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1. RATE OF REMUNERATION AND FUND INCOME POSITION

The Executive Directors continued from the previous meeting
(EBM/83/175, 12/16/83) their consideration of a staff paper on the rate
of remuneration and the Fund's income position (EBS/83/237, 11/2/83).

Mr. Leonard stated that EBS/83/237 contained a welcome factual anal-
ysis of the issues before Executive Directors, about which his chair had
expressed concern on a number of occasions. At EBM/83/172 (12/14/83)
and at EBM/83/70 (5/16/83), his chair had urged consideration of the
need to promote reserve positions in the Fund as valuable assets in the
reserve portfolios of Fund creditors. The staff had made it clear that,
after the revised and enlarged General Arrangements to Borrow (GAB)
became effective, reserve tranche positions would be the only creditor
claims on the Fund that yielded a rate of return significantly below
market-related rates of interest, even though they were less liquid than
other Fund-related assets. Therefore, he supported raising the yield on
reserve tranche positions to bring it into line with those other assets,
which would require raising the rate of remuneration to 100 percent of
the SDR rate.

Increasing the rate of remuneration would serve to facilitate the
financing of the Fund from quotas on the scale likely to be needed for
some time ahead, Mr. Leonard considered. He agreed with the staff that,
in line with the reserve character of remunerated positions, frequent
variations in the rate of remuneration relative to the SDR rate were
better avoided in order both to protect the Fund's income position and
to ensure acceptable compensation to creditors. He could support the
alternative of greater variations in the Fund's reserve targets or in
the level of charges or of both.

His chair was sensitive to the burden of charges on debtors,
Mr. Leonard continued, and he was open to consideration of proposals to
soften the effects of raising the level of remuneration. However, the
primary interest of borrowers at present, and for some time to come,
would be best served by their having adequate ordinary resources of the
Fund to draw on in financing their balance of payments needs. He doubted
that it would be possible to ensure the availability of financing, having
regard to present conditions and thinking in financial markets, unless
the holding of Fund-related assets were reasonably attractive and the
Fund's reputation for realism and balance as a market agent were main-—
tained. On both counts, it was inevitable that sooner or later a rise in
the rate of remuneration would be accompanied by a rise in charges.

Even with a rise in charges, a degree of concessionality would remain
because the combined market rate was generally below the rate of return
that could be gained by investing in individual currency markets, and it
was well below alternative lending rates facing borrowers, Mr. Leonard
observed. There was also some force in the argument that there was a need
in present circumstances to reduce excessive incentives to members to
finance a disproportionate share of external deficits from Fund resources.
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Commenting on the question of the timing of changes in both the rate
of remuneration and the rate of charge, Mr. Leonard said that the present
would be appropriate. He preferred to increase the rate of remuneration
to 100 percent of the SDR rate and to raise the rate of charge to 8.33 per-
cent if that rate were the one considered necessary to prevent the emer-
gence of a deficit in the Fund's iIncome position. Such action could be
delayed until the beginning of the next financial year on May 1, 1984.
Otherwise, he could accept a phasing of the increases as suggested by the
staff in paragraph (iii) on page 14 of EBS/83/237. While the latter
option was less desirable, it would result in a rate of remuneration
equal to the SDR rate at least by FY 1985. The two-stage approach within
FY 1984 was preferable to phasing the increase over two financial years,
but he recognized that an increase in the rate of charge might be more
acceptable to many users of Fund resources if it were phased over a longer
period. However, phasing the increase in charges according to projected
developments in the Fund's income position did not appear to be feasible
because of the difficulty of targeting income.

Mr. Hirao commented that the argument in EBS/83/237 in favor of the
case for raising the rate of remuneration to the level of the SDR interest
rate was persuasive. In exchange for the free use of their currencies,
the creditor countries obtained reserve tranche positions or SDRs. For
an increased reserve position, they were paid the rate of remuneration,
while for an increase in SDR holdings, they were paid the SDR interest
rate. It was difficult to find a convincing argument for the difference
between the two situations; indeed, given the less liquid nature of the
reserve tranche position, there was a valid argument for remunerating
that asset more favorably than SDR holdings.

There should be some degree of concessionality in charges, Mr. Hirao
continued, in order to induce member countries to adopt corrective mea-
sures at an early stage. However, in view of the Fund's main function—-
to assist member countries to overcome their balance of payments
difficulties—-concessionality should be limited. Fund financing was of
a temporary, revolving character; it was not supposed to constitute a
transfer of resources. It would be reasonable for the concessional
element in charges to be limited to the level that could be derived from
interest-free resources, which were common assets of all members.

The pressing need to finance further increases of Fund credit by
expanding the total of reserve tranche positions provided another justifi-
cation for raising the rate of remuneration, Mr. Hirao considered. Given
the fact that quotas were the Fund's principal resources, and given the
strong possibility that the next quota increase would be of great impor-
‘tance in coping with the continued debt problems, it would be essential
to give prudent and appropriate consideration at present to eliminating,
or at least minimizing, the possible obstacles to the vitally needed
increases in quotas in the coming years.

Due consideration should be given to alleviating the short-run impact
on the rate of charge, Mr. Hirao added. Among the several options put
forward, he supported a progressive rise in the rate of remuneration, that
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would raise the rate by 5 percent, in three steps beginning in May 1984
and ending about a year later, a reasonable period of time. Financial
soundness was central to the Fund's operations in the coming decade.
Raising the rate of remuneration to a competitive level would be an impor-
tant step, in conjunction with other possible measures, toward enhancing
the soundness of the financial structure of the Fund, and it would be in
the best interests of all members.

