after the end of the fourth year pursuant to (a) or (b) above is
less than half the amount of the drawing remaining outstanding
before that repurchase, the member will repurchase an amount
equivalent to that difference not later than 30 days after the
end of the fourth vear.

(d) Not later than the end of the fifth vear following the drawing,
the member will repurchase any amount of the drawing still out-
standing.
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[7] (8) Whenever the Fund's holdings of a member's currency
resulting from an outstanding compensatory drawing under paragraph (5) are
reduced, by the member's repurchase or otherwise, this will restore
pro tanto the member's facility to make a further corpensatory drawing
under that paragraph, should the need arise.

[8] (9) Vhen drawings are made under paragraph (5), the Fund will so
indicate in an appropriate manner. Within six months from the date of any
drawing which is not under paragraph (5) and to the extent that it is still
outstanding, a member may request that all or part of the drawing be reclas-
sified and treated, for all purposes of this decision, as a drawing made
under paragraph (5). The Fund will agree to such a request if at the time
of the request the member meets the requirements for a drawing of an equal
amount under paragraph (5) and makes the representation as to repurchase
appropriate to such drawings, which representation will then be substi-
tuted for the original repurchase representation.

{9] (10) 1In order to implement the Fund's policies in connection with
compensafory financing of export shortfalls, the Fund will be prepared to
waive the limit on Fund hcldings of 200 per cent of quota, where appro-
priate, In particular, the Fund will be prepared to waive this limit
(1) where a waiver is necessary to permit compensatory drawings to be made
under paragraphs (4) and (5) above, or (ii1) to the extent that drawings in
accordance with paragraph (5) are still outstandine,

lMoreover, the Fund will apply its tranche policies to drawine requests
by a member as if the Fund's holdings of the membter's currency were less
than its actual holdings of that currency by the anount of any drawings
outstanding under paragraph (5).

(11) The provision of credit to deal with the balance of payments
effects of export fluctuations provides immediate relief for a country's
short-term difficulties. 1In many cases, however, it will also be necessary
to introduce measures 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 this end. Beyond immediate balance of payments
difficulties, the primary exporting countries are, in many instances,
facing unfavorable long-term export trends, and all are trying to meet the
challenge of achieving more rapid and sustained development through a
strengthening and broadening of their economies. The last-mentioned problem
will require action in many fields ard over many years by both the primary
exporting countries and the industrial countries, separately and in concert,
including readier access to the markets of the developed countries for the
products of the developine countries and an appropriate and sustained flow
of technical and financial assistance to the developing 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.

(12) The Fund will review this decision in the liecht of experience and
developing circumstances."
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Compensatory Financing of Export Fluctuations

Draft Decision

(To replace Sectlon XII pages 28-30, in SM/66/77, Revision 1)

In the light of the foregoing considerations, Decision No. 1477-(63/8)
of February 27, 1963, on Compensatory Financing of Export Fluctuations is
hereby emended by the deletion of paragraphs (5) through (8) and the sub-
stitution of the following paragraphs:

(5) The Fund has reviewed its policies to determine how it could more
readily assist members, particularly primary exporters, encountering pay-
ments 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 ‘

(2) the shortfall is of a short-term character and is langIy
attributable to circumstances beyond the control of the member;
and

(b) the member will cooperate with the Fund in an effort to find, -
where required, appropriate solutions for its balance of payments
dlfflculties.

Drawings outstanding under this paragraph (5) may amount to 50 per cent of
the member's quota provided that (i) except in the case of shortfalls
resulting from disasters or major emergencies, such drawings will not be
increased by a net amount of more than 25 per cent of the member's quota

in any 12-month period, and (ii) requests for drawings which would increase
the drawings outstanding under this paragraph (5) beyond 25 per cent of the
member's quota will be met only if the Fund is satisfied that the member
has been cooperatlng ‘with the Fund in an effort to find, where required,
appropriate solutlons for its balance of payments difflculties.

The existence and ‘amount of an export shortfall for the purpose of any
drawing under this paragraph (5) shall be determined with respect to the
latest 12-month period preceding the drawing request for which the Fund has
sufficient statlstical data, and any excess of a shortfall over the drawing
made under this paragraph (5) in respect to that shortfall cannot be carried
forward and covered by a later drawing under this paragraph. (5).

(6) 1In order to identify more clearly what are to be regarded as
export shortfalls of & short-term character, the Fund, in conjunction with
the member concerned, will seek to establish reasonable estimates regarding
the medium-term trend of the member's exports based partly on statistical
calculeation and partly on appralsal of export prospects.

(T) [4 repurchase prov151on is not included at this time. Alter-
native repurchase schemes in the light of the discussion at last Friday's
Executive Board meeting are described in SM/66/10k.]
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(8) Whenever the Fund's holdings of a member's currency resulting from
an outstanding compensatory drawihg.under paragraph (5) are reduced, by the
member's repurchase or otherwise, this will restore pro tanto the member ]
facility to meke & further compensatory drawing under that paragraph, should
the need arise.

(9) When drawings are made under paragraph (5), the Fund will so in-
dicate in an appropriate manner. 'Within six months from the date of any
drewing which is not under paragraph (5) and to the extent that it is still
outstanding, a member may request that all or part of the drawing be re-
classified and treated, for all purposes of this:decision, as a drawing made
under paragraph (5). The Fund will agree to such a request if at the time
of the request the member meets the requirements for a drawing of an equal
amount under paragraph (5) and makes the representation as to repurchase ap-
propriate to such drawings, which representation will then be substituted
for the original repurchase representation.

(10) In order to implement the Fund's policies in connection with com-
pensatory financing of export shortfalls, the Fund will be prepared to waive
the limit on Fund holdings of 200 per cent of gquota, where appropriate. 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 paragraphs (h)
and (5) above, or (ii) to the extent that drawings in accordance with para-
graph (5) are still outstanding.

Moreover, the Fund will apply its tranche pOllCleS to drawing requests
by a member as if the Fund's holdings of the member's currency were less than
its actual holdings of that currency by the amount of any drawings outstandlng
under paragraph (5).

(11) The provision of credit to deal:with the balance of payments effects
of export fluctuations provides immediate. relief .for. a country's short-term
difficulties. - In many cases, however, it will also be necessary to. introduce
measures of a policy character in order to attain & satisfactory and lasting
solution to & country's balance of payments problems. Members generally have
ectively cooperated with the Fund to find and adopt.the measures necessary to
this end. Beyond immediate balance of payments difficulties, the primary ex-
porting countries are, in many instances, facing unfavorable long-term export
trends, and all are trying to meet the challenge of achieving more rapid and
sustained development through a strengthening and broadening of their economies.
The last-mentioned problem will require action in many fields and over many
years by both the primary exporting countries and the.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 appro-
priate and sustained flow of technical and financial assistance to the de-
veloping countries. The Fund cons1ders that its activities can provide
valuable assistance in helplng to establish g cllmate within whlch longer-term
measures can be more effectlvely pursued.

(12) The Fund will review this decision in the light of experience and
developing circumstances.
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1966 appeared to concentrate. As noted in SM/66/77, Revision 1, Sup-
plement 1, the subject, Compensatory Financing, is expected to be brought
to the Board Agenda during the first week after the recess.
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Other Distribution:
Department Heads
Division Chiefs
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The present paper is intended to present relevant statistical data
and staff evaluations with respect to those repurchase systems on which
discussion at the Executive Board at Meeting No. 73 of August 19, 1966,
appeared to concentrate. These are System (6), System (8), a new system,
suggested by Vr, -Lieftinck, which we may term System .(9), a new system
suggested from the Chair as a modification of System (9), which 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,
and (with the exception of System (11)), their performance is measured
in Tables 1 to 3.

System (6). Repurchase in five annual installments. 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 ccoperating
with the Fund in an effort 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 firsi three years
following 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 guarter (not one half) of any repurchases on.
previous compensatory drawings accruing in the preceding twelvemonths g¢ould
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 three years after 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 which the recommendations are observed
or not, 1ts performance could approximate to that for System (&) 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 as good as Systems (8) or (9), is significantly better
than that of the present system. It gives an assurance to countries that they
will not be required to repay more than 20 per cent of the drawing in any year.
It .does something explicit to meet the UNCTAD request to explore ways to
refinance compensatory flnancing obligations if shortfalls 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, Svstem (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 above. Both Systems however, and espec1ally 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 paragraph 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
it was purchased from the Fund." The repurchase provision of the decision
will contain a clause urging that members should use half of any export
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.



Table 1. Compensatory Financing: Effect of Various Repurchase Systems,
48 Countries (1951-64) and Hypothetical Country BL/

(Qualified 50 Per Cent of Quota Limit)

48 Countries Hypothetical Country B
Approximgtion Smoothness Average Drawings Approxlma ion ©Smoothness Average Dra néi g5
rati ratios outstanding ratio® ratio3 outstandi
System lé/ .035 .07 .45 Jd23 .148 6.2
System 61/ .okl .060 .38 135 .160 k.5
System 8§/ : .043 .071 .32 .120 Ak 3.1
System 92/ .0b5 071 .33 .1lh2 .165 3.4
System 1050-/ .0Lo .059 .37 .133 .158 h.p

/ Weights of .50, .25 and .25 applied to years t, t-1, and t-2; respectively, for estlmatlng calculated norm. 100
per cent compensation of calculated shortfall.

g/ Proportionate decline in root mean square percentage deviation of export availabilities from trend value of exyorts.

3/ Proportionate decline in root mean square percentage deviation of export availabilities from trend value of such
availabilities.

h/ Average for all years of total amounts outstanding, in billions of U.S. dollars.

Q/ 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. )

é/ 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.

Z/ Repayment in five equal instalments, beginning in the year following the shortfall year: one half 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.

§/ 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.

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 instalmentis, begimning 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 gquota.



