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1. CCMFPENSATORY AND CONTINGENCY FINANCING FACILITY - MODALITIES

The Executive Directors resumad from the previous meeting (Informal
Session 88/7, 7/6/88) their consideration of & staff statement on under-
standings related to the compeusatory and contingency financing facility
made at that meeting. They also had before them a staff paper on mocali-
ties for che compensatory and contingency financin facility (EBS/88/100,
5/24/88; and Cor. 1, 5/25/88); a statement by the staff rep:esentative
from the Exchange and Trade Relations Department on issues related to
modalities for the compensatory and contingency financing facility, made
at EBM/88/100 (6,27/88); and a draft decisior. veiating to compensatory and
contingency financing (EBS,/88/128, 7/6/88).

The Director of the Exchange and Trade Relations Department suggested
that the sentenice currently in brackcts in Section 7 could be reworded to
read: "When a menber has made a purchase under a contingency mechanism on
the basis of an estimated deviation which later is shown to be incorrecc,
the member might be requested to make a prompt repurchase." The scaff
would consider the ease with which a member could make a prompt repurchase
when deciding whether or not to request a member to make such a repur-
chase. Mr. Kafka had raised the point that a member might have already
used its contingency financing and would not be able to make a repurchase. .

Mr. Cassell noted that the new wording was a considerably watered-
down version of the first draft, and went too far for his prefereace. He
would suggest using the term "would normally be expected."

Mr. Grosche sajid that he would have to consult with his authorities
on any dilution of the existing language.

Mr. Posthirmus indicated that the new language did not satisfy him
either.

The Director of the Exchange and Trade Relations Department then
turned to the last paragraph of Section 9, which the staff suggested
replacing with a new paragraph that would read: "The principle of unifor-
mity precludes a differentiated overall ceiling on access to the Fund's
general resources and, therefore, care will be taken to ensure that a
structural adjuscment arrangement/erhanced structural adjustment facility-
eligible member should not, by virtue of its eligibility both for arrange-
ments under those facilities and for upper credit tranche arrangements,
have higher access to the Fund’s general resources under the contingency
mechanism than a member that is not eligible for the structural adjustment
arrangement and enhanced structural adjustment facility." That wording
could be adjusted somewhat, but the idea was to replace the existing
language with a general statement.

Mr. Posthumus asked that the staff explain the relationship between
structural adjustment facility conditionality and upper credit tranche
conditionality.
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The General Counsel said thar there was a difference betweer struc-
tural adjustment facility and enhanced structural adjustment facility
conditionality. The structural adjustment facility was based on first
creait tranche conditionality, with the concept of "reasonable effort"
being used. Moreover, there were no performance criteria and no phasing,
so that conditionalijty was very much like a first credit tranche purchase
in the General Resources Account. A higher degree of effort was requived
for access to the resources of the enhanced structural adjustment
facility. Phasing and performance criteria did exist for that facility.
Accordin;ly, there was no substantive problemrm with respect to the enhanced
structural adjustment facility, but there might be a problem in granting
access to the s.ructural adjustment facility unless the member was willing
to propose a stricter program when it was secking both an arrangement
under the structural adjustment facility and an upper credit tranche
stand-by arrangement. It was f-r the Fund to decide whether the level of
conditionality was sufficient for the current decision.

Mr. Templeman remarked that the absence of monitoring in the struc-
tural and enhanced structural adjustment fzocilities would have to be
corrected, which would allay concerns about conditionality.

Mr. Hassan commented that, in tirying to make it possible for struc-
tural adjustment facility-eligible countries to benefit from external
contingency financing, the Fund might be changing the nature of structural
and enhanced structural adjustment facility arrangements, in effect
converting them into stand-by arranzements. If performance criteria on
quarterly bencnmarks and monitoring were introduced into the structural
adjustment acility, there would be little difference between that
facility and a stand-by arrangement. It might be preferable to use ad hoc
reviews to activate the external! contingency mechanism.

The Chairman observed that the possibility was being offered for
countries to adopt features that would entitle them to benefit frou
contingency financing when they were negotiating an arrangemenc unr.er the
structural or enhanced structural adjustment fa~ilities. It would hbe in
the interest of a country if it chose to do so. However, that was the
choice of the country in question, and if it did not elect to make those
changes, it could use the structural adjustment facility as it scood.

Mr. Templeman said that he had understood the agreement to be that
the question of conditionality would be studied further, including the
possibility of making contingency financing of the structural and enhanced
structural adjustment facilities concessional. The current wording
appeared to preclude such a possibility. _

The Director of the Exchange and Trade Relations Department remarked
that concessional contingency fin~ancing could be studied, but it would be
difficult for structural adjustment facility resources to be used for such
a purpose given the currert modalities of the facility. There had to be
uniformity between members who attached contingency mechanisms to arrange-
ments under the structural adjustment facility aad those that did nort.
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Accordingly, the staff considered that if there was to be concessional
contingency financing in conjunction with the structural adjustment
facility, additional resources would have to be found. There was somewhat
more latitude in the case of the enhanced structural adjustment facility,
and the staff would certainly be studying that question.