Mr. Lovato remarked that the problem before Directors was important,
and a flexible solution should be considered, as Mr. de Maulde had sug-
gested during the discussion on the Fund's income position (EBM/83/172
and EBM/83/173, 12/14/83), without complicating it with linkages to other
matters on which the Board had already found a compromise. The staff had
provided a useful broad analysis of the problem with a balanced exposition
of the pros and cons of the different solutions. 1In general, he agreed
that the rate of remuneration could be adjusted toward the return on other
Fund-related assets, for all the reasons put forward by the staff. How
ever, an increase in the rate of remuneration would imply an increase in
charges sooner or later in order to maintain the Fund's reserves at a
reasonable level.

In that context, there were two reasons to doubt the wisdom of
increasing substantially the rate of remuneration at present or in the
short term, Mr. Lovato continued. First, if the rate of remuneration
and charges were raised to, or close to, the level of market rates,
could the Fund continue to be considered a cooperative institution and
could it expect member countries in balance of payments need to come to
it instead of going to the market, if and when possible? Second, leaving
aside general considerations, the Executive Board had to consider with
particular care under what conditions an Iincrease in the rate of charge
could be sustained at present by the debtor countries, which were already
heavily burdened and which might find it difficult, or even impossible,
to meet stronger conditions.

In sum, he did not question the technical reasons for an increase
In the rate of remuneration, Mr. Lovato said. Indeed, he agreed in prin-
ciple with the proposal to bring it, gradually, more into line with the
return on other Fund-related assets. The argument for such action could
not be dismissed, but he agreed with Mr. de Maulde that at the present
particular moment the Fund should go along with, perhaps even take the
lead in, actions to reduce the interest rates paid by debtor countries.
Therefore, his authorities did not favor a substantial increase in the
rate of remuneration at present; as a compromise, they could accept a
modest increase of up to 90 percent of the SDR rate, and they were pre-
pared to review the matter at an appropriate time in light of all the
relevant circumstances.

Mr. Zhang noted that an increase in the rate of remuneration to the
level of the SDR interest rate would, in current circumstances, necessi-
tate an increase in the rate of charge in order to maintain the Fund's
income position. Such an increase would, in turn, have an unfavorable
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impact on the present concessional element in Fund charges. Action of
that sort would be most undesirable and would create hardships for the
borrowing countries at the present difficult time. Therefore, an increase
in the rate of remuneration should not be considered at present.

Mr. Delgadillo commented that the Chairman had correctly stated in
his summing up of the Executive Board's previous discussion of the Fund's
income position (EBM/83/70, 5/16/83), that a number of important decisions
such as the frequency of interest rate payments on SDRs, remuneration,
enlarged access policy, and the level of reserves were closely linked and
would affect the Fund's income position. The present discussion on the
rate of remuneration could not be isolated from the other interrelated
issues that the Chairman had mentioned. It would have been preferable if
all the relevant factors could have been discussed together in a balanced
way.

Commenting on the specific issues in EBS/83/237, Mr. Delgadillo noted
that Table 3 had been constructed to illustrate the impact of modifica-
tions in market rates of interest on the projected deficit in the Fund's
income position. Other things remaining equal, wide fluctuations in
interest rates could have a marked effect on the Fund's financial situa-
tion, but there were other similarly important variables that were equally
difficult to predict, such as the volume of credit extended by the Fund.
Assumptions other than those used in the tables were possible, such as
less variability in interest rates and different levels of Fund credit.

In other words, given the uncertainties regarding the variables that
would have a favorable or unfavorable impact on the Fund's finances, it
would be reasonable to construct a flexible scheme that constituted a
gradual and cautious approach.

He agreed with the staff's view that charges should be set at a
level to encourage members to make early use of the Fund's resources,
Mr. Delgadillo continued. However, he was not convinced of the validity
of the other two arguments put forward by the staff, namely, that a low
rate of charge would discourage members from making repurchases, or that
it would induce countries to finance an undue share of their deficit.
After all, the Fund had the necessary safeguards and instruments to per-—
suade countries not to do so. Furthermore, the argument that "in the
past, the rate of charge was suggested in the light of increases in
interest rates in the major international centers” might give the wrong
signal to the rest of the financial community.

He also agreed with the staff that an increase in the rate of remun-
eration relative to the SDR interest rate and, hence, to the market rate
of interest would reduce the element of concessionality, if the rate of
charge were modified accordingly, Mr. Delgadillo remarked. However, it
need not be assumed that a change in the rate of charge would be automatic
or inevitable. In assessing the repercussions of an increase in the rate
of remuneration, Directors had to give adequate consideration to the
impact of such action on the use of Fund credit. The extremely serious
financial difficulties currently being faced by debtor countries consti-
tuted a highly restrictive factor to be taken into account. In view of
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the projected increase in the use of Fund resources, the average cost for
debtor countries would be higher because the Fund would continue to have
to borrow despite the recent increase in quotas. Therefore, under the
present circumstances, it would be inappropriate to increase the rate of
remuneration if such an increase required a compensatory increase in the
rate of charge. '

Mr. Jaafar said that Mr. Malhotra's remarks at EBM/83/175 (12/16/83)
on the rate of remuneration and the Fund's income position had touched on
a basic issue surrounding the present subject and others that came before
the Executive Board. Mr. Malhotra's concern had been over the need for
the staff to try to preserve neutrality in its presentation. In the case
before Executive Directors, he had argued that only one point of view--
that of the creditors—-had been put forward. If true, such a situation
destroyed the basic principle of uniformity of treatment that the Fund
upheld.

If the rate of charge and the role of remuneration could be changed
together to meet an income target or reserves target, Mr. Jaafar contin-
ued, the position would be straightforward. However, such a model was too
simplistic. It ignored the fundamental premise implicit in EBS/83/237 and
other related papers that remuneration and charges had to reflect market
rates or, in the present context, the rates on SDRs, which were, in turn,
based on a combination of market rates. That assumption had constituted
the essence of the approach taken by the staff in EBS/83/237 and other
papers; under it, the reward for lending and the cost of borrowing would
somehow have to be brought into line with the market. The assumption
also accounted for the situation that had developed in 1982, when net
Income had been significantly overestimated but no consideration had been
given to rolling back the rate of charge. On the other hand, if a defi-
cit had been projected, charges would have been raised, as required by
Rule I-6(4)(b). Adjustment downward of the rate of remuneration was
almost never considered. Such a position would be valid only if it were
accepted that both borrowing and lending ought to reflect the market.
Because both charges and remuneration were at present below market rates,
the direction of adjustment would only be upward.