Table 2. Compensatory Financing: Effect of Verious Repurchase Systems in Hypothetical Country B

System lgf System 63j System 8&/ System 95/ ) System lOéf
Stani:i? Repur- Avail- Repur- Avail- Repur~ Avail- Repur- Aweil. ) Repur- Avail-
Year Exports XNo Drawings chases abilities Dravings cheses abilities Drawings chases apilities Drawings chases abilities Drawings chases abilities
1 105 101.2 - - 105.0 - - 105.0 - - 105.0 - — 105.0 - - 105.0
2 109 105.7 - - 109.0 - - 109.0 - -— 109.0 - - 109.0 - - 109.0
3 100 103.5 3.5 - 103.5 3.5 -- 103.5 3.5 -- 103.5 3.5 -- 103.5 3.5 - 103.5
b 101 102.7 1.7 —— 102.7 2.1 0.7 102.4 1.7 - 102.7 1.9 0.7 102.2 1.9 0.7 102.2
5 115 107.7 - - 115.0 - 1.1 113.9 - 3.6 111.4 - 1.7 113.3 -- 1.1 113.9
6 120 11k.0 - - 120.0 - 1.1 118.9 - 1.6 118.4 - 1.h4 118.6 - 1.1 118.9
7 135 126.2 - 1.7 133.2 - 1.1 133.9 - - 135.0 - 1.5 133.5 - 1.1 133.9
8 100 113.7 8.1 2.6 105.7 6.9 1.1 105.7 5.7 - 105.7 5.7 - 105.7 6.8 1.1 105.7
9 135 126.2 - 0.9 13%.1 - 1.8 133.2 - B 130.6 - 2.1 132.9 - 1.8 133.2
10 125 121.2 - - 125.0 - 1.k 123.6 -- 1.4 123.6 - 1.1 123.8 - 1.k 123.6
11 120 125.0 k.6 - 12h.6 5.7 1.h 124.3 5.0 - 125.0 5.3 1.1 124,21 5.3 1.h 124.0
12 150 131.2 - k.2 135.8 - 2.5 137.5 .- 4,4 135.6 - 2.2 137.8 - 2.4 137.6
13 160 145.0 - L2 155.8 - 2.5 157.5 — 0.6 15G.4 - 3.6 156.4 - 2.4 157.6
14 170 160.0 — - 170.0 - 1.1 168.9 -— - 170.0 - 0.8 169.2 - 1.1 168.9
15 100 132.5 9.8 2.3 107.5 8.6 1-1 107.5 7.5 - 107.5 T3 - 107.5 8.6 1.1 107.5
16 130 132.5 2.5 2.3 130.2 3.9 2.9 131.1 2.5 - 132.5 2.9 1.5 131.4 3.2 2.8 130.4
17 115 115.0 -- - 115.0 1.3 2.5 113.7 - . 115.0 -— 2.1 112.9 - 2.4 112.6
18 125 123.7 - - 125.0 - 2.8 122.2 - 0.6 124 L - 2.1 122.9 - - 2.4 122.6
19 130 125.0 - k.9 125.1 - 2.8 127.2 - 3.k 126.6 - 2.1 127.9 - 2.k 127.6
20 130 125.7 - 6.2 123.8 - 2.8 127.2 - L7 125.3 - 2.1 127.9 - 2.4 "127.6
21 1hhy 137.0 - 1.2 k2.7 - 1.0 1h3.,0 - 1.2 142.7 - 0.6 1434 - 0.6 1h3.h
22 160 148.5 _— - 160.0 - 0.3 159.7 - - 160.0 - - 160.0 - - 160.0
23 192 172.0 — - 192.0 - - 192.0 - - 192.0 - - 192.0 - - 192.0
2h 218 197.0 - - 218.0 - - 215.0 - - 218.0 - - 218.0 - . 218.0
25 - 218 211.5 - - 218.0 — _— 218.0 - —— 218.0 - .- 218.0 - - 218.0
26 200 209.0 9.0 - 209.0 9.0 - 203.0 9.0 - 209.0 9.0 —-— 209.0 9.0 ~ 209.0
27 232 220.5 - - 232.0 - 1.8 230.2 - 5.7 206.2 -- 2.8 229.2 - 1.8 230.2
28 208 212.0 4.0 - 212.0 k.9 1.8 211.1 k.0 - 212.0 k.5 1.8 210.6 L.5 1.8 £10.6
29 238 229.0 - - 238.0 - 2.8 235.2 - i,5 233.5 - 2.7 235.3 - 2.7 235.3

1/ Weights of 0.50, 0.25, and .25 applied to years t, t-1, and t-2, respectively.

g/ Amounts outstanding at end of three years are assumed to be repaid one half in the fourth and one half in the I'ifth year after drawing, regardless of level of exports.

g/ Repeyment in five egual installments, beginning in the year following the shortfall year: one half 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 guota.

4/ 50 per cent of export excesses applied to repayment in the Tirst three years. In the fourth year either half the amount outstanding at the end of the third year or
hai% of the export excess (whichever is the greater) applied to repayment. In the fifth year any amount outstending at the end of the fourth year repaid.

gj In each year either 20 per cent of the drawings or 25 per cent of any export excesses, wnichever is the greater, aprlied to repayment; 25 per cent of any repurchases
is deducted from exports for the purpose of computing shortfalls, provided that the resulting shortfall exceeds 2 per cent of guota. .

éf Repayment in five equal installments, beginning in the year following the snortfall year: one yuarter of repayments or past drawings is deducted from exporis for
the purpose of computing shortfalls, provided that the resulting shortfall exceeds 2 per cent of quota.



Table 3. Hypothetical Country B: Amounts Outstanding
Under Various Repurchase Systems

Year Syst System ste Syst stem
T Ve ) o/ 4ty
}_ - w - - -
2 - - - - -
3 3.5 3.5 3.5 3.5 3.5
i 5.2 k.9 5.2 k.7 .7
5 5.2 3.8 1.6 3.0 3.6
& 5,2 2.7 - 1.5 2.6
7 3.5 1.5 - - 1.5
8 9.2 7.3 5.7 5.7 7.2
9 - 8.4 5.5 1.k 3.6 5.5
10 8.4 4,1 - 2.5 L
11 13.0 8.4 5.0 6.6 8.1
12 8.8 5.9 0.6 L 5.6
13 k.6 3.4 - 0.8 3.2
1k k.6 2.3 - - 2.1
15 2.1 9.8 7.5 7.5 9.6
16 12.3 10.8 10.0 8.9 10.1
17 12.3 9.6 10.0 6.8 7.7
18 12.3 6.8 9.4 k,7 5.3
19 , 7.4 h.a 5.9 2.6 3.0
20 1.2 1.3 1.2 0.6 0.6
21 - 0.3 - - -
22 - - - - -
23 - - - - -
24 - - ~ - -
25 - - - - -
26 9.0 9.0 9.0 9.0 9.0
27 9.0 7.2 3.2 6.2 7.2
28 13.0 10.3 7.2 8.9 9.9
29 13.0 7.5 2.7 6.2 7.2

l/ Amounts outstanding at end of three years are essumed to be repald cne half in the fourth and one
hglf in the fifth year after drawing, regardless of level of exports.

g/ Repayment in five equal instalments, beginning in the year following the shortfall year: one
half of repaym.nts on past drawings is deducted from exports for the purpose of computing shortfalls,
provided that the resulting shortfall exceeds 2 per cent of guota.

i/ 50 per cent of export excesses applled to repayment in the flrst 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 ‘grester) mpplied to repayment. In the fifth year any amount outstending at the end of the fourth
year mepald. .

&/ In each year either 20 per cent of the drawings or 25 per cent of any export excesses, whichever 1s
the greater, applied to repayment; 25 per cent of any repurchase ie deducted from exports for the purpose
of gomputing 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,
wrovided that the resulting shortfall exceeds 2 per cent of guota.



DOCUMENT OF INTERNATIONAL MONETARY FUND AND NOT FOR PUBLIC USE

September 8, 1966

To: Members of the Executive Board
From: The Secretary

Subject: Compensatory Financing of Export Fluctuations

Mr. Wass has proposed the following amendment to the draft
decision contained in SM/66/7T, Revision 1, Supplement 1:

At the end of paragraph 12 add:

"and in particular of eny further international
arrangements which may be established in the
future for compensating shortfalls in export

earnings."
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Revision 1

August 5, 1966

To: Members of the Executive Board
From: The Secretary

Subject: Compensatory Financing of Export Fluctuations: Developments in
the Fund's Facility

The attached revision of the draft report on Compensatory
Financing of Export Fluctuations is circulated for consideration by the
Executive Directors at a meeting tentatively scheduled for Monday,
August 15, 1966.

Att: (1)

Other Distribution:
Derartment Heads
Division Chiefs
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INTERNATIONAL MONETARY 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

August 5, 1966

The attached paper represents a revised version of the draft Report
attached to SM/66/77. The sections dealing with repurchase have been
revised on the assumption that Repurchase System (6) of SM/66/97 is
adopted.

In order to facilitate comparison with the first draft of the Report,
changes have been typed on the original stencils, except for page 25 and
page 27. These pages, where the changes were fairly extensive, have been
retyped, the new material being indicated by underlining, and the omitted
material enclosed in sguare brackets. ’



Compensatory Financing of Bxport 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 May, 1962, the Fund issued a report entitled "Compensatory Financing of
Export Fluctuations.” This report, after reviewing the problems involved .
in Fund financing of fluctuations in exports of primary exportln? countries,
set forth in its concluding chapter an Executive Board Decision—/ covering
two points: (a) quotas and (b) drawing policies.

With respect to guotas, the Fund declared its willingnesq to give
sympathetic consideration to requests for the adjustment of the gquotas of
certain primary exporting countries, particularly those with relatively
small quotas, to make them more adeqpate in the light of fluctuatlons in
export proceeds and other relevant criteria.

As regards drawing policies, the Fund 1ntroduced a new facility, of
which the principal features are as follows: ~

(1) It is open to all member countries, but designed in particular for
prlmary produc1ng countries.

(2) It is de31gned to compensate for temporary shortfalls 1n‘export
recelpts, rather than in exgport prloes or in the terms of trade, or in the
1mport1ng power of exports. '

(3) By temporaﬂy shortfalls are meant deviations from a medium-term
trend in export receipts.

(4) Compensation is paid in the form of a drawing subject to the

normal conditions of repayments for Fund drawings, including an out81de
limit of 3 to 5 years.‘

(5) Compensation has been paid to the full extent of the calculated
shortfall, subject to the proviso that the total of compensatory drawings
.outstanding should not normally exceed 25 per cent of quota.

. (6) The policies of members drawing under the facility do not bave to
meet the tests that the Fund would apply in the case of a non-compensatory
drawing in the same tranche. However, members do have to satisfy the Fund
that they are encountering payments difficulties, that the shortfall is of
a short-term character, and is largely sttributable to circumstances beyond
the member's control, and that the member will cooperate with the Fund in
an effort to find solutions, where requlred ~for its payments difficulties.

1/ Decision No. 17T (63/8) of Fi February 27, 1963, Selected Dec181ons,
'Thlrd 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 reviewed. ' -

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 with 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 guotas of certain primary exporting
countries, and in particularn of countries with relatively small gquoctas,
would be appropriate to make them more adequate in the light of fluctuations
in export proceeds-and other relevant criteria, the Fund is willing to 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 guota increases under
a special policy applied to developing countries with relatively small

quotas; 15 other countries appear to be eligible for such guota 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 guota increases referred to above. This gives them the benefit of a
quota increase immediately, and makes it possible to spread the reserve cost
of' the increase over a number of years.

Finally, in considering applications for individual gquota increases,
even from countries other than the above, the Fund has modified the formula
which 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 rew materials exporting countries. The ‘
Fund has alsofmodified the formula to give greater weight to trade and the=

variability € 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 established by
the Fund in February 1963 to provide compeunsatory financing for export
fluctuations would by this time have been used often enough to 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 fac}e
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 per
cent of quota); and (3)—§udan 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 developmenis 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 substential
declines in price of tropical foodstuffs (other than coffee), which began
in spring 1964 end continued through the greater part of 1965 have not

reacted sufficiently on earninhgs to evoke many opportunities for the use
of the facility.

