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1. STRUCTURAL ADJUSTMENT FACLILITY - ENHA&QEMENT OF RESOURCES -
PROPOSED FINANCIAI. ARRANGEMENTS

The Executive Directors

cantdnnuad fram TQ/R77/9 (1171 RIQ.\ their
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consideration of a stal{f paper on proposed finarcial arrangements for the

evhancement of the structural adjustment facility (EBS,.7/228, 10/29/87;
and Sup. 1, 11/1i/87).

Mr. Posthumus remarked that during the recernt meeting of the Interim
Committee, the Governor for the Netherlands had indicated that his "Govern=
ment would strongly support a debt strategy being developed primarily for
those debt-distressed, low-incon: countries whose ad justment efforts
warrant exceptional debt relief and additional import financing.” He had
added that "with regard to an enhan¢ed stivuctural adjustment facility,

the Dutch authorities would prefer to make a contribution in the form of
cofinancing with the World Rank,” assuming that "the enlargement of the
structural adjustment facility will take place in the framework of Fund-
Bank collaboration, and that adequate conditiomaiiiy will be maintained.”

His authorities were prepared to make available, in the framework of
the enhanced facility, a grant to the joint Fund—-Bank initiatives for
debt-distressed countries, Mr. Posthumus continued. The grant, financed
from the development assistance budget, should be channeled directly to
eligible countries in the form of cofinancing with World Bank programs.
Eligibility for a program under the structural adjustment facility on the
basis of a policy framéWwork paper would be one of the conditiouns of
lending. HBe would not elabcerate further on his authorities' proposed
approach, because a final decision on the amount of the grant had not yet
been taken. He would be discussing specific arrangements with the s'.aff,
and honed that proceduzes could be worked out, subject to agreement by
the Board. In sum, his authorities supported the poliry, but a direct
contribution to the Trust Fund was not being considered at rthe moment.

The proposed arrangements for finarncing a Trugst for the enhancewent
of the structural adjustment facility were acceptable, with one exception,
Mr. Posthumus commented. He had doubts regarding the provision of security
against the residual risk, particularly the proposal to allow a borrower
under the facility to borrow from the Fund's general resources in order
to repay obligations to the Trust. The residual risk of nonpayment of
the Trust's obligations might be small, according to the strong view of
management, but it certainly existed. He wondered what was envisaged in
the event that that risk materialized and generalized solutions, such as
the -~ne proposed, were not acceptable to thc Board at that time. Imn that
conuection, a few issues were particularly relevaat. Contributions to
the initiative, but not tu the Trust, in fact decreased the risk of non-
payment of obligations to, and therefore also by, the Trust. Thus, there
was a question whether members whose contributions were not channeled
through the Trust could be expected to carry a share of the residual risk
of nonpayment by the Trust. That issue would be an even more difficult
one for the Netherlands if the Fund's gold was pledged to cover the
residual risk. _
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Mr. Donoso remarked tnat his authorities had indicated that their
contributions would have to be finalized in the context of a broadly
based regional participation and after commitments by t“e main participants
had been made. He wondered whether the staff could indicate, in comparable
terms, the commitwents of both principal and the nssociated subsidy

rereived to date, so that Directors could better inform their authorities
of the progress that had been m-de.

Mr. Finaish said that he welcomed the progress that had been made in
the mobilization of resources and development of financing arrangements
for the =nhancement of the structural adjustment facility. The staff
paper provided a useful discussion of how claims on the Trust could be
protected against risk and provided with an appropriate degree of liquid-
ity. His constituency included both potential contributors and countries
eligible to use the facility, and all of those countries supported the

timely initiative to enhance the facility's resources and were following
its progress with interest.

Although he had not yet received enough instructions from hie
authorities to allow him to comment on the specifics of the staff's
proposals, he could say that the modalities of the enhancemer+, as well
as possible contributions, were being considered by some of his authori-
ties, Mr. Finaish added. As Directors were aware, creditor countries in
his comnstituency had provided substantial assistance to low-income coun-
tries. Their aid relative to GDP had continued to be quite high despite
the sharp drop in their income and other unfavorable developments in the
region in recent years. He was encouraged by the present discussion
and hoped that broad international support for the enhancement would
materialize soon. It was important that the participation of major
industrial -~ountries in the enhancement should be commensurate with their
weight in the international economy. In that regard, he had noted the
remarks made by Mr. Abdallah an® others about U.S. participation, as well

as Mr. Dallara's statement tnat the United States had not closed the coor
on the initiative to help low-income countraes.