The call for an increase in the rate of remuneration--to reflect the
market fully--ignored the other basic premise that the Fund was a cooper-
ative body, a point that other Directors had made at EBM/83/175 and at
the present meeting, Mr. Jaafar considered. That premise went beyond
membership in the Fund; it was basic to trade among nations. Members
that were fortunate enough to have balance of payment surpluses were
necessarily obliged to help those members in deficit within the context
of the Fund's programs. Directors should not forget that, in principle,
a balance of payments surplus in one country could only occur at the
expense of another country. Precisely such a concept of burden sharing
was the basis for the requests, sometimes made by a country forced to
devalue, for its major trading partners to appreciate their currencies
correspondingly. However, such action seldom occurred in practice: the
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burden of adjustment almost always fell on the weaker partner. The prob-
lem under discussion was, in principle, analogous. The pressure to adjust
and to bear the cost of adjustment always fell on the weaker members of
the Fund.

A middle position was required, Mr. Jaafar suggested. At EBM/83/175,
Mr. de Maulde had offered an alternative that appeared painless, i.e.,
that the rate of remuneration should be increased pari passu with the SDR
rate only when the SDR rate was declining. He tended to agree with
Mr. de Maulde's proposal, but with some exceptions. In conformity with
the spirit of international cooperation, the rate of remuneration ought
not to be allowed to increase to 100 percent of the SDR rate. Further-
more, the cost of financing the expected income position should fall on
both charges and remuneration. While both charges and remuneration would
have to reflect the market in a limited way, the case should not be over-
stated. He agreed with those Directors who had noted that the rate of
remuneration had increased sharply from 35 percent of the SDR rate in 1974
to 85 percent at present. Such an increase was large indeed; abruptly to .
increase it further would not be in keeping with the image of the Fund.
It would trigger an immediate demand for an increase in charges at a time
when many members were badly hit by recession and when the demands for
Fund resources in support of adjustment were unprecedented in the history
of the institution.

The need for a further increase in remuneration and, consequently,
in charges should be carefully reviewed, Mr. Jaafar went on. The proposal
came at a period soon after the quota exercise had proved to be inadequate
to supplement the Fund's resources and when conditionality and access to
the Fund's facilities and resources had been tightened. Any significant
rise in either remuneration or charges at present would be more than was
necessary. It could lead to a misperception that members in deficit posi-
tions, badly in need of adjustment and assistance, were being treated
differently and discriminated against in comparison with those members
with balance of payments surpluses that were Fund creditors. Of course, ‘
such a perception would be unwarranted, because the Fund was bound by the
principle of uniformity of treatment of members. Nonetheless, the Execu-~
tive Board should try to prevent such an impression from arising.

Mr. Coene recalled that for some time his chair had maintained that
Fund-related assets, meaning both reserve positions in the Fund and SDRs,
ought to bear the same rate of return. That view had been reinforced by
the arguments in EBS/83/237. His authorities generally believed that
reserve tranche positions in the Fund were not as usable as other kinds
of reserve assets. That position was, moreover, the basis for their con-
tention that the rate of remuneration for those assets should be raised
to 100 percent of the interest rate of the SDR, or at least closer to that
rate than at present, in order better to reflect the reserve character of
the reserve tranche position compared with other reserve assets. FEven if
the rate of remuneration were raised to 100 percent of the SDR rate, the
return that it would yield would remain lower on average as long as the
norm remained below the quota level. In view of the growing share of
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reserve positions in the Fund in total reserves, an increase in the rate
of remuneration was warranted in order to maintain members' willingness
to contribute further to financing the Fund's operations.

However, in increasing the rate of remuneration, Mr. Coene continued,
the Executive Board ought also to heed the impact that such an increase
would have on the rate of charge and thereby on the level of concession-
ality, an essential element in the cooperative nature of the institution.
The impact on the Fund's financial position also had to be taken into
account. If the increase were made in one step, the rate of charge would
have to rise to 8.33 percent in order to maintain the present reserve
target of 3 percent a year. Such a move had to be ruled out. It would
be inappropriate at present for the Fund to increase its rate of charge
and to place additional burdens on debtor countries.

The objective of increasing the rate of remuneration should be pur-
sued flexibly, along the lines suggested by Mr. de Maulde, Mr. Coene
considered, i.e., by using the opportunities created by a drop in market
interest rates to increase the rate of remuneration relative to the SDR
interest rate without increasing the rate of charge. If the Executive
Board were willing to work within a reasonable time frame, not longer
than four to five years, such an objective should be easily attainable.
The Fund had few other means of accommodating an increase in the rate of
remuneration without increasing the rate of charge. The reserve target
for net income was small and did not permit much room for maneuver. A
change in that target would, moreover, adversely affect perceptions of
the Fund's financial strength. Nor should past reserve increases be
used to keep the rate of charge lower.