Despite the small number of instances of use, there has been enough
experience and eﬁough reflection on the variety of situations that might
present themselves to permit of a reconsideration of-several of the features
of the 19563 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 imprcved. :

Most of these suggestions are summed up in the three recommenaations
nade by the United Nations Conference on Trade and Developument of 1964 to
Governments members of the Fund as to changes that might be made in the
facility, and in the reguest 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
coveraed in the UNCTAD Resolution referred to above, except for the reference
to automatism in the speech of Governor Pugliese of the Argéntine, and the

reference to terms of trade and import prices in the speech of Governor
Wanninayale of Ceylon.

Application and Development of the Facility

1. Nature of Shortfsll

Drewings under Paragraph 5 of the Compensatory Financing Decision of
1963 may be made only when the requesting member experiences payments
¢gifficulties 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 is given.

1/ The guotas referred to in these percentages are those applicable at
the time the drawing was made. :



Table 1. Changes in Prices and Export Barnings for
Primary Producers in 1962 to 1965

Pricesl/

Parcentage increase or

decrease (-) from previous year

Export Earnings
Countries mainly ' Percentage increase
dependent on from previous year

Commodity 1953 T96% 1965 specified commodities?/ 1963 196h 19653/
Metals and minerals&/ -3 21 13 .Metals and minerals 9 .24 13
Agricultural products 20 - -12 Agricultural products 12 10 kb

Food 31 - =17 N

Coffee L 30 -5 Ea) Coffee 12 8 7

Sugar 185 -31 -6k b) Mixed tropical

Cocoa : 20 . -8 -26 foodstuffs 11 11 3

Wheat ' 1 ) 4 -5 (¢) Mainly temperate

products 14 12 2
Non-food ' 4 - -5 (d) Fibers and rubber 10 2 9

Cotton - 2 29 -5

Wool 18 - -13 '

Rubber -7 -5 -1 (e) Mixed 7 11 5

Mixed Mineral and
Agricultural 8 -9 2
A1l exportsk/ 18 2 -9 A1l countries 11 10 L

1/ Group price changes are 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.

2/ Defined as at least one half of export earnings as classified. Excludes countries dependent on

petroleum. Data relate to Tl countries.

%/ Provisional.
_/ Excluding petrolsum.
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However, in the earlier Fund report, "Fund Policies and Procedures in
Relation to the Compensatory Financing of Commodity FluctuatiOns,“}_ 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 was
calculated. The same definition was adopted in the staff paper cited on /
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 statis-
tical method of estimating it in the absence of complete information.i
This is also the definition that has been adopted in all applications of

the Compensatory Financing Decision to particular countries up to the
present tinme,

In the absence of precise quantitative knowledge as to the nature of
the economic forces at work in determining trends and fluctuations, a moving
average seems the best and most flexible way--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 & "medium-term"
trend. However, a2 S5-year period is preferable to the others in that it
contains a middle year, the trend value of which can be defined as the
average of the period. The trend value for any year in any time series
must anticipete the figures for subsequent as well 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 below, 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 the menner illustrated above can
one expect to find, over a reasonable period of time, a rough balgycing 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 reguired as to whether
the shortfall in guestion 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 Export Fluctuations,” pp. 17-18.
’ Ey 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 deflcits 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 guite unavoidable. There is no way of defining a
norm or trend consistently from year to year in such a way as to secure a
perfect balance of surpluses and shortfalls over any given period.
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The definition of the treénd itself is such as to make it likely--though one
can never be certain--that shortfalls with respect to it will be of short
duration.z/ Any attempt to make a separate determination as to whether

a given shortfall would cease to exist within, say, 2 or 3 years would
involve estimating for that period ahead not only actual exports--vhich,

as is indicated in the Tollowing 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.

IT. Estimaticn of 'Trend and Shortfall

In paragraph 7 of the 1963 Decision it is laid down that the Fund will
seek 1o establish reasonsble estimates regarding the medium-term trend of
the member's exports "on the basis of appropriaste statistical data in con-
Junetion with qualitative information about its exports prospects.” This
phrase appears to foreshadow a two-sided approach--"statistical” and
"qualitative"--to the problem of estimation. However, 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 estimastion of normal exports has represented a compromise between (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-

casgts 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 g good approximation 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 reasonable balance
between these two methods, each less than satisfactory, which at the same

time assures countries as much uniformity of treatment as possible frcm one
case to the other,

1/ Calculations covering L8 countries shov that almost 50 per cent of
all shortfalls with respect to a norm defined as above last only 1 year,

nearly 85 per cent no more than 2 years, and 96 per cent no more than
3 years.
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As regerds 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
gquestion and the two preceding years. In both cases the weights agsigned
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 .J:

The "general" formula, used in calculations contained in the Fund's
Report on "Compensatory Financing of Export 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 of the experience of some 48 countries
over & 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" formulse 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 the exercise.

As regards the more subjective -er-lguelibative'l estimate primarily
based on merket 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 two
years following the year for which the shortfall is being determined and
then to take an average of the five years centered on the shortfall year.
The forecast in guestion 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 mejority 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 coumodity market analysis. But
there remains a sizeable residual for which no such analysis is possible and
it may well prove desirable in particular cases to meke & more or less
automatic statistical estimate for this part of the exports. In this event
the partial results of market analysis for major commodities would be com-
bined with & more mechanical result for the residual to arrive at a glebal
estimate.

1/ The "true norm" for exports, x, in any year t, i.e., %, is defined as

t
X + X + X, + X + X
t-2 t-1 St 4+l t+2 . The problem is to find weights Wor Wy
LY such thet theestimated norm x% = Woky o b WiXy g+ W Xy provides the

best approximation to X, for all values of t. This is found by regression
analysis for years in whlich the relevant expcort date are available.
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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 shead, 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 esercise of Judgment
based on an analysis of the causal factors at work than by any mathematical
formula, however skillfully contrived, which is baged on the merg statis-
tical magnitude of current and previous exports.“}/ In futﬁ&%ﬁ? BFSould
seem advisable to givé%somewhat greater weight than in the past to the
"qualitative" as against the'statistical estimate.

i 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 Relative to the Compen-
satory Credit System of the International Monetary Fund, set forth at
Annex A.IV.17 of its Report, the UNCTAD made the following request:

"The Conference

" -

2. Requests that the International Monetary Fund, in its deter-
mination of the shortfall in export receipts, consider giving greater
weight to the actuasl experierice of the three preceding years.”

The issue here, though it appears to be purely technical, in fact
tcuches on a point of principle. At rresent, as has been explained above,
the Fund's compensatory financing facility is designed to compensate for
shortfalls from the presumed current trend 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
repayments 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 ordinaery 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 Monetary Fund, February 1963, page 10. ‘

It is important, however, to give members some assurance that estimates of export
trends will remain within a certain predictable range. This can be achieved by
providing that, in the calculation of the trend, the average level of exports
predicted for the two yeas following the shortfall year will not be assumed to
exceed by more than ten per cent the average level experienced in the two years

preceding the shortfall year and will not be assumed to be less than the level of
exports experienced in the shortfall year itself.
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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 which 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, and that no weight is
glven, for example, to exports three or more years anterlor 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 given 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 in the weighting formula of the
third year preceding the shortfall, or 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 thé 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 closer 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
cbject of the compensatory facility to .aim at the largest possible amount
of drawings, and, as will be shown below, there are ways in which it would
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 with 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
would necessitate the introduction of a separate determination as to
vhether 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 determination of the trend by
present methods.
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The other alternative would be to drop the proviso that export short-
falls--or rather declines--should be temporary. But this would scarcely be

compatible with the legal requirement of temporariness in the use or Fund
resources.

For these reasons it seems on balance undesirable to alter the present
concept of the export norm.

Table 2. Fund Compensatory Finencing Facility: 1/
Comparison of Weighting Systems over Years 1951 to 1964=

: . Average

Limit Coefficients Drawing Drawings Approxi- Smooth-

Per Cent Applied to Years Entitle- Out- / matiog/ © .ness 5/

of Quota. T t-1 t-2  ©-3 ment 2/ standings!  Ratio™ Ratic
.25 0 1/3 1/3 1/3 1.04 .31 .022 .028
+25 S50 25 25 97 .29 .023 .029
50 0 1/3 1/3 1/3 1.82 .5k .033 .06
.50 .50 .25 .25 1.61 .48 . .03k 046

1/ Scheme applied to a sample of 48 countries. 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
which the limits are expressed are not present quotas but those obtaining at
the relevant dates during the period 1951 to 19Ck.

g/ Cumulative total entitlements over the period in billions of U.S. dollars.

;/ Average for all years of total amounts outstanding in billions of U.S.
dollars.

E/ Proportionate decline 1in root mean square percentage deviation of export
availabilities from trend value of exports.

2/ 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 Argentine, speaking at the 1965 Annual
Meeting of the Fund on behalf of 19 Latin Americen 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 would 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, elthough 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 the loss of inccme occurs.”

This gquestion, so far as»it<concerna 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 by the use of short-term forecasts
based on commodity analysis than by reliance on the besi statistical for-
mula. While 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
estimatlon process.

C. Account to be Taken of Terms of Trade

At the 1965 fnnual Meeting of the Fund, Governor Wanninayake of
Ceylon made a suggestion 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 fecility. 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 yesrs 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 we were uneble to avail our-
selves of the compensatory financing facility. I do sincerely

hope that this partlcular 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 end
its import prices. Fluctuations in export prices are, of course, refle¢ted,
along with fluctuations in export quantities, in the flucutations in export
proceeds. It might be argued thet price fluetnations are more properly
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compensable than quantity fluctystions in that they are less easily affected
by the policies of the exporting bdéuniries. On the other hand, scme 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 guantity
in the fluctuations in export proceeds.

The case is different where price fluctuations are concerned. There
is undoubtedly & 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 the import price
indices of developing countries are unavailable, unreliable, or late in
appearing, estimates could be formed on the basis of the export and import
price indices of industrial countries. Such data, however, would provide
extremely uncertain and disputable estimates for the imports of any
individual developing country. It has to be borne in mind that the
developing countries that experience the largest [luctuations in import
prices do so because they are substantial importers of primery products,
often from other developing countries. Apart from such cases, the import
price indices of primary producing 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
power of exports.

IV, Period for Which Shortfall is Calculated

Thus far it has been the practice of the Fund to reguire 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 within which any claim
for compensation with respect to the exports of a given period should te
wade, and if the compensatory facility is to fulfil its purpose 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 below, 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. )

1/ See page 14 below.
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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 1n & systen
under which such claims could be made only with respect, say, to calendar
years. A more plausible case could be made for ruling that, where exports
are marked by seasonality, claims for compensatory drawings should be made
only with respect to twelve-month periods which in¢lude 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 & twelve-
month period that spanned two seasons, whereas no shortfall would aeppesr
from & comparison of crop years. Bearing in mind, however, that most
countries have a number of export crops with different seasonelities, it
is doubtful whether the variability of seasonality is sufficient to Jjustify
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 twelve-
month periods applications for compensatory financing would not be, enter-
tained. It should also be borne in mind that any shortfell that appeared
to be artificially induced by deliberate delsy in the marketing of a crop
would be unlikely to be regarded as "largely sttributable 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 & time lag of a {ew months
between the shortfall end the compensatory drawing is undesireble, and that
it would 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 ordinary drawing 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 eny drawing, to
reclassify all or part of it as a compensatory drawing under Paragreph 5
of the Decision. The drawing, when first made, would have to satisfy the
ordinary conditions for drawing in the tranche in gquestion, or, if maede
under standby, the requirements eppropriate to drawing under the standby.
The reclagsification 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 amount of that shortfall. Such reclassification would confer on
the dravings 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 drawing
facilities, discussed below). It would not, however, reconstitute rights
to draw under standby.,r

Repurchase undertakings made in connection with the original drawing would

be replaced by the undertakings appropriate to a compensatory drawing. In.principle,
policy-undertakings made in connection with the original drawing would, however, ‘
remain unaffected by the reclassification.

vt
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It is estimated that if both the compensatory facility and the privi-
lege of reclassification had existed over the period 1959-64, and the
latter bad been exercised to the full--which might not in all cases have
been to the country's advantage--some 20 to 25 per cent of all non-
compensatory drawings could have been so reclassified.

