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THE DEPUTY SECRETARY OF THE TREASURY
| WASHINGTON
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. MEMORANDUM FOR SECRETARY RUBIN

- FROM Lawrence Summers
SUBJECT: : Authority to.Negotiate‘ an IMF Quota Increase
ACTION FORCING EVENT:

We need your approval of our proposed negotiating objectives for the IMF quota increase so that we
can proceed with the negotiations. We need to be in a position to give Congress the rough outlines
of an agreement, including the relevant numbers, before we get too late in the budget cycle. As
discussed at our February 24 meeting, we will ensure that the White House is fully supportwe ofour
strategy before making any commitments in the negotiations. - :

RECOMMENDATION:

That you authorize us S to negotiate a quota increase along the followmg Imes SUbjCCt fo achxevmg
sufficient progress on a set of broad policy refonm ofthe IMF.

. " Overall increase no greater than 45 perccnt or about SDR 65 billion, with an ad hoc
component as large as possﬂale without a decline in the U.S. mngg share significantly below
17 percent
0 One possibility -- elaborated at Tab A -- would limit the decline in our voting share

to 17.3 percent (from-the current 17.8 percent). It would entail an increase in the
U.S. quota of 39.8 percent, or SDR 10.6 billion (about $14.6 billion), while reducing
our quota share from 18.4 percent to 17.7 percent.

- Policy reforms, outlined at TAB B, are directed at the following broad §bjéétives:
o . making the IMF a more effective engine for- market»onented reform, | trade
liberalization and growth;
) adaptmg to new challenges iﬁ the global capital rﬁarket' ‘
o ‘strengthenmg surveillance through increased transparency ‘;md promotion of good

governance, and
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o ensuring efficient use of Fund resources.

Agree _ Disagree | ; __Let’s Discuss

BACKGROUND/ANALYSIS: _ B

As we have outlined before, we believe we have to support a quota increase now if the IMF is to be
strong enough to effectively promote U.S. interests over the medium term The mam arguments in
favor are the followmg : :

* . Theworld economy is a substannally larger and potentlally more dangerous place than when
the last quota increase was agreed in 1990. A ‘

. The changes in mtematlonal capital markets have mcreased the !evel of nsk in the world
economy.
. Even under relatively optimistic assumptions about the incidence of future crises and potential

growth in demand for IMF resources, its substantial existing cushion of resources is likely to
fall significantly over the next several years, leaving it unable to effectively fight the financial
equivalent of the “two and a half” war scenario, even when the NAB is in place.

‘0o . The NAB and GAB in principle provide a potential bridge to a deferred qﬁota
© " increase, but'lack the certainty of quota resources.

» - Theextent of U.S. strategic and economic interests around the world give us a uniquely large

stake in a strong IMF.
. The time. requxred to complete and enact a quota increase can easily take two years from the

completion of the negotiations.

s We could not continue to hold off the world without sngmﬁcam cost to our credlblhty and
. influence in the IMF, even if the financial picture permxtted some delay

. The combination of (a) the window of opportumty provided by the first year of the second
term, (b) the possibility of a multi-year budget agreement, (c) the commitment of the
- Administration to address the UN and IFI arrears problem, and (d) our obligation to seek
Congressional action on the NAB, all seem to argue in favor of a push now for a big package.


http:influence.in

'We believe we have a reasonable prospect of gaining agreement within the IMF on quota increase
along the lines outlined above. The policy reforms include some which will be very difficult for many
IMF members to accept. Pushing hard on these will give us the capacity to slow down the
negotiations if Congressional prospects look completely dark in 1997 and we decide to delay a formal
requcst for appropriation of budget authority.

A'ITACHMENTS Tab A: ~ IMF Quota Incréase: Parameters
Tab B: Proposed Policy Agenda for the IMF
- TabC: . January 31 memorandum-
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Strategy for Negot:atmg a Quota Increase
Eammem.s_m‘.anﬁmmb&mm
. Aim. fora deal entailing an Q_vgrall mg rease of 45 percent composed of

0 an gquiproportional increase of 35 peroent allocated to all members in proportion
to current quotas; ' : :

0 a selective increase of 5 percent of current total qubtas, allocated tl,o all members in
- proportion to their calculated quotas (utilizipg “Method A”); and

o a_d,hgg increases totalling 5 percent of current total quotas, allocated to the 18
‘ members whose quotas are most out of line with their position in the world
~ economy (comprising Japan and Germany, 7 new NAB participants, and a
selection of smaller, mainly developing counmes)

This mix is termed the 35/5/’5 approach.