Mr. Tshishimbi commented that he shared the concerns of some other
Directors about the one-sided presentation in EBS/83/237. The staff had
analyzed the evolution of the rate of remuneration and the SDR rate, as
well as the relationship between the two rates. The analysis showed the
rates to have been equal until the end of 1978. In January 1979, however,
the rate of remuneration had been set at 72 percent of the combined
market rate and the SDR interest rate at 80 percent of that combined rate.
A year and a half later, the two rates had been raised to 85 percent and
to 100 percent of the combined market rate, respectively. The disconnec-
tion between the two rates introduced in 1979 and maintained on the occa-
sion of the last change in the rates had clearly been a signal by the
Executive Board that it was reluctant to endorse full indexation of the
rate of remuneration to the rising combined market rate. Wishing to
promote the role of the SDR as the major asset in the international mone-
tary and financial system, the Executive Board had agreed to increase the
SDR rate to a higher level than the rate of remuneration, but the Board
had recognized at the same time the possible negative impact that raising
the rate of remuneration could have on the Fund's income position and on
the rate of charge. In that regard, the Board had taken a cautious
approach.
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In EBS/83/237, the staff appeared to recommend clearly that the rate
of remuneration should be raised again substantially, to 100 percent of
the combined market rate, i.e., the rate already set for the SDR,

Mr. Tshishimbi continued. The argument behind such a recommendation was
that, if the rate were set at the proposed level, a reserve tranche posi-
tion in the Fund would become as attractive an asset as the other finan-—
cial assets avallable to creditor countries. There was logic behind the
argument that the rate of return on the reserve tranche should be raised
in order to encourage the expansion of reserve tranche positions at a
time when Fund credit was expanding. However, there was no assurance
that raising the rate of return would produce the stated objective.

The staff itself had suggested that there was more than one feature
that could make reserve tranche positions more attractive, Mr. Tshishimbi
observed, such as their encashability, their transferability, and their
maturity. The staff also suggested that the mechanisms by which reserve
tranche positions were created, increased, or decreased, as well as the
applicability of the rate to all or part of the reserve tranche positions,
constituted other important factors, A more balanced approach, based on
all those criteria, would have been more useful for the Executive Board's
examination of how to improve the creation or expansion of Fund credit.

A mechanistic increase in the rate of remuneration would not provide a
solution, particularly because it would bring about an increase in the
rate of charge. Unless market rates of interest declined, an increase in
the rate of charge would become necessary in order to achieve a given
income target set by the Executive Board. There seemed to be too much
emphasis on the role that the rate of remuneration played in Fund credit.

His chair was not convinced that there was a case for an increase
in the rate of remuneration at present, Mr. Tshishimbi stated. The
Executive Board should bear in mind that the Fund had a unique role to
play in the international financial system. That role involved the pro—
vision of financial assistance to all members in need of help to solve
their balance of payments difficulties. Such assistance should maintain
its revolving character, but it should also be concessional. Some Direc-
tors' remarks appeared to suggest that Fund credit should be reduced to
as small an amount as possible and that it should be provided on the most
onerous terms. Those remarks constituted a serious dimunition of the
cooperative character of the Fund.

Mr. Prowse remarked that the views of the authorities in his constit-
uency differed markedly on the question before Executive Directors; some
of his authorities would be prepared to accept an increase to 100 percent
in the rate of remuneration, while others preferred that there should be
no increase. However, all of his authorities agreed that the Fund was a
cooperative institution and that all members, whether creditors or debtors
at any given time, benefited from the role of the Fund in the international
financial system. Therefore, their highest objective was to maintain a
strong and effective Fund. They hoped that a compromise could be reached
on the question under discussion.




- 11 - EBM/83/176 - 12/19/83

Leaving aside the many technical issues involved, Mr. Prowse observed,
an increase in the rate of remuneration at present to 100 percent of the
SDR rate would have a relatively rapid effect on the rate of charge. As
a result, borrowers would be paying the cost of higher remuneration.
Furthermore, the Fund would be transferring several hundred million SDRs
to those holding remunerated positions. In light of the considerable
attention being focused on the international debt problem, it would not
be appropriate to ralise charges substantially at present.

In EBS/83/237, the staff had clearly set out the various issues,
properly leaving the final judgment to Executive Directors, Mr. Prowse
continued. Reserve tranche positions subject to remuneration were cur-
rently the only creditor claims on the Fund with a yield below a market-
related rate of interest. An increase in the rate of return on the
reserve tranche positions was consistent with the objective, which his
authorities supported, that the Fund should rely primarily on quotas
rather than on borrowed resources. A further argument in favor of some
increase in the rate of remuneration at present was the prospect that
interest rates were not likely to fall much more in the near future. If
an increase in the rate were postponed, and if it were made following a
further rise in interest rates, the increase might have to be very large.
However, it was also true that concessionality was important and that the
rate of remuneration had been a major element in concessionality. The
free balances, which had been another important element in concessionality,
were declining with every quota increase.

If there were a consensus within the Board in favor of an increase
in the rate of remuneration, Mr. Prowse went on, he could support one,
beginning in May 1984, to 92.5 percent of the SDR rate. However, the
impact of such an increase on the rate of charge had to be taken into
account. Therefore, he could support the phased approach suggested in
paragraph (iii) on page 14 of EBS/83/237 as well as measures to improve
the Fund's income on some of its assets as suggested in paragraph (iv) on
the same page.

Mr. Robalino said that he was aware of the problems that could be
created by having a rate of remuneration lower than the SDR rate. However,
he was also conscious of the financial problems being faced by the debtor
nations of the developing world. If the Executive Board increased the
rate of remuneration, it would soon decide to increase the rate of charge
in order to avoid running into problems with regard to the Fund's income
position. An increase in the rate of charge to the debtor nations would
add to the financial problems of the developing world. On those grounds,
it would not be prudent to increase the rate of remuneration at present.

Mr. Nimatallah commented that the staff had provided a balanced
assessment of the arguments for and against raising the rate of remuner-
ation, but it had concluded by making a case in principle for raising the
rate closer to the SDR rate. He could accept such a proposal, provided
that the rate was not raised abruptly and in one stage. The 1ncrease
should be stretched gradually over a reasonable period of time; it should
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be implemented in stages with a view to safeguarding the Fund's income
position and mitigating the impact on charges. He had an open mind on
the appropriate length of time, but it should not be less than 18 months.