V. Problem‘of Double Compensation

I_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 Pecision a member can draw from the Fund with respect to a
payrents deficit arising out of an export shortfall either in the form of
a drawing under ordinary tranche policies (referred to in Paragraph L of the
Decision) or in the form of a drawing under the special policies outlined
in Paragraﬁﬁ 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 circumstances 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 k.

In the case of two drawings under Paragraph 5, it is proposed that, if
the period with respect to which a second such drawing 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 with respect to which it was given, and such part of it
as corresponded to the overlap between the two periods would be subtracted
from the drawing entitlement with regpect 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 il the ordinary drawing follows the Paragraph 5 drawing and is not
made under a standby accorded before the latter drawing. 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 drawing or standby.

The real difficulty arises if a Paragraph 5 drawing or reclassifica-
tion is requested afterjsm-erdinery-drevwing-op-standby-arrangementy We

then have to ask whether the payments situation with respect to which the
drawing or standby was given included any part of the export shortfall
with respect to which the Paragraph 5 drawing or reclassification is now
requested. Such a question would be hard to answer since an ordinary
drawing 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.

that is to be reclassified.

a standby arrangement or an ordinary draw1ng——other than the draw1ng1
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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 shortiall. 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 will, therefore, have to be
adopted 'as to the period and magnitude of the export shortfall deemed to
be compernsated by ordinary drawings or drawings under standby made prior
t6 the reguest for a drawing or reclassification under the compensatory
facility.

VI, Responsibility for Shortfall and Policy Conditions

According to Paragraph S(a) of the Compensatory Finencing 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 the compensatory
facility. However, there may be ambiguous cases where difficulties of
Interpretation arise. A shortfall can sometimes be attributed with equal
proprlety to any one of a number of causes, some of which may be under the

member's control and others not. For example, suppose a combination of
the following:

(é) a rise in foreign demand for the country's exports;
(b) a short crop due to weather;

(¢) a rise in home consumption of the export product due to
inflation, subsidization, or some other factor for which the
government is resronsible.

Given the rise in prices resulting from (&), the shortfall in export
value may be no greater than could be entirely accounted for by either
(b) or (e). Asain, suppose that a shortfall takes place in the exports of
a given product due to "act of God" 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 the member. Again, there may be cases
where the shoxrtfall would not have occurred without certain policies of the
member but these policles were 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 member
requesting the compeusatory drawing should generally be adopted, and when-
ever the shortfall can be largely attributed to "circumstances beyond the
control of the member" it should be so attributed.



[ 1t would also ellminate certaln p0351ble 1nequ1t1es as between countrles

utilizing the facility. 1/

- 16 -

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 scolutions would have
to be. This has been left to subsequent discussions, and has not stood in
the way of prompt action on a request for compensatory drawings. HNever-
theless, in one casé in which & compensatory draving was requested, the
country concerned made, at the time of the request, a statement of the
policies it intended to follow. In the two other cases of compensatory

drawings, the Fund subsequently reached agreements on -appropriate policies
with the countries in guestion.

VII. Separation of the CompensatOry'Facility from other Drawing Facilities

One of the measures which the UNCTAD proposed for consideration by
Fund member governments runs as follovs:

"(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."

Presumably the measure recommended is to be interpretéd in the sense
that the amount drawn under the compensatory financing facility would be
ignored by the IMund in computing the amount of drawing fecilities still
availeble to members under the principles applicable to the gold tranche,
the first credit tranche, elc., as well as in computing the practical
maximum drawing Taecilities open to members. In other words, the Fund would
treat a draving request by a member as if its holdings of member currency
vere less than its actual holdings by the amount of any drawings outstan-
ding under the compensatory {inancing facility. At present the Fund is
prepared to waive the 200 per cent limit to the extent that compensatory
drawings are outstanding. I the UNCTAD recommendation were accepted, the
limits for gold tranche and first credit tranchie policies would be extended
beyond 100 per cent and beyond 125 per cent of holdings, respectively, to
the extent that compensatory drawings were outstanding. Most compensatory
drawings are likely to occur after a country has used its gold tranche
and probably also its first credit tranche, To ignore the compensatory
dravings not only from the standpoint of the total drawing facllities 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

e i — - -

additional in all respecis.¥ Of theé other hand, at any given level of
holdings it would somewbat reduce the Fund's ability to secure satisfac-
tory corrective programs in the case of ordinary drawings. It would not

1/ At present, a member that draws on its compensatory facility after
he;ing drawn its gold tranche and first credit tranche may in effect draw
up to 75 per cent of quota on relatively easy policy conditions, while a
member drawing on its compensatory tranche at an earlier stage could draw
only up to 50 per cent on such conditions. '
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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 7(b). The Fund is
prepared to separate the compensatory fa01llty from other draw1ng facilities
in the sense described above.

VIII;: The Limit on Compensatory Drawings

One measure recommended by UNCTAD to Governments members of the Fund
for study is:

"(1) To increase as soon as possible the amount allocated by
the Fund to compensatory financing over and above its current
transactlons, from 25 per cent to 50 per cent of a member country's
guota."

It should be noted that the limit of 25 per cent of quota on out-
standing compensatory drawings 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 thé compensatory facility, namely that a country
can, to a large extent, rely on obtaining compensatory financing in the
01rcumstances 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 way draw as a result
of a payments difficulty arising out of an export shortfall. It is always
open to the country to request an asdditional drawing under the ordinary
drawving policies applicable to its tranche position with the Fund.
Admittedly, this would reduce the amount of drawing facilities available
for other purposecs.

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-
can tly to the value of the assistance provided. Calculations as to how
the Fund's compensatory f7c1lity might have worked if it had been applied,
on a pure formula ba31s, to the export earnings of priwmary producing

1/ 1t is, of course, impossible to establish in retrospect precisely
what 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 besn affected by quali-
tative. appraisal as well as by formula.
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countries over the period from 1951 to l96h, and if it had 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 & proportion roughly commen-
surate with the increas=d "cost" involved. The extent to which export
availabilities are brought closer to the itrend value of exports would have
been increased by almost 50 per cent, the extent to which availabilities
are smoothed out would have risen by some 60 per cent, while the average
drawings outstanding would have risen by some 65 per cent. The dataeare
set forth at Table 3. '

In the rather favorable circumstances which have prevailed since the
compensatory financing decision, only three compensatory dravings have
taken place. It is noteworthy, however, that in one of them (the case of
Sudan), the amount of compensation which would prima facie have been paid
under the facility was restricted by the existence of the 25 per cent
maximum. In the other two cases the amount of compensation paid was not
s0 restricted but in each case a single compensatory drawing absorbed,

respectively, 86 per cent and Tl per cent of a gquota tranche,

Table 3. Compensatory Financing: Fund Scheme with Varled
-Limits Applied to Data for Years 1951 Gl 1/

Approxi- Smooth-~ Average
) matio ness Dravings
Linmit Ratlog/ Raflod/ Outstandingu/
25 of Quota .023 029 .29
50 of Quots
(a) Unqualified L034 NOITS 48
(v) Quallf}ed as to rate of
useZ, .035 LOL7 b5
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
exporvs in those years. The quotas in per ceut of which the limits are
expresced are not present quotas but those obtaining at the relevant
dates during the period 1951 to 196k,

2/ Proportionate decline in root mean square percentage de 1at10n of
export availabilities from trend value of exports. '

g/ Proportionate decline in root mean sgquare percentage deviiation of
export availabilities from trend value of such availabilities.

h/ Average for all years of total amounts outstanding, in Qilllons of
U.S. dollars.

5/ Drawings outstanding may not increase in esny year by moﬁe than 25
pexr cent of quota.
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From a compensatory financing standpoint there is much to be said for
extending the 1limit 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 to facilitles of a more strictly conditiocnal character.

ThisYweekendng—ef-conditionedsdy, which will be somewhet intensified by the

separation of the compensatory facility from other drawing facilities which
has been recommended in the preceding section, is/%@¥%a§s=¢he-most impor-
tantqﬁieaéwaaéﬁge of the proposal undsy considersation.

eature .

Account should alsoc be taken of the possible effect on the Fund's own
liguidity, i.e., its effect on the probable level of drawings relative to
resources provided by guotas in the Fund. As—shown—in-Fabie-3;-if-the——-7

gmpensatory-facility-had-existed-over-the-period-1951-6L,and _if all-
L8~egountries covered by the table had made full use of that facilit
extendion of the limit from 25 per cent to 50 per cent of present.quotas
would ha¥e_increased the average amount of compensatory drawings out-
standing from $290 million to $480 million. From the stzggpéint of Fund
liquidity, howeawer, what matters is not so much the avergge amount of com-
pensatory drawin outstandin; as the amount liable % ¢ outstanding at
peak periods. Tt issgstimated that, on the assumptitns set forth above,

the extension of the l}migez;om 25 per cent to 50per cent would have raised

the maximum amount of comPensatory drawings optstanding within the period
from $400 million to $T7UO mi iégg or, say, from 18 per cent to 33 per cent
of the quotas of the countries cernedin the year--1955--in which these
maxima occurred. On the assumptio t potential peak year compensatory
drawings outstanding at any given pérdentage limlt have expanded since
1955 in proportion to quotas i ay be ediimated on the basis of the new
quotas becoming effective inA%66, that outdd@nding drawings for a peak
year like 1955 would noz/gmbunt to somewhat more than $1,100 and $2,000
million for the 25 per .cent and 50 per cent limifhs, respectively. Since,
however, countries with adequate reserves will oftem™~ot use opportunities
for compensatory @&tawings that are open ﬁotthem,'or wild not exercise their
to such drawings, and since any use made the compen-
ordinary
drawingsy the true magnitude of the additional use of Fund reso es at
peak ricods involved in the extension of the limit would be uni?ﬁéig\zf

ed, say, $400 million to $500 million. Moreover, past experience™.,
ok =umre st -bhreh Hri-le--peslt Jpeews. fox conpansabessr Arauings i




[making reasonable efforts to solve its balance of payments problems., ]
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vould -be--Likely -bo-cecur -in-yFears -When -Ron-Conpensatery -outstand ings were

P&i&%mw&kr4&h§&rsumgrqayihiqyyb4a}ékgaabréhaqyaayyy&sl

isely writh -the

Besit-rears -For -Ro-CoRpeRSEtory -drawings-outstanding

Balancing the divergent considerations discussed in this section,
it 1s intended that:

(1)

(ii)

(1id)

(iv)

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

50 per cent
the mew/limit should apply in all circ
as with the present limit,

stances and not merely
"normally";&N 1/

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 gquots; and

any drawings the effect of which would be to raise drawings
cutstanding under Paragraph 5 of the Decision beyond 25 per
cent of guota will be grantcd only if the menber couniry,

in addition to fulfilling the requirements of the Decision,
is found to bhave been [following policies reasonably conducive

Cutstending Drawings in Relaﬁion to Fund Quotas,
(in per cent of total Fund quotas)

to the development of its exports.] -
1951-64 /
///

Actual Fund Drawings

less Hypothetical
All developed copgensatory
counttries countries drawings:
x’
1951 12.1 3.5 0.1
1952 11.0 3,07 2.6
13?2 10.5 '/? -7 i.o
1 .3 o7 B0 1.5
1955 68, 7 3.3 4.0
1956 11.9 3.8 3.9
1957 21la 19 3.2
1958 .2 \2\6 4.6
1959 11,0 8 2.3
1960 ,/ 5.9 5-9\ 1.3
1961 ’ 18.0 8.7 N 1.h4
1962 11.6 9.0 \;.6
1963 11.6 2.6 <9
1964 16.1 8.9 0.7,

.