Mr. Grosche said that his chair’s position was that the resources of
the structural and enhanced structural adjustment facilities clearly could
not be used for financing external contingency mechanisms.

Mr. Cassell suggested that the first paragraph of Section 9 end
after the phrase "at a later date," deleting the phrase "...on the basis
of experience with contingency mechanisms and an assessment of the
prospects of obtaining additional concessional resources."

The Chairman said that he could go along with Mr. Cassell's sugges-
tion if there were no objections.

The Economic Counsellor and Director of the Research Department
indicated that Section 11, on coverage, was very similar to the presenta-
tion in previcus documents, except for a specific paragraph and an
appendix that had been added concerning the 35 percent sublimit on
interest rate coverage. While the staff had anticipated difficulties
arising from the introduction of additional sublimits, the Board discus-
sion of June 17 (EBM/88/95) resulted in the understanding that a 35 per-
cent quota sublimit on interest rate coverage should be introduced. The
key difficulty in computation arose from a desire to combine a mechanism
with a sublimit of 35 percent while adhering to the principle of symmectry.
When those two features were combined, there was a possibility of
triggering the symmetry provision for repurchases while, in the absence
of such a sublimit, the country would have experienced a contingency
shortfall. The mechanism that the staff proposed in order to resolve that
anomaly was outlined in Appendix C. It was a complex mechanism, designed
to allow unfavorable interest rate deviations that involved Fund financing
in excess of 35 percent of quota to be used to offset net favorable
deviations in other variables.

Mr. Kafka indicated that if the 35 percent limit on contingency
financing of interest rates remained, his chair would have to vote against
the new facility in its entirety.

Mrs. Filardo said that she agreed with Mr. Kafka in not supporting a
35 percent limit. The current compensatory financing access of 83 percent
of quota was being replaced by a facility that limited access to 65 per-
cent of quota; the added comstraint of a 35 percent limit on interest
rate financing was not acceptable.

Mr. Donoso said that he, too, was opposed to the notion of such a
sublimit.
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Mr. Nimatallah noted that it had been agreed that the new facility
would be experimental for the first year. The modalities as they stood
were tne basis of a good compromise, which could be changed upon the
facility'’s review.

Mr. Posthumus indicated that he could go along with Mr. Nimatallah’s
points, but wished to note that the staff’s calculation had established
that a 35 percent limit on interest rate contingencies was equivalent to
SDR 5.2 billion of total auotas, which might ot be enough of a limit.

Mr. Temp.eman asked Mr. Kafka and Mrs. Filardo to reconsider their
position and to inform the Board if thazy found an acceptable compromise.
It would be regrettable if two inportant chairs were not included in the
final agreement.

The Chairman reminded the Board that the new facility would be
reviewed after one year, at which time the decision could be amended.

Mr. Zecchini asked what the position of the German chair was with
respect to the compromise text.

Mr. Grosche said that he was basically opposed to having any interest
contingency introduced into the new facility, but because of the revised
text he was willing to go along with it. However, his chair’s position
had moved considerably and he still had doubts Aabout accepting the
coverage of interest rate contingencies.

Mr. Cassell said that he, too, would go along with the compromise
solution reluctantly; however, in his case that was because he did want to
see interest rates covered.

Mr. Grosche said that he was not opposed to interest rate coverage
only because of the implication for the Fund’'s liquidity. As he had said
at the previous meeting, the repercussions on the behavior of debtors and
creditors and the possibility of bailing out the banks were serious
problems. Despite those serious reservations, he was willing to go along
with the coverage because of the safeguards that had been introduced--the
35 percent sublimit, and the fact that parallel financing was being
rigorously sought. In addition, because the facility would be experi-
mental for one year, his chair hoped that the interest rate coverage
could be done away with after the review.

Mr. Zecchini said that, in a spirit of compromise and with the
understanding that the provision was experimental, he could go along with
the text.

Mr. Fogelholm suggested that the reference to parallel contingent
financing from commercial banks in the last paragraph of Section 11 be
adjusted to make the statement positive rather than negative. He proposed
that the third sentence read: "In order to assure adequate financing of
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tne program, there would, in general, be a formal requirement for advance
coverage of interest rates and other continagencies by mechanisms estab-
iished with commercial banks."

Mr. Posthumus noted that the second paragraph of Section 11 stated
that the subset of variables would remair unchanged throughout the life of
the associated arrangement. It was his impression that the Board hiad not
intended for a country to Le committed to the same variables in different
arrangements.

The Economic Counsellor responded that the list of variables would be
expected to remain fixed unless the structure of the country'’s economy had
changed.

Mr. Cassell asked whether the two sentences on parallel financing, in
the last paragraph of Section 11, could be placed after the reference to
hedging, since parallel financing aprlied to interest rates, but at the
same time was a wider issue. Also, in the previous paragraph, which dealt
with deviation in net interest payments, the definition of "payments on
the gross external debt minus receipts on officially owned foreign assets”
seemed to be toc narrow; he would suggest that the term "officially ouned"
be replaced by "relevant."