Aswe share in ike selective increase, our _qz:otg would increase by 39.8 percent, or SDR 10.6
billion (about 814.6 billion). Qur quota share would fall by 0.7 percentage points from 18.4
percent 10 17.7 percent. However, because the impact of the basic voles is diluted as quotas are
raised, our voting share would decime by 0.5 percentage points, from 17.8 percent io 17.3
perceni

To mitigate the decline in our voting share, we could propose that Japan, which accounts for
over one third of an ad hoc increase, forego some or all of its increase. However, Japan would
probably seek to reallocate some of its ad hoc share to other Asian countries rather than to
Jforego the entire amount. In that event, we would probably want to propose a smaller ad hoc
mcrease and agree to Japan's reallocating some of its share.

A 45 percent increase would total SDR 65 billion, of which approximately SDR 39 billion would
constitute usable resources.” On the basis of the IMF’s present projections ‘of demand Sor its
resources, which could prove to be too high, the institution would not need another quo!a
increase until around 2007. :

. Our Qgg___g;mgsgl however should be for a smaller overall increase, e. g a 35 percent
increase such as 30/0/S or a 40 perccnt increase such as 30/5/5.

The declines in our quota and vot:‘ng shares would be about the same as under the 35/5/5
version. Again, we would need to consider whether to press Japan to forego some of its ad hoc -
increase in order 10 mitigate the decline in our voting share

! Details of the calcuiauom for the 35/5/5 approach are altachcd together with a summary table of Lhc

results of calculations of alternatives of 30/0/5 and 3(}{5!5
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43S percent increase would total &2& 50.6 lgzllzon of which approxzmatebz SDR 30 billion
would be u. ;able :

. In.the event that the countries seeking ad hoc increases rejected the 35/5/5 approach as
providing insufficient increases for them, we would need to consider whether to accede to
a greater loss of voting share.

'Doubling the ad hoc‘component to! 0 percent would reduce the U.S. share to about 16.8
percent, i.e., on a 30/5/10 or 35/0/10 approach. A 35 percent increase in the U.S. quota would
amozm: o SDR 9.3 billion, or about $12.8 b:llzon

To reduce the increase in our share below 5 1 0 bzlkon equalent would require a decline in U.S.
voling share to below 16 percent.’

. ‘We would emphasize that the price of our concurrence to a quota increase will be
adoption of policy reforms along the lines of what we are preparing for circulation to
other G-7 Depuues

 Informing Congress

We would keep key staffers generally informed about our intentions and progress.

2/24/97 quotasirgy
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PROPOSED POLICY AGENDA FOR THE IMF

The IMF has undertaken a number of important reforms over the past several years. . This note
outlinés some additional proposals which we believe would further strengthen the IMF as we
approach the next century. These proposals are broadly consistent with the direction in which
the IMF has been moving in recent years. They are designed to adapt the institution to the
new realities and challenges of the global economy and financial integration, while preserving
the monetary character of the institution. We believe it is important to consider these changes
in the context of the 11th Review of quotas.

The proposals identified here are grouped in four broad categories:

. Making the IMF a more effective engine for market-oriented reform, trade
liberalization and growth.
*  Adapting to new challenges in the global capital market.
. Strengthening surveillance through increased transparency and promotion of ‘\
good governance. : :
. Ensuring efficient use of Fund resources:
1. Making the IMF a more effective engine of market-oriented reform, trade

liberalization and growth.

There is now a general realization that sound monetary and fiscal policies alone will not

~ ensure high, sustainable growth rates unless they are filly complemented by‘measures to
improve the efficiency and flexibility of economies. Stabilization and structural reform are
interdependent and mutually reinforcing, and both are necessary for a successful

“transformation in transition and developing economies. Yet, the historic focus of the IMF on
the short-term imperatives of financial stabilization -- lowering inflation and reducing fiscal
and external imbalances -- often leads to insufficient attention to structural reforms in program
design. To the extent this leaves structural problems unaddressed, countries may face greater
challenges in achieving sustainable growth rates, even after stabilization is accomplished. -

The following steps would hélp‘address this problem:

T Give greater weight to, and tighter timetables for, market-oriented structural reforms,
particularly trade liberalization, in IMF conditionality.

e Forge tighter linkage between Fund and World Bank lending, including, for example,
‘ through cross conditionality, to provide more effective delivery of multilateral -~
supporl for rapid structural reform. ~



.. On a case-by-case basis, prowa’e higher access to Fund resources for programs that
deliver more far—reachmg and ambttzous structural reforms. :

. Devote more attention to the quality as well as the qu'anfily of fiscal consolidation, by
giving higher priority 10 strengthening education and health, and 1o providing a
safety net for those elements of society which might otherwise suffer :
disproportionately from the short run effects of adjustment, and thereby undermme
the political consensus necessary to sustain reform.