A/ Mixed Repurchase Scheme with qualified 50 per ~

vt 1imit
Ho—2tF oy

.

o

X

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 gquota.”
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The limitation suggested under (iii) ebove will impose a delaying
effect in utilizing the compensatory facility to the full extent proposed
under (i). As will be seen from Table 3, this arrengement would probably
yield slightly better results with respect.both to approximation to export
trend and to smoothness of export availabilities than weould an unqualified
limit of 50 per cent of quota, and would be sllghtly less expensive to the
Tfund in terms of drawings outstanding.

In connection vith the delaying effect of proposal (iii), it should
be borne in mind that Consultations under Article XIV or Artiecle VIII
would provide an opportunity for testing the .extent to which a member had
implemented its undertakings under earlier compensatory drawings to
"cooperate with the Fund in an effort +to find, where required, appropriate
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 the resources needed by a member to deal with a particular short-
fall exceeded the amount permitted 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 ter7s noymally applicable
to the tranche in which the country found 1tself. This would be a
drawing under Paragraph 4 of the 1963 Decision, and, as such, would not
be limited 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 shortfzll in export receipts beyond
the control of the country affected.”

While there is no specific provision in the Compensatcory Financing
Decision of 1963 for refinancing of compensatory drawings, refinancing on
a short- to medium-term basis would, in effect, be possible under present
procedures in the circuméstances that appeer to be envisaged in the recom-
mendation, viz., in the case where at the time when the 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 the type described persisted, the member would be in a position
to apply for a new draving under this facility. It would not, however,
be able to increase its outstanding compensatory drawings as much as if
there had been no repurchase obligation. Moreover, a country that had

1/ In gccordance with the proposal at p. 16 above, the terms in
questlon would, cof course, be debtermined by the Fund's holdings of the
member's currency, EXClUDlVQ of those arising from drawings outstanding
under Paragraph 5 of the Compensatory Financing Decision.
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made a compensatory drawing might suffer hardship by having to repurchase
in & year in which, 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 raises the much more fundamental issue as to whether repayments
for compensatory drewings should take place according to the norwal 3 to
5 years ruvis, 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 below, schemes in which (a) repurchases
were made exclusively out of export excesses, and (b} the full amount of
such excesses was directed to repurchases would probably, over the yesrs
1951 to 196k, have enhanced the degree of approximation to the export trend
by over 20 per cent, and the smoothing effect of the facility on expord
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 gquota. For
schemes without limits the superiority of compensatory repurchase would
have been still greater.

Contrary to what might perhaps at first sight be assumed, the change
in the timing of repurchases would also, save in the "no limit" case, have
reduced the average lcength of time for whieh compensatory drawings remained
outstanding and hence have reduced the average emount 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 would do much to improve the
performance of the facility without any additional "cost"--indeed with a
reduction in cost--in termz of drawings outstanding.

In order to apply this method of repayment for compensatory 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., Albternatively, end pre-
ferably, they might be made for each twelve-months period, beginning with
the twelve months immediately following that with respect to which the
drawing had been granted. Since it would be a matter not of a drawing
facility, but of a2 repayment obligation, it would be inappropriate to
rely to any extent on gualitative estimation of a necessarily subjective

kind in calculating the export excess. This{shordd=te-%one on the basis
of thz statistical formula sdopted as an element in the calculation of
shortfalls.

gacalculation should be madej




Fac1lity‘and Fund quuidlty," diverges substantially from the correﬂpenﬁing
passage from” the foot of p. 22 to p. 26 inclusive in SM/65/lQlf"and
proposes a type of “mixed repayment system for compensatory” drawings
different from that proposed-in SM/65/lOl.végggﬁﬁrﬁﬁgﬁgeo were made to

meet the point made by a numbef\Bkaxec tive Directors that repurchases

out of export excesses, though avoidifig’ “the difficulties that would arise
from repurchase reoulremeanfd’Eurrlng at a tlmE'Qf poor or mediocre
exports, might have/difficultles of their own in thaf‘the amount of the
repurchsse gbllg’tlon would not be.known in advance. The uyetem\pow pro-
posed . attompts to avoid or mitigate both sets of difficulties, in a‘manner

ot unduly-sxpensive tothe Fund.] -

Two difficulties arise with respect to this fully compensatory system
of repurchases out of export excesses. The first concerns the predic-
tabllity of repurchase obligations. Countries might occasionally find .
it daifficult 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 reguirerents, 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 half 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 payments, it would always be possible for- the Fund,
under appropriate conditions, to agree to an ordinary drawing at the time
of the compensatory repurchase. 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 proportion of the repurchases of compen-
satory drawings would probably remain outstanding for longer periods than
has hitherto been deemed compatible with the temporary character of Fund
assistance. This does not mean that repsyment would normally be more
delayed than under the 3 to 5 year rule. Indeed, if, as indicated in
Table 4, the amount of compensatory 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 which 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
the years 1951-64. From this it can be seen that, even with an.unqualified
limit of 50 per cent of guota, some two thirds of all compensatory drawings
would be repaid within 3 years, and more than four fifths within 5 years.
The residue remaining outstanding beyond 8 years might be about 1 per cent.
In considering these results, 1t 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 80—7
wlth Varled Forms of Repayment, 1951- ghl

Repaymerts System - Fixed Term@/ 'Compensatoryéf Mixedﬂ/

25 Per Cent of Quobta Limit

Approx1matlon Rat/ 5/ 023 .028 26 026
sincothness Ratio™ .029 , .05 36,037
Average Drawings Outqtandlng7/ 29 .17 2 .25

50 Per Cent of Quota Limit (imqualified)

Approximation Ratio .034 .0h2 &EE 039
Smoothness Ratio LOhL6 072 =55 059
Average Drawings Outstanding 48 .36 &H .03

50 Per Cent of Quota Limit (Qualified)

Approxiﬁation Ratio .035 L0l3 E 041
Smocthness Ratio - o7 071 .060 060
Average Dravings Outstanding 45 .28 Az .38
Approximation Ratio .100 .155 FEEF L 121
Smoothness Ratio , 121 LO16 sy 050
Average Dravwings Outstanding 1.36 1.49 E=pFF 1.17

1/ Weights of .50, .25 and .25 applied to years t, t-1, and t-2, res-
pectively, for estimgting calculated norm. 100 per cent compensation
of calculated shortfall.

g/ Amounts outstanding at end of three years are assumed to be repaid
one half in the fourth and one half in the filth year after drawing,
regardless of level of exports.

j/ 100 per cent of export excesses applied to repayment in all years.

Repayment in five equal instalments, beginning in the year following’

Wt sa o T —— 5 R

The SKOFtIall yearitrepayments 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 availabvilities 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 by the statistical probability that the
average period of repayment will be short, this change is one which it
would be advisable to adopt. However, it is considered that this require-
ment calls for a fixed maximum term for every drawing, 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
"compensatory"” and "fixed term" repurchase respectively:

(a) Compensatory drawings’would be repaid in equal annual instal=~
ments over a five-year period. '

(b) In estimating export shortfalls for the purpose of making com=-
pensatory drawings, the Fund would, if the member so requested,
deduct from the figure for actual exports one half of any repur-
chases on past compensatory drawings that had been made within
12 months prior to the new compensatory drawing. Such deductions,
which would not affect the computation of the export norm for the
shortfall year, would be allowed only if the resulting estimate of
shortfall exceeded 2 per cent of the drawing member's quota.

(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 require-
ments of Paragraph 5 of the Compensatory Financing Decision, [had
been following policies reasonably conducive to the development
of its exports.] [had been making reasonable efforts to solve its
balance of pavments problems.]

To the extent that a member took advantage of the deduction, the effect
of this arrangement would be that the member would repay, with respect to any
compensatory drawing, either the due instalment for the year or half that
instalment plus its export excess, whichever was the less. This would be
easier on the member, in respect of the predictability and possibly the amount
of the repayment in certain years, than the system of full compensatory repay-
ment out of export excesses. [Tt would differ from that system in two other
ways: (i) Normal repurchases would be the occasion for a new compensatory
drawing povided an appraisal partly on a qualitative and not entirely on a
formula basis justified such a drawing, and the member declared that it was
prepared to discuss its policy with the Fund. (ii)] On the other hand, the
addition of paragraph (c¢) introduces the concept that the country whose com-
pensatory drawing was enhanced on account of a repurchase would have to satis-
fy the Fund that it had been pursuing reasonable [export] [balance of payments]
policies even where the drawing [insofar as it was occasioned by a repurchase]
would fall within the first compensatory tranche. This [latter] feature,
together with the 2 per cent cut~off mentioned at (b) above, would eliminate
one of the possible defects of the fully compensatory repurchase system, viz,,
that a country would never repurchase if its exports, having once declined,
continued to stagnate. [insofar as the stagnation was attributable to faulty
policies.]
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'Tablejﬁl‘fbu:ation of Drawings under Compensatory Repayments System}/

(Period = 1951-6A)

25% of Quota Limit  50% of Quota Limit  50% of Quota Limit

(Qualified) __(Ungualified)
Biliions Per Cent Billions Per Cent Dbillions FPer Cent
of U.S. of of U.S. - of of U.S. " of
Dollars Drawings Dollars Drawings Dollars  Drawings
Total dravwings .89 100 1.24 100 1.45 100
Repaid: :
Within. 3 years .Th 83 7 78 97 67
Outstanding after:
Fifth year .09 10 .15 0/12 27 ‘/18
Eighth year 01 avout 12/ about 12 about 1

;/ Coefficients of .5, .25 &nd .25 epplied to years &, t-1, and t-2,
respectively, to compute shortfalls. Full compensation of shortfalls is
essumed. One hunafed ver cent of excesses epplied to repayment,

2/ Since scme of the drawings in question were still ocutstanding et the
end of the period but had not yet reached thelir eighth year, thils figure is
an estimate.