The Economic Counsellor agreed that the language as it stood
reflected an intrinsic asymmetry between the asset and liability sides.
However, the main argument for the language was the lack of alternatives.
There were two extreme options: one would be to include only the public
sector, in which case there would be a problem because some countries had
a substantial private debt, while others did not. The other optiecn would
be to include the entire private and public sectors, which would be
difficult because of large unrecorded private sector assets. The Fund
would probably not be able to obtain accurate statistics on countries’
nrivate assets held abroad. It seemed reasonable tc accept the term
"relevant," which would leave the definition to the staff without tying
down the definition too much, since the first year of the facility would
be experimental.

Mr. Reddy asked whether it was nossible for members to exclude export
earnings from contingency coverage, or whether they had to accept the
standard selection of key external variables.

Mr. Fogelholm said that, as he uuderstood it, it had been agreed that
the variables chosen would have a netting out effect; one could not hedge
against the Fund.

Mr. Reddy noted that, 1f that were the case, the compensatory financ-
ing element would not be usable if a country decided to make use of the
contingency element,

The Economic Counsellor said that the choice of variables had to
cover a substantial part of the country’s current account transactions.
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As he saw it, the country would be given the option to chcose whether to
debit the compensatory or the contingency window, subject to the overall
access requirements.

Mr. Kafka noted that, in Section 12 on the calculation of contingent
deviations, it was stated that: "The staff will estimate the impact of
unforeseen changes in external demand on export earnings." Could the
staff expand on how it would make such estimates?

The Economic Counsellor said that, for countries with a diversified
export base, specific import and export prices would not provide the sta:f
with a clear basis for the calculation of contingent deviations. A
broader concept was necessary in such cases, which had been the rationale
for using the impact of unforeseen changes in external demand on export
earnings. The way in which that woul ! be calculated had been descriked in
some detail in EBS/88/100. The unforeseen deviation in foreign demand
would be multiplied by the relevant elasticities.

Mr. Kafka remarked that that method did not give consideration to
trends in market penetration, which were an important element in the
recent development of many less developed countries. Such trends should
be taken into account.

The Economic Counsellor remarked that those trends should be incor-
porated in the computation of the baseline itself; he had been describing
the computation of the contingent deviations from the baseline.

Mr. Marcel, in reference.to Section 13, stated that his authorities
would have strongly preferred a higher access for the first compensatory
tranche in order to make drawings on that element more attractive. Given
the considerable reduction in compensatory access and the substantial
tightening of conditionality, such a decision would have been fair and
would not have been likely to call into question the spirit of the April 7
compromise.

Mr. Posthumus asked whether baselines of 18 months would be revised
on the occasion of the annual world economic cutlook projectiomns. He
could go along with baselines that were longer than 12 months when the
program in question was longer, but they should be updated annually.

The Economic Counsellor said that the staff would draw on the World
Economic Outlook, rather than the world economic outlaook forecast. The
baseline would then have to be supplemented as appropriate by country-
specific variables. Furthermore, when information was provided on a
regular basis, such as the London inter-bank offered rate (LIBOR), the
baseline could be updated frequently. Accordingly, the methodology of the
world economic outlook forecasts would be adapted in order to achieve more
current results. Not only would the baseline be updated after
twelve months, but there would even be further refinements within the life
of the baseline.
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Mr. Rye suggestc+i that the first sentence of the last paragraph on
Section 12 be adjusted to read: "...the staff will adhere to the principle
of exogeneity," rather than the more flexible "be guided by."

Mr. Templeman said that his chair’s original proposal to allow
baseline periods of as long as 18 months had been made with the intention
that 18-month baselines would be an exception for cases in which a
stand-by arrangement was for 18 months. It would be helpful if the
possibility of an 1)-month baseline was qualified by the phrase: ™"where
the program itself s 18 months long." On the principle of exogeneity, he
"adhere to" was rather strong. His intention was to retain the funda-
mental principle that exogeneity depended on whether a contingency was
outside the control of a member country, but he wished to avoid fine
tuning variables to the extent that had been experienced with the compen-
satory financing facility.

On the question of compensatory financing, there was no reference in
the staff statement to the specific conditionality attached to the two
tranches, Mr. Templeman noted. However, the conditjonality was set out
in the draft decision, and it was important that it remain at least in
that text.

Mr. Cassell suggested that the paragraph on approval in principle
would benefit from the addition of a sentence reading: "As with the use
of all Fund resources, any access must be conditional on the ability of
the member to repay the Fund." Such a qualification would eliminate the
sense of automaticity that the paragraph currently conveyed.

Mr. Kafka remarked that the Fund would not approve an arrangement
even in principle if it considered that the member did not have the
capacity to repay.

The Chairman cormented that Mr. Cassell’s suggestion was a reitera-
tion of a legal point that applied to all Fund arrangements. Possibly, an
overall paragraph reminding readers of gern~—al points could be placed at
the beginning of the statement.

Mr. Grosche said that he fully supported the drafting of a general
proviso paragraph.

Mr. Cassell said that he could go along with such a general para-
graph. It was not clear to him that approval in principle guaranteed the
ability of a member to repay the Fund, since the fact that the approval
was only in principle meant that some uncertainty was involved.