If the rate of remuneration was to be raised, Mr. Nimatallah contin-
ued, it was essential that the Executive Board should explore all possible
ways of reducing the impact on charges. Three parties were involved:
borrowing members, creditor members, and the Fund itself. All three
should cooperate to find an equitable way of spreading the burden of a
higher rate of remuneration. His support for the proposed increase in
remuneration was based on the assumption that the Executive Board's deci-
sion on remuneration would be taken together with the decisions to extend
the enlarged access policy and to set new access limits under the special
facilities. He expected that a decision to raise the rate of remuneration
would be accompanied by a decision extending the enlarged access policy
for 1984 and by a decision on the special facilities that would provide
for access under the compensatory financing facility at not less than
85 percent of quota and that would retain the present 50 percent limit
for access to the lower segment of the facility.

Mr. Finaish said that the staff's analysis clearly showed that the
issue before Directors necessarily involved trade—offs.. A close relation-
ship existed among the rate of remuneration, the rate of charge, and
increases in the Fund's reserves. Arguments could be found for increasing
the rate of remuneration, for accelerating the growth of reserves, and
for maintaining or increasing the concessionality of the Fund's assistance.
However, those objectives could not be simultaneously attained; therefore,
a careful balance had to be struck. Because no change had been proposed
in the target growth of the Fund's reserves, an adjustment in the rate
of remuneration and the timing of that adjustment had to be balanced
against the effect on the rate of charge.

An attempt should be made to reduce to the extent possible the
adverse effect on the cost to member countries of Fund assistance,
Mr. Finaish continued. For that reason, an immediate increase in the
rate of remuneration to 100 percent of the SDR interest rate, accompanied
by an abrupt increase in the rate of charge that would substantially
reduce the concessionality of Fund assistance, was inadvisable, particu-
larly in view of the staff's assessment of the positive effect of rela-
tively high concessionality since 1980 on the process of adjustment.
Moreover, a large increase in the rate of charge could adversely affect
the ability of borrowing countries to fulfill their debt obligations. A
gradual adjustment in the rate of remuneration, therefore, would be more
balanced and more prudent. It would not require a sharp increase in the
rate of charge; consequently, it would help to smooth out the adverse
impact on borrowing countries. The gradual approach would also reduce
the chances of the Board's having to reverse the direction of adjustment
in the rate of remuneration because of unforeseen developments in the
international economy during the current period of great uncertainty.
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It had been suggested that the impact on charges could be moderated
by using the surplus accumulated in 1982 and 1983 to meet future reserve
growth targets, Mr. Finaish noted. Additional steps mentioned by the
staff could also be taken, including the possibility of increasing the
Fund's income from investment of some of its assets. Such considerations
suggested that an appropriately gradual approach could be followed in
adjusting the rate of remuneration. For example, the initial increase
could be made at a time when it need not be large. The timetable for
further increases should be flexible to allow for unforeseen developments
in the relevant variables. Given the differences in the preferences
expressed by Executive Directors, and, indeed, the diversity of views
within his own constituency, as well as the fact that the debtor coun-
tries would be immediately and adversely affected by any increase in the
rate of remuneration that resulted in an increase in the rate of charge,
it would be difficult to reach a decision based on voting power. It
would be much more desirable to reach a consensus acceptable to the
Executive Board as a whole. He could, therefore, support a reasonable
compromise if it gained the support of a broad consensus within the
Board.

The Treasurer observed that a number of Directors had commented on
the staff's presentation in EBS/83/237, suggesting that the paper had
given too much weight to the views of creditors. Such comments were dis-
turbing because the staff, aware of the difficulties that the issue raised
for the various parties involved, had taken no position on the question
before Executive Directors. The paper had been prepared in response to a
request by the Executive Board that the staff should examine whether an
increase in the rate of remuneration was timely and what the consequences
of such an increase would be for the Fund's financial position. The staff
had, therefore, deliberately focused strictly on the impact of an increase
on the financial position of members and of the Fund itself.

In Section IV, entitled "Summary and Conclusions,” and in greater
detail elsewhere in the paper, the Treasurer continued, the staff had out-
lined both the arguments in favor of an increase in the rate of remunera-
tion and the consequences that an Increase would have for charges. The
staff had stated clearly that charges would have to rise if the Executive
Board agreed to increase the rate of remuneration, unless market interest
rates declined. One Executive Director had picked up that point to sug-
gest that an increase in the rate of remuneration should be deferred
until market interest rates declined to the point at which the rate of
remuneration could be increased to 100 percent of the SDR interest rate
without raising charges.

The staff had also discussed the impact of an increase in the rate of
remuneration on the concessionality of the Fund's charges, the Treasurer
remarked. It had expressed the view that the level of Fund charges should
be such as to encourage members to take timely adjustment measures with
the Fund's assistance. The point had also been made that for many years
reserve tranche positions had not been remunerated, but that the Articles
of Agreement had been amended in that regard because there had been a
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desire to remunerate creditors. The staff had also noted that one factor,
increase quotas was the substantial subsidy involved in the rate of remun-
eration. There could clearly be two views on the appropriate degree of
concessionality, and Directors could find arguments for either set of
views in the paper. Ultimately, however, the question could be resolved
only by a decision of the Executive Board.

The staff had gone on to point out a number of ways in which the
impact of an increase in the rate of remuneration could be mitigated, the
Treasurer added, and several Executive Directors had expressed interest
in those suggestions. It had also been noted by the staff that the Fund
had the authority to raise income in ways other than through charges;
however, Executive Directors' comments at the present meeting suggested
that they did not generally favor such an approach. 1In sum, the staff
had been aware of all the ‘difficulties involved, and it had attempted to
set out the position in as neutral a manner as possible. With that con-
sideration in mind, it had made no recommendations.