As will Le seen from Table L, the performance of this "mixed" sysitem
of repurchase, over the years 1951-64, as measured by the sprroximation o
ratio and the smoothness ratio, would probably have been better than that though
of the "fixed term” (3 to 5 years) system of repurchase Versrermy=sa9aerds= ‘| somewhat
inferior=ssxeepd-rhere-there=aTe- o= IR IE- e TR ERNFEC ST ATEE==to that
of a fully compensatory system of repurchase oubt of export earnings.

The "cost" in terms of drawings outstanding is higher for the "mixed"
system than for & fully compensatory system of repurchase., This is tThe
price that has to be paid for increasing the predictability of repurchase
obligatlons. The cost is, however, no greater--so long as the outstanding
drawings of individual countries are limited to 25 per cent or 50 per cent
of guota--than under the present system of repurchase within 3 to 5 years.

. Changes in the Compensatory Facility and Fund Liquidity

~==—OR-page-1J-above—an-estingte—was-made—of—the-possible-charge—on-Fund-
liquidity that might-arise from additional drawing s associated” With an
extension of individual country limits»anwoutetanuing compensatory dravings
from 25 per cent to 50 per,cent-of‘quota. At this” Point;—a-similar calcu-
lation g in-order-a5-to-the-charge-on-Fund-liquidity that-might-result tyom
adeptIBE both of the principal measures suggested above, viz., {a) the

T -_ ey

\ It may be appropriate, at this point, to estimate the possible charge on
l
|
i

Fund liquidity that might result from additional drawings with the ad0pt10n\
of the two _ o o L |
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extension of the limit from 25 per cent to 50 per cent with the qua]_ification
that the increase in outstandings in any year should not normally 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 proposed
separation of the compensatory facility from the other drawing facilities of
the Fund, but this cannot be quantified and is unlikely to be large.

As can be seen from Table 4, 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 the facility, the transition from '"fixed term" repurchase with a 25
per cent of quota limit, to a "mixed" system of repurchase with a qualified 50
per cent of quota limit would [over the 1951-64 period] have involved an increase
in the average level of [potential] compensatory drawings outstanding over the
period from $290 million to[$420] $380 million, i.e., an increase of [$130] $90
million, From the standpoint of Fund liquidity, however, what matters is not so
much the average amount of compensatory drawings outstanding as the amount liable
to be outstanding at peak periods. Tt is estimated that, on the assumptions set
forth above, the maximum level of [potential] compensatory drawings outstanding
would likewise have risen from $400 million (in 1955) to[$560] $520 million (in
1958), i.e., by[$160] $120 million. On the assumption that peak year potential
compensatory drawings cutstanding have expanded since 1955-8 in proportion to
quotas, the proposed changes in limits and repurchase systems might, under
present conditions, raise maximum potential compensatory drawings from $1,100
million to [$1,500] $1,400 million, i.e., by [$400] $300 million. [Allowing
for failure to use the full entitlement to compensatory drawings and other
factors] Since, however, countries with adequate reserves will often not use
opportunities for compensatory drawings that are open to them, and since any use
made of the compensatory facility is likely to reduce to some extent requests for
ordinary drawings, it seems unlikely that the increase in peak year drawings
occasioned by the proposed changes would in practice exceed [$200 million]
half the amount mentioned above, viz., $150.

XI. Conclusions for Action

More than three years have now elapsed since the creation of the compen-
satory 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 cir-
cumstances under which the facility can be used and to introduce into it
certain modifications designed to increase the effectiveness of the assistance
which the Fund provides to members.

In determining the medium~term export trend for the purpose of calcu-
lating the export shortfall the practice hitherto has been to give approxi-
mately equal weight 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 present, the Fund is prepared to waive the requirement that total
outstanding drawings may not exceed the Fund holdings of a member's currency
beyond 200 per cent of quota either to accommodate compensatory drawings or,
to the extent that compensatory drawings are outstanding, to accommodate
other drawings. However, drawings under the compensatory facility are
included in Fund holdings of the member's currency in applying the tranche
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policies of the Fund to subsequent drawings. Full recognition of the
special circumstances which give rise to compensatory drawings would make
it desirable to separate this facility from normal drawing facilities of
the Fund so that additions to the amount of compensatory Grawings out-
standing would not in any way affect the tranche policies applicable to
other drawvings.,

While the use of the compensatory facility is most needed when a
shortfall eypears, 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 drewing, 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 dravings under the compensatory
facility are limited normally to 25 per cent of guota. 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 same time it is important to avoid such changes as would tend to
veaken the ability of the Fund to exert its influence with members toward
early adoption of sound corrective policies. It is, therefore, proposed
that compensatory dravings outstanding may amount to a meximum of 50 per
cent of quota, but that during any twelve-month period the amount of such
drawings outstanding may not increase by more than 25 per cent of guota and
that requests which would increase outstanding compensatory drawings beyond
2> per cent of quota shiould be met only if the Fund is satisfied that the

member has been[following reasonably sound ex Eort olicies.] [making reasonable
“-efforts to solve its balance of payments prob ems.?

The guestion of repurchases of compensatory drawings has also been
reconsidered in light of the possibility that the course of export receipts
ray 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. BRalancing these
considerations, it is proposed that compensatory drawings should be
repayable in equal annual instalments over a {ive-year period but that the

L93§MP§}§~951 member should be able to offsetlsuch 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.] [making reasonable efforts to solve its problems. ]

XIT. UPecision

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 (b) 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 sssist 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 o :

lone half of]

{a) ‘the shortfall is of a short-term character and is largely
attributable to circumstances beyond the control of the
member; 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 paragraph may emount 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 gquota in any l2-month
veriod, 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.] [making
reasonable efforts to solve its balance of payments problems,

(6) A member requesting a drawing under paragraph (5) will be expected
to represent that it will make a repurchase corresponding to the drawing in
equal annual instelments Lo commence one year after the drawing and to ve
completed not later than five years after the drawing. However, in esti-
mating export shortfalls for the purpose of drawings under paragraph (5);
the Fund will, if the member so requests, deduct from the figures for actual
“exports an amount equivalent toVany repurchases made with respect to past
dravings under paragraph (5) within 12 months of the request for the new
draving,, A request for a drawing with respect to a shortfall which results

in whole 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[following policies reasonably conducive to the

development of g§s exports.] [making reasonable efforts to solve its balance
of payments pro ems.? -

(7) Whensver the Fund's holdings of a member's currency resulting
from an outstanding compensatory drewing under paragraph:{5) are reduced,
by the member's repurchase or otherwise, this will restore pro tanto
the member's facility to meke a further compensatory drawing under that
paragraph, should the need arise.

(8) When drawings are made under pavapraph (5), the Fund will so

»indiecate in an appropriabe monner, Within six mouthe from the date of any

drawing which is not under parsgraph (5) and to the extent that it is still
outstanding, a member may request that all or part of the arawing be reclas-
sified and treated, for all purposes of this decision, as a drawing made
under paragraph (5). The Fund will agree to such a request if at the time
of the request the member meets the requirements for a drewing of an egual
awcant under paragraph (5) and makes the representation as to repurchase
appropriate to such drewings, which representation will then be substi-
tuted for the original repurchase representation.

r;fg;ié;& that the resulting shortfall exceeds

2

per cent of the member's quota.
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(9) 1In order to implement the 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 gquota, where appro-
priaste. In particuler, the Fund will be prepared to waive this limit
(i) vhere a waiver is necessary to permit compensatory drawings to be made
under paragraphs (4) and (5) above, or (ii) to the extent that drawings in
accordance with paragraph (5) are still outstanding.

Moreover, the Fund will apply its tranche policies to drawing requests
by a member as if the Fund's holdings of the member's currency were less
then its actual holdings of that currency by the amount of any drawings
outstanding under paragraph (5).

(10) In order to identify more clearly what are to be regarded as
export shortfalls of a short-term character, the Fund, in conjunction with
the member concerned, will s&ek to establish reasonable estimates regarding

the medium-term trend of the member's exports&%&F4%&9%EE%EF%#5€§EE¥5§%£ﬁ%%“ 7
s%0ido4d 02d-datrdi- 0endaneds©n- 4 GuEddbe b e OISR DR SO - ,/;

enpewsmpruspeednn [based partly on statistical calculation and partly on
[ appraisal of export prospects.

_"(ll§ The provision of credit to deal with the balance of paymwents
efflects of export fiuctuations provides immediate relief for a country's
short-term difficulties, In many cases, however, it will also be necessary
to introduce measures 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 this end. Beyond immediate balance of payments
difficulties, the primary exporting countries are, in weny instances,
facing unfavorable long-term export trends, and sll are trying to meet the
challenge cf' achleving more rapid and sustained development Through a
strengthening and broadening of their économies. The last mentioned problem
will require action in meny fields and over many years by both the primary
exporting countries and the indusirial 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 teclmical and financial assistance to the developing countries. The Fund
considers that its activities can provide valuable assistance in helping . to
establish a climabe within which longer-term measures can be more effectively
pursued.”

(12) The Fund will review this decision in the light of experience and
developing circumstances.
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APPENDH "A"

United Nations Conference on Trade and Development
Final Act and Report

Annex A.IV.17

Study of Measures Related to the Compensatory Credit System
of the International Monetary Fund

The Conference,

Considering that the compensatory credit system put into operation
by the International Monetary 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
couhtries derived from fluctuations in thelr export receipts, this system
should be reviewed,
1. Recommends that Governments members of the International Monetary
Fund study the following measures:
(1) To‘increase, as soon as possible, the amount allocated
by the Tund to compensatory financing, over and above its
current transactions, from 25 per cent to 50 per cent of a
member ccuntry's quota;
(2) To place compensatory credits entirely outside the struc-
ture of the gold and successlve credit tranches, so that the
draving of compensatory credlts would 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 recelipts beyond
the control of the country affected.
2. Requests that the International Monetary Fund, in its determina-

tion of the shortfall in export receipts, consider giving greater weight

to the actual experience of the three preceding years.
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APPENDIX "B"

. Excerpts from Speeches of Governors
' at the 1965 Annual Meetings

AFGHANISTAN (Governor Achaczai)
The recent fall in basgic commodity prices and difficulties in market-
ing total available supplies will 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 veiterate our opinion once more regarding the
decision sdopted in 1963 by the Executive Board of the Fund on the compen-
satory financing of losses in the export proceeds of primary-producing
countries. We recogpize that this represents a contribution toward the
partial solution of this very important problem. However, it would be
aGvigable to consider three fundamental aspects:

1) The need for considering the compensatory tranche in addition
to the normal credit facilities of the Monetary Fund. The
decision of February 1963, indeed, permits the drawing without
teking into congideration the position of the requesting
countyry with regard to the credit tranches., Neverthelesgs, the
drawing has been added to those already made and “hus nay
affect the counmtry's position in respect of fubure transactions
with the Fund. In our opinion it is of the greatest lmportance
that the compensatory drawing be allotted quite separately from
the others and Invested wilth the supplementary nature that the
different schemes 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 ceiling were raised
from 25 to 50 per cent, more significant resources would be made
available to the countries exporting primary products, without
this entailing a very heavy burden on the resources of the insti-
tution.