Mr. Templeman recalled that EBS/88/100 had referred to a case in
which a compensatory financing proposal was presented jointly with a
stand-by arrangement. Such a case was evidence in itself that a major
balance of payments problem existed and therefore the risk involved in the
Fund's proceeding with approval in principle took on a different aspect.



Thie rund had suggested a compromise whereby approval in principle and
release of Fund financing would only take place "where the necessary
:dditional financing which had not been assured was sufficiently small
tnat tfailure to secure that financiug could reasonably be accommodated
carougn additionai: adjustment during the program period." The sense of
that agreement did not seem to be reflected in Section 14.

The Economic Counsellor said that the staff considered Section 14 to
verflect the agreement reached at the Executive Directors’' working lunch
to allow full contingency financing regardless of the size of the
financing gap. The agreement reflected in Section 14 would release the
compensatory drawing on approval in principle of a Fund arrangement; that
was in line with the guidelines for use of the lower compensatory tranche,
which stipulated prior a~tions that would give reasonable assur~nce that
policies corrective of the member’s balance of payments problems would be
adopted. In effect, the Fund would not only be making a judgment that
the corrective policies would be adopted. but also that the necessary
Zinancing would be forthcoming.

Mr. Templeman said that, by definition, if a stand-by arrangement was
approved in principle, the necessary financing for the program had not
been assured.

The General Counsel said that the relationship between the cereal
decision and the compensatory financing facility, as covered in
Section 15, had not yet been discussed by the Board. However, under tne
existing decisions of the Fund, a very close relationship existed, which
it was not possible to break unless the Executive Board decided to
abrogate the cereal decision. The proposal of the staff was to :ncor-
porate into the new decision taken by the Executive Board a section
dealing with the problem of cereal imports, maintaining the current
relationship between that aspect of the decision and the combined
facilicy. The onlv change would be that conditionality for access under
the cereal imports decision would be aligned to the conditionality for
the compensatory financing element. The May 1989 review of the cereal
facility would take place as planned.

Mr. Fogelholm asked whether cereal prices would then be excluded
from general price increases on imports that would be covered under the
external contingency mechanism.

The Economic Counsellor stated that, as with the compensatory
financing facility, the key constraint was to avoid double compensation.
Once that had been satisfied, import prices could include cereal prices in
a similar way as had been done with the compensatory financing facility.
Some export shortfalls provided a country with an opportunity tc draw
through either the compensatory or the contingency window, subject to the
overall constraints.
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Mr. Templeman said that he assumed the temporary access to 40 percent
contingency financing regardless of 4 member’'s compensatory drawings would
gradually ratchet down to the 105 percent global standard limit as repur.
chases were being made.

The Economic Counsellor confirmed that after the transition period =
member would have reached a limit of 105 percent.

Mr. Posthumus asked whether, in the transitional arrangement, it
would be possible for a ccuntry to draw on the compensatory financing
element during the first three months after the decision on the new
facility had been taken, and then immediately after that draw under the
contingency element, resulting in a limit of more than 135 percent.

The Economic Counsellor said that the overall limit of 105 percent
would still apply in such a case.

Mr. Templeman said that, on the calcalation of compensable export
shortfalls. his chair had had doubts about the suggestion that any under-
compensation of the first purchase would be added to the s_.bsequent
shortfall when determining the size of the second purchase. Had there
been a clear consensus in favor of that? Such a concept did not preserve
a feature of the existing compensatory financing facility, but rather,
was a new concept. To insist that a country be given take additional
financiug when it was not known whether the country needed that financing,
or what its policies were, did not seem reasonable.

The Economic Counsellor said that paragraph b of Section 17 appeared
to reflect the Board’'s consensus, but the staff could look into that
matter further.

The Chairman noted that there was no discussion on Section 18, which
dealt with avoidance of double compensation in compensatory and contin-
gency financing. Section 19, on the review, was very important, and he
suggested that it be included in the general paragraph at the beginning of
the statement, since it was in light of the review that the decision had
been agreed to.

The Chairman then made the following summing up:

These remarks summarize my understanding of the agreement
that has been reached on the general principles and specific
modalities for the compensatory and contingency financing
facility. My informal remarks of April 7, 1988 (Informel
Session 88/5, 4/7/88, Final Version) on the same subject form an
integral part of the understandings and are included as an
appendix to this summing up. 1/

l/ Reproduced in Annex.
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At the meetings that took place in March and April of this
vear, broad agreement was reached on general principles and a
framework for the new facilityr. In particular, it was concluded
that the essential features of the compensatory financing
facility should be preserved: that contingent Fund financing
could help maintair the mcumentum of adjustment programs as-~inst
adverse external shocks: and that the basic features of contin-
gency mechanisms should include an appropriate uvlend or adjust-
ment and financing, incorpcrate symmetry, and involve external
factors bev-nd the contrcl of authorities, subject to a minimum
threshold level for activation. To these principles I would add
the need to pursue parallel contingent financing vigorously
where necessary and to ensure that programs continuc to be
adequately financed when Fund rescurces are disbursed. It is
also important to stress that purchases under this facility,
as under all Fund facilities, would bhe subject to balance of
payments need and that, in providing financing under this
facility, due attention will be paid to the member'’'s capacity
to meet its obligations to the Fund.