The staff representative from the Treasurer's Department recalled
that at the previous meeting one Executive Director had inquired about
the relationship between the projections of the rate of charge set out
in EBS/83/237 and a statement in that staff paper that the present income
position of the Fund indicated that there was no need under the rules to
change the rate of charge. That statement had been based strictly on the
present relationship between the rate of remuneration and the SDR rate
and on income and expenditures in FY 1984. The projections in EBS/83/237
had been made in reference to FY 1985 and to the estimated use of Fund
resources in that year; they indicated the need to increase charges to
meet the income target, depending on the relation of the rate of remuner-
ation to the SDR rate.

Mr. Erb said that a number of Executive Directors had commented on
the impact of an increase in the rate of remuneration on the willingness
of governments to maintain reserve positions in the Fund, expressing con-
cern that an increase in the rate would not necessarily lead to an increase
in such positions. The likely impact was difficult to quantify, but an
indication of creditors' preferences could be gained from examining the
Fund's recent borrowing efforts. Some of the borrowing arrangements
arrived at, which were frequently more liquid from the creditors' stand-
point than the reserve tranche position in the Fund, carried a rate of
interest above the SDR rate and were related to a set of market rates
that would generally be close to those on money market instruments. The
situation suggested that the interest rate was an important factor in
shaping the willingness of countries to maintain a reserve position within
the Fund. More generally, the existence of a highly subsidized rate of
charge made it more difficult to support a streamlining of the Fund's bor-
rowing arrangements with official institutions. If there turned out to
be a wide spread between the rate that the Fund paid on borrowing and the
rate of charge, a problem of arbitraging could arise, especially if coun-
tries simultaneously borrowed from the Fund at a much lower rate than
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the one at which they were lending to it. Raising the rate of charge
closer to the rate of remuneration would reduce the magnitude of that
potential problem.

It had been suggested that the Executive Board should focus more
closely on. the need for a further increase in quotas, Mr. Erb went on.
The rate of remuneration and the rate of charge had been issues affecting
the willingness of some members of the U.S. Congress to support the recent
increase in quotas, and a firm commitment by his authorities to make an
effort to raise the remuneration rate to a market-related rate had been
helpful in obtaining the necessary support for the quota increase. If the
rate were increased to an appropriate level at an earlier date and not
limited to the completion of the next quota review, the U.S. authorities
would be more willing to discuss the timing of the Ninth General Review
of Quotas. The cost to the United States of Fund programs would be an
important factor influencing their decision in that regard.

The degree of concessionality in Fund charges and the cooperative
character of the Fund were important, but not necessarily related, issues,
Mr., Erb commented. The cooperative character of the Fund was evidenced
when countries in a strong balance of payments position provided assis-
tance through the Fund to countries in a weak position. It was also
evident in the revolving nature of such assistance. However, the process
of cooperation did not imply that the resources had to be provided at a
highly concessional rate. In practice, when members in a strong position
used their creditworthiness to borrow in their capital markets at prevail-
ing market rates of interest In order to support the Fund, they were
effectively providing resources at a concessional rate to the members in
a weak balance of payments position. Furthermore, 1f an Increase in the
rate of remuneration to the full SDR rate led to an increase in the rate
of charge to 8.33 percent, the latter rate would still contain a substan-—
tial element of concessionality.

The proposition that there had to be a high degree of concessional-
ity in order to persuade countries to come to the Fund early or to accept
Fund conditionality was difficult to accept, Mr. Erb considered, because
it encouraged the perception that Fund conditionality was detrimental to
a country and that, therefore, the Fund had to charge a relatively low
rate of interest in order to induce countries to adopt policies that they
ought to be adopting in their own economic interest. When the Fund pro-
vided resources, it eased the adjustment problem facing the country; it
did not have to go a step further and provide those resources at a highly
subsidized rate. Indeed, if a country came to the Fund simply because
the resources provided were subsidized, it raised questions about the
degree of commitment to the policies that the authorities agreed to
adopt. It would be possible to find examples of situations in which the
country's economic policies had deteriorated as soon as Fund lending had
ceased, suggesting that the country had not been sufficiently committed
to the required policies or that it had not perceived those policies to
be in its own self-interest.
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Given the financial pressures faced by many debtor countries at
present, Mr. Erb remarked, the Executive Board had to ensure that an
increase in the rate of remuneration did not have a dramatic impact on
charges. For that reason, he supported a phasing—in of the increase
during 1984. Concern over the debt problem had led some Directors to
suggest that there might be a conflict between raising charges and the
need for the Fund to speak out against excessively high spreads and fees
charged by commercial banks. His authorities agreed that it was wrong
for commercial institutions to raise their spreads and fees excessively
in circumstances in which public resources were being used to assist in
the solution of external financial problems, but such a view was consis-—
tent with the view that highly subsidized interest rates were undesirable.
Not only did highly subsidized rates of interest raise general questions
about the efficient allocation of resources, but they could also create
misconceptions about the Fund's activities. 1In general, it was undesir-
able to set interest rates on the basis of political considerations; it
was preferable that they should be set by market forces. If the Fund's
charges remained highly subsidized, they could lead to pressures for inap-
propriately large-scale and long-term lending. For example, countries in
a position to make voluntary early repurchases as their balance of payments
position improved might be less likely to do so. There had been cases in
recent years in which it could be argued that some countries had used sub-
sidized Fund resources rather than making full use of available commercial
borrowing opportunities.

Finally, the link between remuneration and charges and other aspects
of the Fund's financial position, such as its lending policies, had to be
considered, Mr. Erb suggested. There had been agreement in the Interim
Committee that the Fund's lending policies had to be in line with its
resource base. Clearly, the terms on which the Fund obtained resources,
as well as those on which it lent resources, affected its financial posi-
tion. For that reason, his authorities favored setting both the rate of
remuneration and the rate of charge at a level that reflected market-—
related rates of interest.