Mr. Jiang remaxked that he had some reservations on the use of the
resources of the Special Disbursement Account *9 pay interest subsidies.
In view of the nature and spirit of international cooperation underlying
the enhanced structural adjustment facility, the lenders should, in
principle, provide their own interest subsidy; neither the Fund's resourcc:
nor contributions from other countries should be used for that purpose.

Although the U.S. authorities were facing a difficult fiscal nositicn,
he hoped that they would be still able *o find the ways and means to
contribute to the enhancement of the structural ad justment facility,

Mr. Jiang concluded.

The Director of the Exchange ar” Trade Relations Department observc:
that many comments had been made regarding the security provided for claim.
on the Trust, and the nuances were diverse. The staff would carefully
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examine the record of the discussion and would contact Executive Directors
bilaterally when considering the implications of their comm~nts and
redrafting the paper for formal consideration by the Board.

On other issues, discussions on bilateral lending were still at a
general stage, the Director from the Exchange and Trade Relations Depart-
ment comment~d. in the staff's view, the terms and conditions for bilat-
eral lending should be as similar as possible to those for lending to the
Trust. On the proposed interest rate on overdue obligations, the staff
had not intended that users of the existing facility should be subject to
a surcharge. Finally, the staff wouid conszider further the point raised
by Mr. Donoso regarding the implications of commitments to date for a
broadly based participation in the enhancement of the facility.

The Deputy Treasurer, commenting on the media of payment, remarked
that there were legal limitations with respect to the ability of the
Trust to accept and hold SDRs; the staff would, however. iook at possible
techniques for accommodating payments in SDRs as well as in U.S. dollars.
On the provisions for the voluntary transfer of claims on the Trust, the
staff had not suggested that such transfers should be subject to any
particular conditions. It was assumed that agreement on any conditions
would normally be reached between the parties when the transfer was
arranged. The timing would be decided by’{he transferees and would not

be specified in the decisions to give effect to the enhancement of the
structural adjustment facility.

The date proposed for the termination of commitments to lend to the
Trust was discussed in the staff paper on access and monitoring procedures
(EBS/87/230, 11/9/87; and Cor. 1, 11/16/87), which the Board would consider
in the coming week, che Deputy Treasurer observed. The length of the
needed commitment period for loans tc the Trust would depend essentially
on the disbursement period Z“or loans by the Trust, which, in turn, would
depend on the cutoff date for possible commitments by the Trust, the
provisions related to the phasing of disbursements by the Trust, and any
provision that the Board might wish to make for delays in disbursements
under an agreed program. On the basis of its analysis, the staff was
suggesting a common cutoff date for lenders' commitments of mid-1992.

The staff was not proposing to increase special charges on existing
loans under the structural adjustment faciiity, but rather was raising
the question of special charges for the Board's consideration, the Deputy
Treasurer noted. The rationale underlying that question was that late
payments on existing loans under the structural adjustment faciliity would
effectively reduce the amounts that could be transferred to the Reserve.
The same rationale applied to the proposal that overdue obligations to
the enhanced facility should bear an SDR interest rate.

Several questions had been raigsed regarding the provision for varia-
tion in the Subsidy Account interest rate, the Deputy Treasurer recalled.
While it was hoped that contributors wouid provide subsidies that were

fully sufficient to ensure a lending rate of 0.5 percent, it was not
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absolutely certain that the subsidizatior required could be achieved.

The staff therefore had suggested that the situation should be kept under
review and if a shortfall emerged--whether because of a shortfall in
contributions or developments in interest rates--the first course of
action would be to seek larger contributions for the Subsidy Account in
order to achieve the targeted rate. 1In the event that the subsidy short-
fall was not covered, some provision was needed for adjusting the rate of
interest. That rate would be reviewed periodically, and any ad justment

of the rate would require a simple majority of the voting power of the
Executive Board.