2. Adapting to new challenges in the global capital market.

The rapid integration of national financial systems and capital markets, the huge increase in
the magnitude of private capital flows across borders and the changing composition of these

~ flows that have accompanied innovation present new opportumtxes and challcnges to the IMF
in carrying out its central mission.

The following steps would help the IMF play a more effective role in promoting stability in the
intemational financial system and in enccuraging openness.

. Des:gn and implement an eﬁeclzve roIe Jor the IMF in strengthening natzonal
: financial systems.
. Amend the Articles of Agreement to give the !MF a formal role in encouraging

capital market I:bera!:zat:on

. - Encourage the IMF to help implement the G-10's recommendations on resolution of
sovereign liquidity crises without undue reliance on official financing, including a
review of the IMF s policy on conditional lendmg fo countries that are in repayment
arrears to private credifors.

3. Strengthening survelllance through increased transparency and promotion of
good governance.

The IMF’s role in preventing financial crises could be enhanced by further augmenting
surveillance and transparency policies, and by implementing the Interim Committee’s
endorseiment, in its Declaration on a “Partnership for Sustainable Global Growth”, of
. “(p)romoting good governance in all its aspects, including by ensuring the rule of law,
improving the efficiency and accountability of the pubhc sector, and tackhng corruption, as
essential elements of a framework within which economies can prosper.’

~ The folk)wing measures could be considered.
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~ Formulate and adopt a set of guidelines on best practices for governance,

complemented by operational procedures for promoting the adop{:on of these:
gmdelmes by member governments.

. Adopt a more concrete and systematic focus on the quality of fiscal adjustment that

more actively promoles cuts in unproductive expenwtures including military
spending. :

Support this focus by emphasizing transparency in budgeting.

Formulate guidelines for continued enhanced scrutiny of members which have '

- received all scheduled disbursements but have not repaid all the outstanding credit

(“post program monitoring”).

Ensure that the development of a general data standard now undenvay does not
detract from continued emphasts on broadening adherence to the SDDS.

Publish the IMF's analyses of and its advice to members on their economic policies
and performance except when non-disclosure is explicitly approved, on the basis of

- guidelines formulated i in advance Initiate an outreach program to non-governmemal

ar, gamzcmons

Ensuring efficient use of Fund resources

To be credible in its promotion of enhanced transparency and improved governance in
member countries, the IMF should increase the transparency of its own operations and
financing, and adopt economies in administrative expenses. , ~

The following policies should be considered.

Adopt a surcharge on excep!:onal financing in order to provide an incentive for early
repayment and underline the revofvmg character of IMF resources.

- Base charges on a medium-term interest rate in order to increase the incentive for

early repayment and provide a differential over the cost of funds that would berter
enable the IMF. to finance the accumulation of adequate reserves.

Allocate administrati ve expenses among members in proportion to quota rather than
financing them from a conglomeration of fees, service charges and interest-free
resources. In addition to increasing tramparency such an approach could provide
stronger incentives to restrain expenses. :



e

* Hold administrative expenses to zero real growth. Consolidate staff, management
and Executive Board salary reviews under common parameters and gwdelmes and
on the same schedule. : :

Drafi: 2/26/97 newagend.imf
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| Ja‘nuary 31, 1997
MEMORANDUM FOR SECRETARY RUBIN

FROM: Timothy F. Geithner 7 675~
- . Deputy Ass;stam Secretary (Intemauonal Monetaxy & Fma.ncnal Policy) -

SUBJECT: IMF Quota Increase

" - You asked for a summary of the case for the IM}’ quota increase. The main argumems in favor
are the followmg

. The world economy is a substantially larger and potentlally more dangerous place than
when the last quota increase was agreed in 1990. Yet, the resources the IMF has available
to finance adjustment and reform have declined significantly relative to growth in the
world economy, world trade, and international capital flows. If they continue to shrink
relative to the size of the world economy and financial flows, the IMF risks becoming
marginalized to the point that it could no longer effectively support or influence members’ .
policies, or serve as a credible international lender of last resort.

o In 1990, quotas were equal to 1.2 percent of world GDP. By 1995 they were 0.8
percent, and by 2002 will be around 0.5 percent. As a percent of global current
account payments, quotas were 6 2 percent in 1990 and 3.7 percent in 1995, and
are projected to decline to 2 3 percent irt‘2002.