The Chairman commented that Executive Directors had argued along
divergent, but not necessarily irreconcilable, lines. Those Directors
who had favored setting the rate of remuneration at 100 percent of the
SDR rate had suggested, inter alia, that there was no logical basis for
the difference in the treatment of reserve tranche positions in the Fund
relative to other claims on the Fund. They had noted, with profound con-
cern, that the reserve tranche positions were the only claims on the Fund
not remunerated at market-related levels, although such positions were
not the most liquid and usable assets held by Fund creditors. It should
also be noted that the concerns expressed by Executive Directors in that
regard were not new; they had been gaining momentum over a number of
years, as evidenced by the Fund's dealings with creditor countries in
the context of borrowing arrangements. The Executive Directors on that
side of the argument also considered that a market-oriented rate of
remuneration was consistent with the cooperative character of the Fund.
They had noted the revolving nature of the Fund as an institution that
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lent to countries at some times while borrowing from the same countries
at other times. The costs and benefits of membership in the institution
were thereby spread among all members. They had also suggested that,
even if the rate of remuneration were raised immediately to 100 percent
of the SDR rate, there would continue to be, in their view, a substantial
concessional element in Fund charges.

Another group of Directors, strongly emphasizing the cooperative
nature of the Fund, had argued that the concessionality of the Fund's
assistance should be reflected, at least in part, in the rate of remuner-
ation. For those Directors, that argument was an important point of
principle. They had also indicated that an immediate increase in the
rate of charge stemming from an increase in the rate of remuneration to
100 percent of the SDR rate would be particularly undesirable because it
would reduce sharply the concessionality of the assistance provided by
the Fund at a time when interest rates remained high in real terms and
when, they considered, the hardships faced by the debtor countries did
not warrant a further increase in charges on the part of the Fund. Those
Directors had also suggested that too abrupt an increase in the rate of
charge could induce countries to refrain from using the resources provided
on conditional terms by the Fund or could discourage the use of Fund
resources at an appropriately early stage in the emergence of balance of
payments problems. Some of those Directors had also expressed concern
that the borrowing countries would inevitably bear the cost of future
increases in the Fund's administrative expenses and reserves.

It was not unusual for Executive Directors to express different
points of view on such an issue, the Chairman remarked. One group of
Directors was concerned about the anomaly of the rate of remuneration
being set at a lower level than other remunerated positions in the Fund.
The other group was concerned about the impact of an increase in the
rate of remuneration above the rate of charge, an important aspect of
members' financial dealings in the present difficult times. Both sets
of concerns were valid. The issue could be resolved only through compro-
mise. He did not believe that it would be possible to resolve it either
through immediately increasing the rate of remuneration to 100 percent
of the SDR rate or through simply ignoring the problem and allowing the
85 percent level to continue. A compromise could include agreement to
move toward a market-based rate of remuneration in a gradual, but progres-—
sive, manner. It appeared that a solution broadly along the lines that
he had indicated would be acceptable to a majority of the Executive
Board. However, it was clear that further discussion was necessary, not
only on the rate of remuneration, but also on related issues affecting
the Fund's income position and reserves. He hoped that such issues could
be discussed at an early date in order to reach a declsion acceptable to
all Directors.

Mr. Malhotra observed that approximately SDR 1.9 billion of the
Fund's quota-related resources was not remunerated at present. At the
same time, the Fund's administrative expenditures, which were increasing
rapidly, amounted to about SDR 200 million. If the rate of remuneration
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were Increased to 100 percent of the SDR rate, the cost of future
increases in administrative expenditures and reserves would be bornme by
the borrowing countries, rather than through the unremunerated positions
of creditors. It was questionable whether such a prospect was compatible
with the cooperative nature of the Fund. The suggestion that a schedule
should be set to enable the rate of remuneration to reach 100 percent of
the SDR rate by a specified date was a new interpretation of the Articles
of Agreement. It had previously been understood that the cost of adminis-~
trative expenses and reserves should be borne by all members and that the
normal mechanism for doing so was through contributions to the reserve
tranches. Those points deserved emphasis.

The Treasurer said that, under the Articles of Agreement, the respon-—
sibility for financing the administrative expenses of the Fund was shared
by the membership at large. There was no mechanism that placed the
responsibility for administrative costs on a particular group of members.
When there was a surplus in the Fund's income position, it was commonly
shared by the members either through an addition to reserves or through
a distribution of net income. When there was a deficit, it was also com-
monly shared, either through a reduction in reserves or through a reduc-
tion in the rate of remuneration to the maximum extent feasible, in order
to keep it as low as possible in relation to the SDR rate.

The interest rate policy applied by the Fund in relation to both
debtors and creditors was, in principle, a separate issue from the result
that the policy had on the Fund's income position, the Treasurer added.
As an extreme example, 1t would be possible for the Executive Board to
decide to pay a high rate of interest on the SDR in order to promote the
asset in the international monetary system, while setting the rate of
remuneration at 100 percent of the SDR rate, and imposing very low charges.
In such circumstances, the Fund's income position would be sharply in
deficit. Such a deficit would be financed through reducing the reserves
to zero, or, if that action proved insufficient, it would be shared by
the member countries in proportion to their share of quotas in the event
of the liquidation of the Fund. Thus, ultimately, the Fund's income
position was protected through the Executive Board's willingness to sup-
port it by setting a reserve target.

He did not wish to advocate a change in that policy, the Treasurer
went on. In principle, the responsibility for the Fund's administrative
expenses could be shared by the membership as a whole in a number of ways.
The Articles of Agreement did not distinguish between the cost to the
Fund of recompensing creditors through remuneration of reserve tranche
positions and the cost of paying interest to lenders. The distinction
was a technical accounting device aimed at presenting as clearly as pos-
sible the cost of operation and the cost of administration. While it was
true that administrative expenses had been rising rapidly, there was
reason to believe that they would not continue to grow at the same rates
in years ahead, assuming, of course, that inflation did not accelerate.