3) In conclusion, we would emphasize the non-automatic nature of
the dravings permitted. In the decislons 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 clrcumstances
in which the loss of income occurs.
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CEYLON (Governor Wanninayake)

- 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 & fall in export earn-
ings alone. My own country's experience in recent years vivlidly illus-
trates 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 we were 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.

(HIWA (Governor Lee)

However, 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)

« « o improved facilities for compensatory financing and more flexible
conditions for drawings and repurchases should also be” envisaged to provide
for a direct contribution to the liquidity position of developing countries.

IRAQ (Covernor Haseeb)

May I point out in this connection that the compensatory financing
scheme of the Fund, though admirable in itself, suffers from one drawback.
The 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 pursuit by the country concerned of particular policies
about its general balance of payments position.

SUDAN (Governor E1 Hindi)

Appreciative as we are of the Fund's efforts 1n this respect, we
strongly feel that the terms and conditions under which the Fund provides
such compensatory assistance (and, indeed, any other assistance) should be
reconsidered with the view of softening them. It is no secret that a
very limited number of members have so far made use of these arrangements,
in spite of the pressing need of many for such assistance.
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UGANDA (CGovernor Kalule-Settala)

While the FMund'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 ccnditions tend to wake public debt burdens unduly
onerous on developing countries which base the servicing of their public
debt burden on the expectation of a steady and reasonable growth in export
earnings. It is therefore important in my view that both the Bank 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 1o take account of the problems of fluctuvating 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 UNCTAD,

UNITED ARAB REFUBLIC (Governor Kaissouni of the Bank)

Thus, the compensatory finencing facility could be increased from one
3] g ¥

tranche to two tranches and the criteria for using this facility could be
irproved to take into occcount results to date and discussions in UNCTAD.

VIET-NAM (Governor Truong Thai Ton)

In particular, the nonliberal trade policy adopted by developed
countries hasg obstructed the entry into these countries of primsry manu-
factured products from the underdeveloped countries. To be sur:, the action
of the Bark and Fund in the fomm of compensatory financing granted to
countries exporting primary products or in the form of assistance for the
development and expansion of trade has been highly effective. However,
the action necessary for the removal of discriminatory trade practlices 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 with the
- general increase in Fund guotas, the Fund will be able not only to grant
compensatory flnancing facilities on a broader basis, for exemple, 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, flcods or other natural calamities.

g
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INTERNATIONAL MONETARY FUND

Compensatory Financing: More Systems of Repurchase

Prepared by the Research and Statistics Department
August 4, 1966

The discussion, which took place at Executive Board Meeting No. 66/62

- of July 20, of the various alternative systems of repurchase set forth in

SM/66/86 gave rise to a number of suggestions for new-or modified systems.

These are discussed below and their performance evaluated in the light of
tables and charts.

On page 1 of SM/66/86 five systems were listed and described. 1In the
present paper three additional systems are considered, as follows:

(6) A variant of system (5) of SM/66/86. Repurchase would take place
in five annual instalments. However, a member, in applying for a drawing
under the compensatory facility could, if it so desired, request that half
of any repurchases of compensatory drawings taking place over the preceding
year should be subtracted from exports for the purpose of calculating the
export shortfall. Such a request would be granted only where condition (c)
described at page 25 of SM/66/77 (or Mr. Lieftinck's alternative condition
described below) was met, and only where the resulting shortfall exceeded
2 per cent of the member's quota. (The lastmentioned feature is referred to
in what follows as "the 2 per cent cut-~off.’)

(7) A combination of systems (2) and (5) of SM/66/86, as suggested by
Mr. O'Donnell. As in the "mixed system" of SI/65/101 (system 2), any export
. excesses occurring in the first three years after a shortfall for which a
compensatory drawing had been made would be used to repay the drawing; any
amount remaining unpaid three years after the drawing would be repaid in
equal instalments in the fourth and fifth years. However, in applying for
any new compensatory drawing, the member could, if it wished, request that
any instalment repayments occurring in the year preceding the drawing be
subtracted from exports in computing the shortfall, subject to the same
2 per cent cut-off and the same conditions as under system (6).

© (8) A modification of system (2) that has been suggested, under which
half of any export excess occurring in the first three years following a
shortfall for which a drawing had been made would be used for repurchase,
while in the fourth year either half the amount still outstanding or half
the excess, whichever is the greater, would be used for repurchase, the
remainder being paid in the fifth year.
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The tables and graphs appended to this paper are based either on the
actual export experiince of 48 countries over the period 1951 to 1964, or
else on the hypothetical exzport experience of two notional countries A and
B, introduced in SM/66/86., 1In country A, exports are assumed to fall
suddenly from a plateau of 1,000 per annum to a plateau of 900 per annum.
In country B, exports are assumed to develop, over a 29 year period, with
the sort of fluctuations and growth trends typically found to exist in the
actual experience of primary producing countries (though probably with
fewer periods of relative calm than in the average country.)

In Table 1, the performance of repurchase systems (1), (6), (7) and (8),
as measured by the usual statistical tests, is considered in relation to
(a) the export experience of the 48 countries over the period 1951-64 and
(b) that of notional country B.

In Table 2, the same sort of data relating to notional countries A and
B that was given in Table 2 of S5M/66/66 for systems (1) to (5) are given for
systems (&) to (8).

In Table 3, data on drawings outstanding for country B are given for
systems (1) to (8).

In Charts 1 to 3, data relating to systems (6) to (8) are given for
notional countries A and B, Chart 1 illustrates systems (6) and (7) for
country A; system (8) is not shown for country A since the chart would be
~identical to the top panel of Chart 1 in SIf/66/86. Charts 2'and 3 show data
relating to systems (7) and (8), respectively, for country B; system (6) is
not shown for country B, since export availabilities differ only minutely
from those for system (5), given in Chart 7 of S}N/66/86.

Re System {6)

The introduction of the 2 per cent cut-off, while it makes no perceptible
difference to the approximation ratio or the smoothness ratio for the 48
countries, shortens the period of continuously outstanding drawings sub-
stantially in the case of country A and slightly aliso in the case of
country B. '

At the Txecutive Board meeting of July 20 the point was made, on the
basis of Table 2 of SM/66/86, that system (5) had the disadvantage, illus=-
trated in the case of country B, of léaving drawings outstanding for a long
period. From Table 3 of the present paper it can be seen that in system (6),
(i,e., system (5) with the 2 per cent cut-off) the period of continuous use
is not significantly longer than in system (1) (the present 3 to 5 years
repurchase system), while the amounts outstanding are in most years signi=-
ficantly lower. ¥From Table 1 it can be seen that the approximation and
smoothness ratios are somewhat lower for system (6) than for systems (7) or
(8) (though higher than for system (1)) when these systems are applied to
the 48 countries, but that the contrary is true when the systems are applied
to the case of country B. Though country B is only a notional country, this

-_-
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result isinot without significance since.the length of the period covered

(29 years) allows the effects of repurchase systems to .work themselves out

~more fully than the period of 14 years for which the data for 48 countries
are available,

Re- System (7)

This system, as already indicated, gives relatively good results on the
"gstatistical criteria for the 48 countries. However, the staff comsider it
should be rejected partly because it involves superimposing the complica-
tions of the refinancing procedure on an already somewhat complicated system
of repurchase, and partly because it dves nothing to meet the objection to
fully compensatory repurchases that was mentioned on page 23 of SM/66/77.
There it was stated that "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 impert requirements, and partly because the
obligation to repay would not be known with certainty until after the event.”

Re System (8)

This system also gives relatively good statistical results for the 48
countries--slightly better results; indeed; than the mixed system of SM/65/101,
of which it is a modification, as can be seen by comparing Table 1 of the ‘
present paper and Table 1 of SM/66/86. It also does something to meet the
objection to fully compensatory repurchase set forth above. On the other
hand, it gives less predictability than system (6) and does nothing to meet
thj c3nsiderations underlying the UNCTAD resolution mentioned at page 21 of
SH/66/77. ‘

Taking into account a wide variety of considerations, both those men—
tioned in SM/66/77 and those which have arisen in discussions at Executive
Board meetings, the staff would recommend system (6) as on the whole most
suitable for adoption, with system (8) as a second choice. Either would
actually be preferable to the present system (system.(l)). The compensatory
facility is intended to assist countries to maintdin.their economies on an
even keel, and this objective is promoted by bringing the principle of
compensation into the treatment of export excesses as well as shortfalls.
While the existence of a three vears period of grace for repurchase under-
takings has its justification in relation to payments deficits that arise
from maladjustments that take time to correct, it has little justification
in relation to short-term export fluctuations. Yet the temptation to with-
hold repurchase till it becomes inevitable may often be too stromg to be
resisted.

The last-mentioned consideration is of importance also in considering
the suggestion made at the Executive Board Meetings of July 6 and July 20
that members making use of the compensatory drawing facility should be
allowed to choose whether they should make repurchases in accordance with
a system chosen especially for compensatory drawings or under the 3 to 3
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year system applicable to ordinary drawings. This obviously cannot mean

that a member would be allowed to switch from one repurchase system to
another according to its current advantage during the lifetime of a compen-
satory drawing. For example, it cannot mean that a member, though it had
export excesses, could refrain from making repurchases during the first

three years after such a drawing under system (1), and then in the fourth

and fifth year move over to system (6) so as to take advantage of its -
smaller instalments or its refinancing privileges. If the proposal is under-
stood in the sense that, at the moment of the drawing the member could choose
~ irrevocably which repurchase system it would apply, then it is doubtless
feasible in a technical semse. It is, however, open to the objection that
just those members that experience the greatest difficulty in keeping their
economies on an even keel would be most tempted to postpone repurchases as
long as possible by adopting system (1). The proposals now under considera-
tion for reforming the compensatory facility are best regarded as a package.
‘The additional scope for drawings afforded by the extension of the limit to
50 per cent of quota strengthens the case for a system of repurchase that
ensures that part at least of export excesses are devoted to repurchase,

At the Executive Board lMeeting of July 206, it was suggested that the
phrase "is found to have been following policies reasonably conducive to
the development of its exports' in:sub-paragraph (iv) of page 20 of
SM/66/77, which deals with the conditions for making compensatory drawings
in the second 25 per cent of quota, should be replaced by somé phrase
referring to the balance of payments as a whole and closer to the present
terms of drawing in the first credit tranche. If this were done, analogous
substiﬁutions'would'presumably be made in sub-paragraph (c) of page 25 and
in paragraph 6 on page 29 of that paper, and would be applicable to
repurchase systems (3), (5) and (6).

It is important in both contexts that in any rephrasing the condition
should remain one with respect to past rather than to prospective policies,
so that requests for compensatory drawings could be handled without:- the
delays involved in special consultations or missions. If, therefore, it
is decided to adopt a phrase relating to the balance of payments as a whole
rather than to exports alone, it might run as follows: ''is found to have
been making reasonable efforts to solve its balance of payments problems.”