. The |,hanges in the international capital marke(s have mcreased the leve! of nsk-in the
world economy. Countries are able 1o finance larger balance of payments deficits for
longer periods of time, thus increasing the risk that, if things go badly, a much more.
substantial amount of external financing relative to the country’s current account could be-
needed to address the problem Daily financial flows on the order of $1.5 tnlhon greatly
excee'd the IMF's lending capacm,

. Even under relauvely optimistic assumptions about the incidence of future crises and
potential growth in demand for IMF resources, its substantial existing cushion of
resources is likely to fall significantly over the next several years. Under some
circumstances, a lack of useable resources could also raise questions about the liquidity of .
our reserve position in the [MF, including any claims arising from activation of the NAB
(and therefore undermine one of the foundations for the existing no-outlay budgetary
treatment).



.y

2

Without a quota increase at some time in the next couple years, the IMF could be left
without sufficient resources to eﬁ’ectively ﬁght the financial equivalent of the Pentagon’s
two and a half or three war scenario -- a series of major financial crises in a number of
large emerging market economies -- even when the NAB is in place

The extent of U.S. strategxc and economic interests around the world giveus a umquely
large stake in a strong IMF. ,

o A world in which the IMF was too weak to act in countries with an external
financing problem would force us to provide a greater share of resources bilaterally -

. or expose us to the damaging economic consequences — lost output and
employment, currency depreciation -- and the associated political consequences.

o The IMF often tends to be more responsive to our policy priorities than our
‘ European allies (who might, for instance, have blocked activation of the GAB to
finance a program for Mexico, had the IMF lacked resources)

) Without adequate resources, the IMF will be less able to promote the market
oriented reforms, trade liberalization, and growth-oriented policies that have .
played such an important role in growth in the emergmg markets and transition

‘economies.

There is no real alternative to a quota increase at this time to provide the resources the
IMF will need over the next several years The NAB and GAB in principle provide a
" potential bndge to a deferred quota increase, but lack the certaxmy of quota resources.

0 There is strong opposition to allowing the Fund to borrow from the private capital .
' markets. Even if that opposition could be overcome and the other complications
resolved, the IMF is unlikely to be able to raise a sufficient amount of money'in a
short enough penod of ume to substitute for an mcrcase in quotas.

The time requtred to complcte and enact a quota increase can easily take as long as two.
years from the completion of the negotiations (the previous increase was agreed in 1990
but didn’t take effect until 1992) 1t s thus important to begin the process several years
ahead of the point when resources mught fall to uncomfortably low levels

We have held the world off for aimost 1wo years and do not believe we could continue to
do so indefinitely without significant cost to our credibility and influence in the ‘
organuzation, even if the financial picture permitted some delay:
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'« . The combination of the window of opportunity provided by the first year of the second
term, a possible multi-year budget agreement, the commitment of the Administration to
address the UN and IFI arrears problem, our obligation to seek Congressional action on
the NAB, all seem to argue in favor of a big push now for a big package.

While these are sound and, we beiieve, compelling arguments, you should be aware of the
arguments likely to be used by opponents of an increase: '

. Just as past Secretaries of Defense have sometimes found it hard to win support for
‘'substantial increases in defense spending on the basis of scary but remote two-and-a-half
war scenarios, in the current environment of relative peace and prosperity the IMF’s
scenarios aren’t as compelling as they might be if specific threats could be cited.

However, citing such threats would risk their becoming a self-fulfilling prophecy.

. - The huge increase in the availability of private capital to developing countries and the
- stronger financial position of many emerging market countries -- and the example of
* developed countries’ “graduation” from the IMF -- suggest to many that the need for IMF
financing has receded, not increased

. ‘On the basis of its own forecasts of the pace of likely normal lending, the IMF ] exxstmg
cushion of resources is substantial (roughl) $70 billion).

Hawever, there is no aauanaf{v sound basis for forecasting the probability of
shocks on the scale of Mexico. Moreover, many members' reserve positions are
“held by central banks which insist on assurance of liquidity of these claims, which
they derive from the cushion (akin to our own justification for treatment of our
claims as an exchange of asseis rather than an expenditure/outlay).

. "Many argue, even some within the INMF, that the bulge in demand for Fund resources due
to the huge increase in IMF membership in the early 1990's has passed and that the future
demand may actuaily decline graduallv

. Without a major cnisis or strategic :mpcrame lxke Russia in the early 1990s, the case for
any vote on the IMF is tough to sell ‘

. While many ma‘y buy the case for the NAB, a quota increase and the NAB together are
hard 10 swallow, particularly because the arguments for the quota increase overlap with
many of the arguments for the NAB
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s There is a bit of tension in arguing that IMF programs work and get countries back on
their feet and that the IMF should keep getting more and more money. If adjustment ‘
programs on the scale the IMF has conducted were really successful on an enduring basis,
some argue, then the institution should need less money over time, not more.