In our meetings over the past few weeks, Directors have
reached agreement on a number of operational modalities for the
new facility and the features of this agreement are summarized
below. Directors also concluded that ivr order to avoid creating
an unduly rigid and complex system, many detailed operatiomal
aspects of contingency financing woulid have to be developed with
the authorities at the time each associated arrangement is
framed, on an experimentel and case-by-case basis. As each
case comes befcre the Board, and is commented on by Director:,
that experience will be duly reflected in subsequent cases.
Then, before the 1989 Annual Meeting, there will be a general
review of the compensatory and contingency financing facility
based on experience with its operations.

I will now turn to the detailed modalities for the new
facility.

1. Access limits for contingency mechanisms

Contingent financing would be subject t> the cumulative
access limits for the facility. In addition, contingzent
financing would not generally exceed 70 percent of access under
the associated arrangement. For multiyear arrangements there
would be a flexible approach for distribution of access as
between years; normally, some front-loading and carry-over of
access would be provided for, but access in any one year would
not generally exceed 70 percent of the access available under
the associated arrangement in each 12-month period.
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2. Activation

Contiugency mechanisms would be attaci..d to Fund arrange-
mer:ts and would be approved by the Executive Board at the time
of the approval of the associated arrangement. Contingency
mechanisms generaily would be activated on the tasis of a
review by the Executive Board. Such reviews would normally Le
conducted within the context of a midtevm program review,
although in some cases it might be uzeful to conduct an ad hoc
review. Evantually, some of these reviews might cccasionally be
conlucted on a lapse of time basis, but it is ur~-rstood that in
the early experimental stage of thc new faci” .. -+ Aiscussion by
the E-.ccutive Board would take piace in each case.

In some exceptional cases where the link between additional
financing needs and the relevant contingenciecz and the policy
actions that would need to be phased in cr.ld be specified in
advanc: with su{ficient precision, the Executive Board could
give acvance approval for the disbursement of contingent
financing without further Executive Board review. In such
cases, the staff assessment could be expedited and, after the
Board has received adequate advance notification, disbursements
would be made. Ali purchases would of course require observance
of the arrangement’'s performance criteria, adjusted by the
Executive Board as necessary to take account of the effects of
the contingencies.

3. esources fo c

Purchases for contingent financing will use ordinary
resources with a repurchase period of three to five years.
Access would be considered separate from boldings resulting from
the use of Fund resources under any other pc¢licy but not from
holdings resulting from purchaces on account of export short-
falls or excess cereal costs. As is the case with purchases
under tranche policies, purchases for contingent financing and
holdings resulting from such purchases would be excluded for the
purpose of determining a member'’s reserve tranche position.

4. Choice of the optiomal tranche

The optional tranche would be divisible. Prior to activa-
tion of a contingency mechanism, members would be free to choose
the application of the optional tranche, except when the menmber
requests and the Fund agrees to specify in advance an allocation
of the optional tranche; it is expected that this would mainly
involve cases where parallel contingent financing was being
arranged., At the time of activation of the contingency mecha-
nism, members would commit themselves on the use of the optional
tranche for the remaining period c¢f the baseline.




5. Minimum cthreshold

For an expevimental period until the general review of the
facility has been completed, the staff would work with a de
minimis threshoid of 10 percent of quota, but management would
l.ave the freedom to propose a lower or higher figure in what iz
expected to be the relatively few cases where this was neces-
sary. The threshold would not be deducted before calculating
the financing to be made available or before applying the
symuetry procedures. .In order to avoid double compensation, the
staff would evaluate the margin being incorporated in Furd-
supported programs, and, to the extent that a quantified margin
had been specified in the basic program, Fund conftingency
financing might not be proviced for the full amcunt of the
margin. Similarly, the svmmetry provisions of the contingency
mechanism might not apply until the favorable deviation exceeded

- e n S em - [ .

a certain portion of the margin.
5. Froportion ¢f deviation to be financed

The proportion of a contingent deviation to be financed
would be determined on a case-by-case basis to ensure an appro-
priate mix of adjustment and financing and would bhe established
at the outset of the arrangement with a contingency mechanism.
In the period immediately after an adversz shock has occurred,
it would normally be expected that the Fund would finance a
substantial proportion of the adverse deviation. Fvery effort
would be made to obtain parallel contingent financirng from other
creditors and contingency mechanisms would not be activated
unless the program continued to be adequately financed. The
pronortion of the deviation to be financed could be changed at
the request of the member at the time of the activation of the
contingency mechanism, if the program was being affected bv
shocks of a nature that made the originally decided split
between financing and adjustment inappropriate.

7.  Phasging

Contingent financing would be phased through the baseliue
period at the same time as purchases under the associated
arrangemert. The phasing would take into account the time path
vf the net deviation from the baseline and the timing of the
implementation of additional policy measures. When a shock
covered by the ccatingency variables had occurred the first
purchase wculd be made available when ~he cumulative deviat.on
from the baseline was projected to exceed the threshold.
Subsequent purchases would be propcrtional to the net deviation
estimated for the corresponding quarters, on the basis of shocks
that had already been observed. When a member has made a
purchase under a contingency mechanism on thie basis of an
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estimated deviation which later is shown to be incorrect. the
member would genera’ly be expected to make a prompt repurchase
to reverse any overcompensation.