The suggested provision for the Subsidy Accoun  to borrow was a
contingency provision, the Deputy Treasurer explained. Although it was
not at all certain that the Subsidy Account would need to borrow, it was
desirable tc have the ability to do so bullt into the Insirument, so that,
for example, if sufficient cash contributions to the Subsidy Account were
not actually in hani at the time that a subsidy payment had to be made
but firm subsidy commitments were in place, the Account could borrow
either from another agency of a contributor or possibly anotner government
on a short-term basis against the security of the commitment. Of course,
any borrowing would have to be decided by the Executive Board. In the
event there were such borrowing, the cost would have to be low or zero,
because ihe Subsidy Account itself would not have the ability to absorb
net borrowing costs without effectively eroding the Account.

The staff representative from the Legal Department remarked that
in the event of a member's liquidity need owing to unfavorable develop-
ments in its reserves, it was agssumed that the member would use its
reserve tranche before having access to the Fund's general resources
under Article V, Section 3(b)(ii). That was an assumption, not a pre-
requisite. A distinction was made between a balance of payments problem
under Article V, Section 3(a) and developments in reserves undgs Article V,
Section 3(b)(1ii), as explained in the Commentary on the Proposed Amendment
of the Articles of Agreement. For example, if a member required access
to the Fund's general resources for the purpose of discharging a liability,
then the safeguards for use of those resources would be related to the
member's particular liquidity situation. In that coantext, a claim on the
Trust was one element that would be raken into account as a safeguard for
the Fund.

A question had been ralsed about the legality of transfers vo the
Reserve under Article V, Section 12(f), the staff representative recalled.
As the purpose of the Trust was to provide additional balance of payments
assistance to developing countries, and the transfer of resources to the
Reserve wage a necessary element to establishing the Trust, such transfer
was consistent with the provisions of the Articles.

The inclusion of protected provisions, whereby some provisions of
particular relevance were not Subject to amendment by the Executive Board,
was a usual practice for all Trust Instruments, the staff representative
from the Legal Department explained. For example, since the provisions
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on reserves were important to assure contributcirs regarding the security

of their claims they were proposed to be exciuded from further amendment
at a later stage.

Mr. Sengupta remarked that the transfer c¢f resources from the Special
Disbursement Account to the Reserve should be examined carefully before a
final decision was taken. The resources of that Account, which had been
created as a result of profits from gold sales, were, according to the
Commentary, particularly destined for the use of low-income developing
countries. It was difficult to accept the stzff's explanation that the
transfer of the Account's resources to the Reserve to provide security
for the claims of creditors in some sense fulfilled the requirements of
Article V, Seciion 12(f). In that sense, nothing would prevent the
retransfer of those resources to the General Account because the Fund
would be making Special Disbursement Account resources available to the
developed countries. That specific point was raised in the Commentary

itself. It therefore was necessary to explain carefully how the transfer
would directly help low-income countries.

The issue was one of interpretation, and was of major concern because
some Directors had suggested that the sale of the Fund's gold would be

used to subsidize interest payments, to provide security, and so on,

Mr. Sengupta continued. However, according to the Fund's Articles, all
~rofits from gold sales would have to go to the Special Disbursement
Account. It was therefore important that, if it was agreed that some
amount of the Account was to be tramsferred to the Reserve in order to
provide security to creditors, the agreement should be clearly stated and
formulated so that it did not go beyond the amount of $2.7 billion.
Indeed, an open-ended arrangement would be difficult to accept.

The Acting Chairman remarked that the staff would certainly reflect
on those questions and return to them at the next discussion on the
enhancement of the facility.

The staff representative from the Legal Department commented that
the decisions to be presented to the Board would be precisec with respect
to the transfers to the Reserve. The staff paper on the decisions would
explain fully the consistency of those decisions with provisions for the
use of the Special Disbursement Account.

Mr. Sengupta noted that although it was true that the resources of
the Special Disbursement Account could be transferred to the General
Resources Account for immediate use, such use would have to be consistent

with the purposes of the Fund. The Commentary clearly indicated that,
in the event, the member's need, uniformity of treatment, and other

igsues related to balance of payments support would have to be carefully
considered.

Mr. Posthumus commented that although management was convinced that

the residual risk of nonpayment of the Trust's obligations was very
small, no provision had been made for what should be done in the event
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that such risk materialized. While some Directors had argued ia favor

of a pledge of the Fund's gold against the residual risk, others had
expressed satisfaction with the proposals as they stood. He was concerned
that if the issue was not resolved at the present stage, there was no
guarantee that it could be resolved when the residual risk materialized
in 10 or 12 years. In his view, it was important for the decisions being

taken that a generalized solution to that particular'contingency should
be found.