A number of one-time expenditures had been involved recently, such as
the cost of the new building, which had been written off at a relatively
rapid rate, and the cost of improvements in the Fund's data processing
capabilities.
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The Articles of Agreement permitted the Executive Board to raise the
norm for remuneration to 100 percent of quota, the Treasurer noted, and
they did not prescribe limits to the circumstances under which the Board
could take such action. If such action was taken, the resources that
Mr. Malhotra had referred to as "interest free” would become subject to
remuneration. Furthermore, there was no provision in the Articles of
Agreement that the rate of remuneration should be less than 100 percent
of the SDR rate in those circumstances. That issue was subject to a
decision by the Executive Board, based on consideration not only of the
Fund's income position but of the kinds of concerns raised by Executive
Directors at the present meeting. Of course, as the staff had pointed
out in EBS/83/237, it was possible for the Fund to obtain income through
means other than charges, such as through investment of resources up to
the equivalent of reserves.

The Director of the Legal Department stated that the Articles of
Agreement clearly permitted the raising of the rate of remuneration to
100 percent of the SDR rate. 1In taking such action, the Fund had to take
into account the periodic rates of charge. However, no particular fixed
relationship between the two rates had to be observed. The Articles did
not prescribe mechanisms for sharing the burden of expenses among various
groups of members.

Mr. Malhotra said that his point was that unremunerated assets were
not an element in concessionality, as had been argued in the staff paper.
The requirement that administrative expenses and reserves were to be
shared by all members had to be taken into account. While it was true
that there were means of increasing the Fund's income other than raising
the rate of charge, little consideration had been given to them. If the
rate of remuneration were raised to a point at which charges would have
to be raised so that borrowers alone bore the burden of future increases
in administrative expenses and reserves, thereby eliminating concession-
ality, the cooperative character of the Fund would be impaired. The Board
should not adopt the target of 100 percent of the SDR rate for the rate
of remuneration, because to do so would mean that the burden of future
expenses would fall, in practice, on the borrowing countries alone.

The advisability of joining a number of separate issues together in
a "package"” was open to serious question, Mr. Malhotra considered. For
example, the decision on the enlarged access policy would require an
85 percent majority, while a decision on the rate of remuneration would
require a 70 percent majority, and a decision on access under the special
facilities required a 50 percent majority. While it might be desirable
to develop a consensus that all Executive Directors could live with, it
was not desirable to proceed in an ad hoc way to link issues that required
different majorities. 1In those circumstances, there was a danger that the
interests of the weaker members would suffer.

The Director of the Legal Department noted that, with regard to the
special facilities, a decision to maintain the floating character of the
cereal facility required an 85 percent majority.
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Mr. Malhotra commented that decisions to change access under the
speclal facilities and to maintain the floating character of the floating
cereal facility were separate decisions. The former decision required
only a simple majority.

Mr. de Maulde said that he agreed with Mr. Malhotra that it was
important to maintain the cooperative character of the Fund. However,
even in cooperative financial institutions, administrative expenses were
financed through interest charges. The difference between a cooperative
bank and a commercial bank was that the former did not make an excess
profit.

The Chairman observed that the SDR 1.9 billion of interest—free
resources produced approximately SDR 160 million in income for the Fund.
Insofar as the creditor countries had the largest share in quotas, they
bore the major part of the burden of the administrative expenses through
their share in interest-free resources. It was in that light that the
question whether future increases in administrative expenses should be
borne by the debtor countries alone through charges should be viewed.

The Treasurer commented that the category of "interest-free resources"”
included unremunerated reserve tranche positions of about SDR 1.9 billion,
the Fund's reserves of about SDR 1 billion, and income from the sale of
gold of about SDR 1.9 billion. With regard to reserves, it could be
said that debtors had helped to create reserves if the payment of charges
had resulted in a surplus in the Fund's income in a given year, but it
could also be argued that creditors had made a contribution in surplus
years through acceptance of a rate of remuneration below 100 percent.
Taking reserves and unremunerated positions together, the income produced
would be higher than SDR 160 million.

Mr. Malhotra remarked that he agreed that reserves were created
through the contributions of all members. He also agreed that the credi-
tors, who held a major share of quotas, made a significant contribution
through the unremunerated reserve tranche positions. However, if those
positions became a progressively smaller percentage of the Fund's income
in future, the burden of administrative expenses would increasingly fall
on the debtor countries. That fundamental issue should not be ignored.

The Treasurer said that he agreed with Mr. Malhotra that, if quotas
should be increased in the future, the ratio of unremunerated reserve
tranche positions to quotas would decline. Furthermore, on the assumption
that the Fund extended credit in proportion to the increase in quotas,
the interest—free resource base represented by unremunerated reserve
tranche positions would also decline as a proportion of the Fund's
lending. Indeed, that development had already been taking place. Thus,
when the Fund extended a large amount of credit, as it was doing at
present, relative to the unremunerated positions, a lower rate of remu-
neration had a larger bearing on the creditors' income positions arising
from their reserves in the Fund. In that sense, the element of conces-
sionality was relatively higher. Those facts could be used to support
either side of the present argument.
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The Executive Directors agreed to resume their discussion in the
afternoon.

DECISION TAKEN SINCE PREVIOUS BOARD MEETING

The following decision was adopted by the Executive Board without
meeting in the period between EBM/83/175 (12/16/83) and EBM/83/176 (12/19/83).

2. PUBLICATION OF "INTEREST RATES AND TAX TREATMENT OF INTEREST INCOME
AND EXPENSES" AND BACKGROUND PAPERS

The Executive Board approves the proposal set forth in
EBD/83/313 (12/6/83).

. Adopted December 16, 1983

APPROVED: April 17, 1984

LEO VAN HOUTVEN
Secretary