8. Symmetiy

When a favorable deviation relative to the baseline occurs,
a subhgtantial part of the favorable deviation would be used to
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build up reserves in cases where reserves were lnw, Where
reserves were at a more adequate level, pa-t of the favorable
deviation vould he reflected in a reduction of purchases under
the basic arrangement, or, if an earlier contingency purchase
had been made, the member could opt *o repurchase contingency
purchases.

9. Eligibility of arrai:gements uuder the structural and
enhanced structural adjustment facilities for contingency

pechanisms

It has been agreed that it would be desirable to pernit
contingency mechanisms tc be attached to arrangements under the
structural and enhanced structural adjustmentc facilities. 1In
view of the limited amount of resources available to the Speciai
Disbursement Account and the ESAF Trust and the restrictions on
their utilization, financing for this purpose would need to be
provided from the Fund's general resources. The possibility of
providing for concessionality in the resources disbursed under
contingency mechanisms for low-income countries will be reviewed
at a later date.

The use of the Fund’'s general resources for contingency
financing for arrangements under the structural and enhanced
structural adjustment facilities raises issues with respect to
the uniformity of treatment of Fund members. For this funda-
mental piinciple to be maintained, the conditionality atctached
to the use of the fund’s general resources under a contingency
mechanism must be the same, whether this is in connection with
arrangements under the structural and enhanced structural
adjustment facilities, or an upper credit tranche arrangement,

This does not pose difficulties with respect to the
enhanced structural adjustment facility, but to enable a contin-
gency mechanism to be activated for an arrangement under the
structural adjustment facility, it would be necessary for the
member concerned to agree to a program sufficiently strong to
permit the Executive Board to determine that the structural
adjustment facility arrangement in question enteiled condi-
tionality equivalent to that of an upper credit tranche arrange-
ment. It would also, as a practical matter, be necessaiy for
such structirral adjustment facility arrangements (and, as
relevant, ror arrangements under the enhanced structural
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adjustment facility) to incorporate strornger provisions for
monitoring, including a revicew to change benchmarks as necessary
and to formulate them in a way that would govern the phased
disbursements under the contingency mechanism, as well as to
activate the mechanism.

The principle of uniformity precludes a different.ated
overall ceiling on access to the Fund's general rescurcazs.
Therefore, care will be taken to ensure that a member eligible
for arrangements under the structural and enhanced structural
adjustment facilities would not, by virtue of its eligibility
both for arrangements under those facilities and for upper
credit tranche arrangements, have higher access to the Fund’s
general resources under the contingency mechanism than a member
who is not eligible for arrangements under the structural and
enhanced structural adjustment facilities.

10. Eligibility of enhanced surveillance procedures for
contingency mechanisms

The attachment of contingency mechanisms to the procedures
for enhanced surveillance would be examined further in the
context of the review of enhanced surveillance.

11. Coverage

As a general principle, contingency mechanisms woulu cover
unanticipated changes in the exogenous components of a few key
external variables: export earnings, import prices, and inter-
est rates. Other current account transactions (such as tourist
receipts and migrant workers' remittances) could also be covered
where they are of particular importance. Capital movements and
unanticipated shifts in the volume of imports of goods and
services would not be covered. Natural disasters would not be
covered by contingency mechanisms, but could give rise to
assistance under the Fund'’'s decision on energency assistance
related to natural disasters.

Coverage in the context of a particular Fund arrangement
would be determined on a case-by-case basis, in discussion with
the autihiorities. In all cases, the specific set of variables
selected would need to cover a substantial proportion of the
exogenous components of the country'’s current account. At the
same time, the authorities and the staff would have sufficient
flexibility in determining coverage to avoid complications in
the calculations of baseliies and contingencies that could
substantially delay agreement on programs and activation of the
contingency mechanism. The subset of variables covered would be
specified at the inception of the program and would remain
unchanged throughout the life of the associated arrangement.
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Contingency mechanisms would cover unforeseen changes in
nominal interest rates, and would be limited to changes in
benchmark international interest rates (such as the London
interbank borrowed rate). Accordingly, unexp2cted deviations
in interest costs stemming from changes in the risk premium,
exchange rates, and unenticipated external borrowing would not
be covered. Fund financing of interest rate contingencies would
apply to deviations in net interest payments (payments on the
gross external debt minus receipts on officially owned foreign
assets) and would apply only to instruments that are affected by
unforeseen changes in interest rates.