~¥



Table 1. Compensatory Financing: Effect of Various Repurch7se Systems,
48 Countries (1951-64) and Hypothetical Country BL

(Qualified 50 Per Cent of Quota Limit)

48 Countries Hypothetical Country B
Approximgtion Smoothness Average draw&7gs Approximgtion Smoothness Average drawings
ratioZ ratio2 outstanding™ ratio= ratioi/ outstanding_/
System 18/ .035 Nolllys s 123 .148 6.2
system 61/ .ok1 .060 .38 .135 .160 .5
system 75/ .ok2 .068 .28 .120 .137 2.5
System 82/ .0L3 071 .32 .120 b1 3.1

l/ Weights of .50, .25 and .25 applied to years t, t-~1l, and t-2, respectively, for estimating
calculated norm. 100 per cent compensation of calculated shortfall.

2/ Proportionate decline in root mean square percentage deviation of export availabilities from trend
value of exports.

-§/ Proportionate decline in root mean square percentage deviation of export availabilities from trend
value of such availabilities.

M/ Average for all years of total amounts outstanding, in billions of U.S. dollars.

: Average for all years of total amounts outstanding, in units. (Exports of country B vary between
- 100 and 238 units, and its quota 1s assumed to rise in quinquennial steps from 20 to LO 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.

7/ Repayment in five equal instalments, beginning in the year following the shortfall year: one half
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.

§/ 100 per cent of export excesses applied to repayment in the first three years; remaining amounts to
be repaid in two equal instalments iIn the fourth and fifth years. One half of any fourth-year or fifth-
year repayment is deducted from exports for the purpose of ccmputing shortfalls, provided that the
resulting shortfall exceeds 2 per cent of quota.

_/ 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.
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Table 2. Compensatory Financing: Effect of Various Repurchase Systems for Two Hypothetkal Countries

System 6 £/ System 737 . System 8%/
Standard Repur~- Avail- Repur~ Avail- Repur-  Avail-
Year Exports Norm= Drawings  chases abilities Drawings chases abilities Drawings chases abilities

Hypothetical Country A

1 1,000 1,000 - - 1,000.0 - - 1,000.0 - - 1,000.0
2 1,000 1,000 - - 1,000.0 - - 1,000.0 - - 1,000.0
3 1,000  ° 1,000 - ~ 1,000.0 - - 1,000.0 - - 1,000.0
4 900 950 50.0 - 950.0 50.0 - 950.0 50.0 - 950.0
5 900 . 925 30.0 10.0 920.0 25.0 - 925.0 25.0 - 925.0
6 900 T 900 8.0 16.0 892.0 - - 900.0 - - 900.0
7 900 200 8.8 17.6 891.2 - - 906.0 - - 900.0
8 900 900 9.7 19.4 890.3 12.5 25.0 887.5 - 25.0 875.0
9 900 900 10.6 21.3 889.4 18.7 37.5 881.2 - 37.5 862.5
10 900- 900 6.7 13.4 893.3 6.2 12.5 893.7 - 12.5 887.5
11 900 900 4.4 8.8 895.6 - - 900.0 - - 900.0
12 900 900 4.0 8.0 896.0 - 6.2 893.7 - - 900.0
13 900 300 - 7.1 892.9 7.8 15.6 892.2 - - . 900.0
14 900 900 - 5.2 894.8 6.2 12.5 893.7 - - 900.0
15 900 ) 900 - 3.0 897.0 - 3.1 896.9 - - 900.0
16 900, 900 - 1.7 898.3 - - 900.0 - ) - 900.0
17 900 . 900 - 0.8 899.2 - 3.9 896.1 - ~ 900.0
18 300 - 900 - - 900,0 - 7.0 893.0 - - 900.0
19 900 : 900 - - 900.0 Co- 3.1 896.9 - - .900.0
Hypothetical Country B
1 105 101.2 - - 105.0 - - 105.0 - - 105.0
2 109 105.7 - - 109.0 - - 109.0 - - 109.0
3 100 103.5 3.5 - 103.5 3.5 - 103.5 3.5 - 103.5
4 101 102.7 2.1 0.7 11024 1.7 - 102.7 1.7 - 102.7
5 115 107.7 -, 1.1 113.9 - 5.2 109.7 T~ 3.6 111.4
6 120 114.0 - 1.1 118.9 - - 120.0 - 1.6 118.4
7 135 126.2 - 1.1 133.9 - - 135.0 - - 135.0
8 100 113.7 6.9 1.1 105.7 5.7 - 105.7 5.7 - 105.7
9 135 126.2 1.8 133.2 - 5.7 129.2 - 4.4 130.6
10 125 121.2 - 1.4 123.6 - - 125.0 - 1.4 123,6
11 120 125.0 5.7 1.4 124.3 5.0 - 125.0 5.0 - 125.0
12 140 L 131.2 - 2.5 137.5 - 5.0 135.0 - 4.4 135.6
13 160 145.0 - 2.5 157.5 - - 160.0° - 0.6 159.4
14 170 160.0 - 1.1 168.9 - - 170.0 - - 170.0
15 100 132.5 8.6 1.1 107.5 7.5 - 107.5 7:.5 - 107.5
16 130 132.5 3.9 2.9 131.1 2.5 - 132.5 2.5 - 132.5
17 115 115.0 1.3 2.5 113.7 - - 115.0 -~ - 115.0
18 125 123.7 2.8 122.2 = 1.2 123.7 - 0.6 124 .4
19 130 125.0 - 2.8 127.2 - 5.6 124.4 - 3.4 126.6
20 130 128.7 - 2.8 127.2 0.3 3.1 127.2 - 4.7 125.3
21 144 137.0 - 1.0 143.0 - ' 0.3 143.7 - 1.2 142.7
22 160 148.5 - 0.3 159.7 - - 160.0 - - 160.0
23 192 . 172.0 - - 192.0 - - 192.0 - - 192.0
24 218 197.0 - - 218.0 - - 218.0 - - 218.0
25 218 211.5 - ~ 218.0 - - 218.0 - - 218.0
26 200 209.0 9.0 - 209.0 9.0 - 209.0 9.0 - 209.0
27 232 220.5 - 1.8 230.2 - 9.0 223.0 - 5.7 226.2
28 208 212.0 4.9 1.8 211.1 ‘ 4,0 - 212.0 4,0 - 212.0
29 238 229.0 - 2.8

235.2 . 4,0 234.0 - 4.5 233.5

w -

1/ Weights of 0.50, 0.25 and 0.25 applied to years t, t-1, and t-2, respectively.

2/ RBepayment in filve equal instalments, beginning in the year following the shortfall year: one half of repayments on past
drawings 1s deducted from exports for the purpose of computing shortfalls, provided that the resulting shortfall exceeds 2 per
cent of quota. .

3/ 100 per cent of export excesses applied to repayment in the first three years; remaining amounts to be repaid in two
equal instalments in the fourth and fifth years. One half of any fourth-year or fifth-year repayment is deducted from exports
for the purpose of computing shortfalls, provided that the resulting shortfall exceeds 2 per ceat of quota.

4/ 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. 1In the
fifth year any amount outstanding at the end of the fourth year repaid. .



Table 3. Hypothetical Country B: Amounts Outstanding
Under Various Repurchase Systems

Year System Sysgtem 8 stem Syptem Sygtem Sy em System Sygtem
gy ¥“7 6 8 y;} 717 Y8/
1 - - - - - - - -
o - - - - - - - -
3 3.5 3.5 3.5 3.5 3.5 3.5 3.5 3.5
i 5.2 5.2 5.3 4.8 Lo 49+ 5.2 5.2
5 5.2 e k.1 3.7 3.8 3.8 - 1.6
€ 5.2 - 2.9 2.6 2.7 2.7 - -
7 3.5 - 1.7 1.5 1.5 1.5 - -
8 9.2 5.7 7.k 7.3 7.3 7.3 5.7 5.7
9 8.4 - 5.6 5.5 5.5 5.5 ° - 1.h
10 8.4 - L1 L.1 4.1 .1 - -
11 13.0 5.0 9.2 7.7 8.4 8.4 5.0 5.0
12 8.8 - 6.5 5.3 5.9 5.9 - 0.6
13 4.6 - 3.8 2.9 3.4 3.4 - -
1h 4.6 - 2.6 1.9 2.3 2.3 - -
15 12.1 7.5 10.1 9.k 9.8 9.8 7.5 7.5
16 12.3 10.0  12.6 10.3 10.8 10.8 10.0 10.0
17 12.3 10.0 12.6 8.5 9.6 9.6 10.0 10.0
18 12.3 8.7 11.3 6.0 7.0 6.8 8.7 9.k
19 7.4 3.7 7.4 3.5 k.2 .1 .3.1 5.9
20 1.2 1.2 6.2 1.0 1.5 1.3 0.3 1.2
21 - - 3.5 .2 0.h 0.3 - -
22 - - 2.0 1 0.1 - - -
23 - - 1.0 - 0.1 - - -
2k - - 0.5 - - - - -
25 - - - - - - - -
26 9.0 9.0 9.0 9.0 9.0 9.0 9.0 9.0
27 9.0 - 7.2 7.2 7.2 7.2 - 3.2
28 13.0 h.0 11.2 9.8 10.3 10.3 4.0 7.2
29 13.0 - 8.2 7.4 7.5 7.5 - 2.7

l/ Amounts outstanding at end of three years are assumed to be repaild
one half in the fourth and one half in the fl?th year after drawing,
regardless of level of exports.

2/ 100 per cent of export excesses applied to repayment in the first
three years. In the fourth year either half the amount outstanding at
end of the third year or the export excess (whichever is the greater)
applied to repayment. In the Ffifth year any asmount outstanding at the
end of the fourth year repaid.



Table 3 (concluded). Hypothetical Country B: Amounts Outstanding
Under Various Repurchase Systems

§/ 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.

&/ Repayment in five equal instalments, begiuning in the year
following the shortfall year: for purposes of computing shortfalls,
repayments on past drawings are deducted from exports, and average
repayments (over the five-year period on which the norm is based)
arising from these past drawings are deducted from the practical norm.

2/ Repayment in five equal instalments, beginning in the year
following the shortfall year: one half of repayments on past drawings
is deducted from exports for the purpose of computing shortfalls.

é/ Repayment in five equal instalments, beginning in the year
following the shortfall year: one half of repayments on past drawings
is deducted from exports for the purpose of computing shortfalls,
provided that the resulting shortfall exceeds 2 per ceant of quota.

Z/ 100 per cent of export excesses applied to repayment in the first
three years; remaining amounts to be repaid in two equal instalments in
the fourth and fifth years. One half of any fourth-year or fifth-year
repayment is deducted from exports for the purpose of computing short-
falls, provided that the resulting shortfall exceeds 2 per cent of quota.

§/ 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 out-
standing at the end of the fourth year repaid.
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- BANQUE NATIONALE DE BELGIQUE

The Governor

Brussels, September 1, 1966

Mr, Pierre~Paul Schweitzer
Managing Director
International Monetary Fund
19th and H streets
Washington D,C. 20431

My Dear Friend:

I feel that I must tell you of the misgivings I have about the
discussions now taking place in the IExecutive Board of the Fund on
the subject of Compensatory Financing.

1 am completely in agreement with the principle that the Fund
should intervene to enable its members to meet deficits caused by
extraordinary events beyond their control, but it is essential that
these interventions should retain the temporary nature which is es-
sential to the 'monetary' function of the Fund,

We must avold the Fund gradually furning into a life-time o