The Director of the Exchange and Trade Relations Department remarked
that it was impossible to envisage the range of options that might be
available to the Board in 12 years' time. Circumstances could ve wholly
different. For instance, in the future the Fund might have the right to
issue SDRs to itself. Because it would be unwise to commit the Board to
any particular course of future action, the resolution of the question of
residual risk had deliberately been left open. The staff would review
that question in the light of Directors' comments and of further bilateral
discussions with their offices.

Mr. Ovi asked what would be the nature of the Fund's commitment?
Would it be a declaration of intent only?

The staff representative from the Legal Department remarked that the
commitment was, in fact, a commitment by the Executive Board to considar
all the possibilities available as the issues arose. It thus had a legal
character with respect to the promise made, namely, to consider all the
available alternatives.

The Director of the Exchange and Trade Relations Department commented
that in addition to its legal character, the commitment would be, above
all, a moral one on the part of Executive Directors. 1In the history of
the Fund, %xecutive Directors had always taken the moral commitments of
their predecessors with utmost serinusness, and it was assumed that that
situation would continue.

The Acting Chairman made the following concluding remarks:

We have had a most interesting and productive infornal
discussion of the financial arrangements proposed for the enhance-
ment of the structural adjustment facility. T think we now have
greater clarity on key points that have engaged our attention
over the past months, and a good basis to proceed to develup
further the financial aspects of the enhancement.

Let me refer to some of these key points:

First, the security of lenders' claims on the Trust is a
question of concern to most lenders. :

I want to stress again management's view-—-a view expressed
also by a number of speakers today--that the fundamental source
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of security lies in the strength of the authorities' commitment
to the programs to be financed. This will be a subject of oux
forthcoming discussion on considerations relating to access and
monitoring procedures under an enhanced facility.

With respect to added security, the proposal for the estab-
lishment of a Reserve in the Trust is summarized on page 4 of
EBS/87/228 (10/29/87). Almost all Directors agreed that the
propos~d elements of financing should be placed in the Reserve.
Ther: was also agreement that the Fund should undertake, in the
unlicely event that the Reserve were to prove insufficient to
meet the obligations of the Trust and if it appeared thac any
delay in payment by the Trust would be protracted, to consider
fully and in good faith all such initiatives as might be necessary
to assure full payment to lenders. We shall approach individual
contributors so as to fully understand the concerns raised by
some Directors and to determine how the requirements of all
participants and the Fund can best be met.

Second, the liquidity associated with claims on the Trust
is not a question to which all attach equal importance because
of the various institutional arrangements envisaged by different
lenders. For some of those who are concerned regarding the
liquidity of their claims, the arrangements suggested by the
staff do not yet fully meet their needs. To an extent, the
proposed arrangements rely on mutual undertakings by the parties
involved, and we will continue to explore the possibility for
such arrangements among those whogse authorities have expressed a
preparedness to consider such undertakings. The staff will be
working with Directors to help determine the provisions necessary
to make such a mechanism operational.

Third, our discussion today has covered a large number of
specific details regaiding loan commitments; procedures for
calls; maturity, interest, denomination; an? the operations of
the Subsidy Account. On the Subsidy Accouiit, T hope that all
potential contributors can see their way to providing the grant
component of their contribution in a flexible manner that will
permit us to deal with possible fluctuations in the interest
rates to be paid on some of the loans to be provided. We have
noted Directors' comments on all these issues and will carefully
take them into account in the preparation of specific documenta-
tion for the Board's subgsequent consideration and approval. I
should say, however, that the framework for the Trust's financial
operations, as put forward in the staff paper, appears generally
satisfactory both to the Board and to the individual lenders.

On November 20, we will discuss the companion paper on
considerations relating to access and monitoring procedures
under the enhanced facility. Shortly thereafter, the staff
intends to issue further materiai, as may be needed, including,
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if possible, early drafts of decisions and instruments necessary
to give effect to the euhanceaent. The staff will also begin to
work with potential contributors on the form ¢f loan agreemeats
that, within the basic principles indicated today, meer the
individual needs of those contributors. All those issues will
be further consi‘ered by the Executive Board in December.

LEO VAN HOUTVEN
Secretary
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