Contingent financing of interest costs would be subject to
a cumulative sublimit of 35 percent of quota. When such a
limitation applied, the calculation of the net aggregate contin-
gent deviation would be modified so as to avoid triggering the
symmetric provisions of the mechanism in situations where the
country would otherwise have experienced a contingent shortfall.
Countries would be encouraged to hedge a part of their foreign
debt against unforeseen rises in world interest rates, on the
basis of the several instruments available in world financial
markets. Although parallel continzesnt financing from commercial
banks will be pursued vigorously, generally such financing would
not be a prerequisite; in cases where the contingency financing
that could be made available by thz Fund would be small in
relation to the effects on the member’'s external position of
changes in international interest rates and where therefore
parallel financing would be necessary to ensure adequate
financing of the program, there would be a requirement for
advance coverage of in.erest rates and other contingencies by
mechanisms established with commercial banks.

12. Calculation of contingent dev [

Contingent deviations for individual current account
variables would be calculated in relation to a baseline projec-
tion specified at the inception of the program. The aggregate
size of the contingent deviation for a particular member would
then be calculated as the net sum of deviations from baseline
values for individual variables.

In preparing the baseline projections the staff would draw
on World Economic Outlook forecasts of key variables, supple-
mented as appropriate by country-specific variables, and taking
into consideration the country's circumstances. The key world
economic outlook projections would be updated as necessary to
provide an adequate basis for the calculations. The baseline
normally would be specified for a period of 12 months, and in
any case no longer than 18 months. Extended arrangements and
arrangements under the enhanced structural adjustment facility
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vand where appropriate, those under the structural sdjustment
Zacility arrangements) wouid call for specification of annual
oaselines at the beginning of each program year.

in calculating the contingent deviations, the staff will
audhere to the principle of exogeneity. Application of this
principle would be straightforward for most import prices and
export prices of key internacionally rraded commodities. For
countries with a diversified export base (typically including a
substantial proportion of marufactures), the staff will estimate
the impact of unforeseen changes in external demand on export
earnings. As regards incterest rates, the contingent deviation
would be calculated by multiplying the stock of net external
debt specified in the baseline by the unexpected deviation in
the nominal London interbank borrowed rate (or the appropriate
benchmark rate where liabilities are denominated in currencies
other than the U.S. doiiar). When necessary, the calculation of
contingencies would take into account information (particulariv
with respect to longer-term contracts) about the lags with which
changes in world prices and international interest rates have an
effect on the member’s current account.

13, Compensatory financing element

In situations where the member’s record of cooperation in
recent periods had been unsatisfactory, or where its policies
were seriously deficient, the compensatory financing element is
to be made available in two tranches of equal size (each 20 per-
cent of quota), given reasonable assurance that pnlicies correc-
tive of the member’s balance of payments problems would be
agopted.

14. aApproval in principie

When compensatory financing requests are accompanied by
Fund arrangements approved in principle, purchase of the full
compensatory financing element (40 percent of quota) would be
allowed for members with a good recurd of cooperation, and
purchase of the first tranche (20 percent of quota) of the
compensatory financing elemer.t would be allowed for other
members.

15. Cereal decision

Overall access under the cereal decision and the compen-
satory and contingency financing facility will be 122 percent
of quota, as set out under Alternative A in the Annex to
EBS/88/100. Symmetry with the agreement to maintain access at
its current level of 83 percent of quota for export shortfalls
for members with a satisfacctrry balauce of payments position
except for the effects of the export shortfall would suggest
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leaving in place the existing access limit of 83 percent of
quota for cereal excesses and the existing joint limit of

105 percent of quota for members with a satisfactory balance

of payments position except for the effects of the cereal
excess/export shortfall. This approach implies a potential to
include access for contingency financing up to an overall access
limit of 122 percent of quota.

16. 1ransitional arrangements

Under transitional arrangements, (i) there would be access
of 40 percent of quota for contingency financing for countries
with outstanding compensatory financing purchases of more than
65 percent of quota at the time the new decision is approved;
and (ii) compensatory financing requests on which discussions
were initiated before the approval of the new decision would be
governed by the current compensatory financing decision for a
period of three months after the approval of the new decision.

17. Calcu o ble e

a. Projection limicts

There would be an upper limit on the projections of export
earnings to be used in the calculations of export shortfalls.
The limit on the projected growth of the average level of
exports in the two postshortfall years over the average level of
exports in the two preshortfall years would be set at 20 per-
cent. Periodically, this limit would be reviewed, and if
necessary revised, in the light of developments with respect to
world inflation. '

b. diu e v 0

A compensatory financing request based on a shortfall
falling within or overlapping with the two-year projection
period of an earlier purchase would be adjusted by the amount
by which the earlier purchase may have been overcompensated.
Similarly, any undercompensation of the first purchase would be
added to the subsequent shortfall when determining the size of
the second purchase.

18. Avoidance of double compensation in
compensatory and c e

In calculating compensable amounts under the new facility,
the staff will apply procedures to avoid double compensation
between compensatory, including with respect to cereal costs,
and contingency financing along the lines outlined in
EBS/88/100. Under the procedures, a member with a contingency
mechanism that includes export earnings as a variable should be
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able to be compensated under both contingency and compensatory
financing, provided the amounts compensated under one component
are deducted from the amounts to be compensated under the other.
The member will have the choice to classify the amount of
compensation deemed common to both contingency and compensatory
financing as a purchase under either component.

The Executive Directors then adjourned their discussion of the
modalities of the compensatory and contingency financing facility.

LEO VAN HOUTVEN
Secretary
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I would intend that these informal remarks be provided to the members
of the Interim Committee as background. Our recent discussions lead me to
believe that there is broad agreement in the following areas:

(1) On _general principles, we have agreed that the essential
features of the compensatory financing facility should be preserved; that
contingent Fund financing could help maintain the momentum of adjustment
programs against adverse external shocks; and that the basic features of
contingency mechanisms should include an appropriate blend of adjustment
and financing, symmetry, and a focus on disturbances above a minimum
threshold level involving external factors beyond the control of
authorities.

(2) on the operational framework, there has been broad support for
an approach that would combine compensatory and contingency elements into
a single facility, attaching the contingency element to Fund-supported
adjustment programs. On overall access, agreement might be found on a
figure of 105 percent of quota. The amount available under compensatory
and contingency elements would each be 40 percent of quota and an optional
tranche to supplement either element at the choice of the member would be
25 percent of quota.

(3) oOn _the compensatoxy financing facility, the guidelines on

cooperation approved by the Executive Board in 1983 would continue to
apply to compensatory financing purchases. In applying the guidelines it
would be the intention to ensure that purchases under the compensatory
financing facility continue to provide timely compensation for export
shortfalls while at the same time providing reasonable assurance of
protection of the Fund’'s resources. The application of the guidelines -
which would govern access to the compensatory financing facility is set
out in the Attachment. If a member decided also to apply the optional
tranche to the compensatory financing facility, then that tranche wculd
become available upon either approval or review of a program supported by
the use of Fund resources or, in the absence of such a program, upon the
Fund being satisfied that equivalent requirements had been met. It should
be understood that where a member has a satisfactory balance of payments
position except for the effect of the export shortfall, the member would
continue to qualify for an outright purchase of 83 percent of quota.

(4) On the question of access to gontingency financing, provision-

for such financing in a Fund arrangement would create a positive presump-
tion of contingent financing for specified amounts which would be
established on a case-by-case basis, taking into account the need for an
appropriate mix of adjustment and financing and the member’s capacity to
meet its obligations to the Fund, and would not generally exceed

70 percent of the access under the associated basic arrangement.
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After it appeared that a specified contingency was arising, a review
v the staff would be carried out and Executive Directors would be asked
o decide whether a contingency mechanism purchase was justified, the
zmount that was justified, the extent to which existing performance
criteria might need to be modified, and the understandings that might need
to be reached with the authorities on adaptation of policies. Such
reviews would normally be conducted within the context of a midterm
program review, although in some cases it might be useful and appropriate
to conduct an ad hoc review in order to expedite the process. In some
exceptional cases, an attempt would be made to specify at the outset of
the program the link between additional financing needs and the relevant
contingencies and the policy actions that would need to be phased in
should the contingencies arise. Where this specification could be done
with sufficient precision, disbursement of contingent financing could

nrocead once it had hean accarrained rhat nerformance criteria had baan
proceed once 1€ had been ascertainecd that periormance criteria Nnac obe
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observed for the relevant period of the arrangement. In such cases, the
staff assessment could be exnedited and, after the Board had been
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:nrormed, disbursements would be made. In all cases, disbursements would
%I course require observance of relevant performance criteria.

There are still a number of important matters that remain to be
discussed, including the mechanism for symmetry and the extent and nature,
of coverage for interest rate developments.

It would be my intention after the Interim Committee meeting to ask
the Executive Board to consider further the modalities and operational
elements of external contingency mechanisms.
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ATTACHMENT

Application of the Guidelines on Cooperation for the

Compensatory Fipancing Facility

1 would like to elaborate on my comments on how the guidelines on the
test of cooperation would relate to the compensatory financing facility,
based on evolving experience. As I said, there would be no need for a
change in the letter of the guidelines but we would need to interpret them
in a manner that both ensures timely access for the member and provides an
adequate degree of protection for the Fund’s resources.

Except as provided for below, a request by a member experiencing
balance of payments difficulties that go beyond the export shortfall would
be presumed to satisfy the guidelines and a drawing for the full amount of
the compensatory element would be available immediately if the export
shortfall were temporary, largely attributable to circumstances beyond the
member’'s control, and the member was willing to cooperate with the Fund in
an effort to find an appropriate solution to its balance of payments
problems. The optional tranche would become available, as appropriate, in
accordance with paragraph (3) of the main text.

On the other hand, if there were substantial indications that the
member's record of cooperation in recent periods had been unsatisfactory,
or that its existing policies were seriously deficient in relation to the. -

size of its existing or prospective payments imbalances, then, consistent * -

with the guidelines, we would continue to expect prior actions that would
provide "reasonable assurance" that policies corrective of the member’s
balance of payments problems would be adopted. In these circumstances,
access to the compensatory element would be in two tranches. The first
would be disbursed as soon as appropriate prior actions are taken.
Disbursement of the second tranche would take place according to the
present guidelines and practices relating to the upper compensatory
tranche. It would generally be expected that in these cases the optional
tranche would become available upon program review.

It will be important in all cases to pay due attention to the
member's capacity to service its debt obligations to the Fund.