Attached is the recommendation we sent you in early December on our negotiating objectives and
" strategy, including some tables and charts on the financial case.

cc. - Assistant Secretary Lipton

ATTACHMENT: December 2 memorandum from D/S Summers
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DEPARTMENT OF THE TREASURY .
WASHINGTON, D.C. . ' I R Q g(

UNOER SECRETARY

MEMORANDUM FOR SECRETARY RUBIN

- FROM: ‘ Lawrence Summers
i ' - Deputy Secretary
SUBJECT:  IMF Quota Increase

We have recently undcrtakcn a careful review of the case for an IMF quota increase. This note
outlines the conclusions of our review.

. ' We believe we should now enter into serious negotxauons on the next IMF quota increase
with the objective of reaching agreement by Apnl 1997.

. We should be prepared to support an increase of about 50 percent. A 50 percent increase,
which is one half the Managing Director’s favored proposal (and below what we believe

is his 60 percent minimum), would restore the IMF’s financial capacity relative to world

output, trade,anid current account imbalances to the level that prevailed at the time the
last quota review was completed. A 50 percent increase also would provide a reasonable
cushion to meet projected demand for IMF resources over the next five to seven years.

A50 percent quota increase would increase IMF quofas by $ 105 bzlltorz from
. -$209 billion to 3314 billion.

The exact size of the increase in the U.S. quota won't be known until agreement is
reached on apportionment of the entire quota increase between equiproportional
(general flat rate) and selective or ad hoc (targeted adjustments for certain

* countries) components. However, assuming a 50 percent increase in total quotas
and a minimum 18 percent U.S. share of the total (a 25bp drop from the current
share size), the U.S. quota would rise by roughly $18.2 billion, from 838.4 billion
to about $56.6 billion. (These are the dollar equivalent estimates of the SDR
totals at the current $/SDR exchange rate.)

. The increase would combine a general equiproportional increase with a small selective or
ad hoc increase to adjust relative quotas for a number of countries whose current quotas
© are seriously out of line with their relative size in the world economy. We should seek to
limit the size of the selective or ad hoc elernent to the minimwn necessary so that we
mitigate the resulting erosion in our voting share.

Our current quota of 18.25 percent now conveys17.78 percent in vmmg ;)ower
which is a comfortable, but not large margin.over the critical 15 percent
threshold required to block quota increases, changes to the IMI" Ar m les, and
certain other key votes (e.g., gold sales). '

- Ligker
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. As a condition for agreeing to an increase, we should seek agreement by the members of
‘ the IMF to a series of policy and financial reforms, designed to make it possible for the
IMF to: ‘

- i)rovide larger financing programs for countries that commit to strong policics and -
reforms; ‘ : ‘

- make IMF programs more supportive of sustainable growth, fiscal transparency,
good govemance, trade liberalization and other market-oriented policies; and to
. impose stronger conditions on military expenditures; :

- make the institution more trarisparent and accountable; and

- ensure that the financial costs of the institution are more transparent and equitably
shared. (A4 separate note outlining our policy conditions is being prepared.)

. We should make the case for an agreement along these lines to key members of Congress
~_and staff overthe next few weeks. Subject to further consultation with the White House,
our current views on the sequencing of how we approach the Congress for the necessary
authorization and appropriation are as follows:-

- Include a general marker in the President’s initial FY 1998 budget, stating that we
" are in the process of negotiations on an IMF quota increase without specifying
numbers. This allows us to preserve the possibility of seeking Congressional
authoritization in FY 1998 without committing us to do so.

- : VScék to include an “adjustment” for a quota increase in the discretionary spending
caps on budget authority in the budget resolutions and the budget statute '
amendments in the spring of 1997.

- Defera decision on whether to submit a formal request in FY1998 (as an .
amendment to the President’s budget request) until we see how the negot:ations in.
the IMF and our Congressional consultauons are proceedmg '

In ad:fition 10 whatever we decide o do on a quota increase, we are committed to seeking
Congressional approval for us to participate in the New Arrangements to Borrow A
(authorization and appropriation for roughly $3.8 billion). We have also committed in
principle to reach agreement by April 1997 to amend the IMF Articles of Agreement to
provide for a special allocation of SDRs. We have not yet begun serious negotiations on’
the size of the allocation, but believe we can hold the increase to SDR 20 billion.  This

" will require Congressional authorization for the United States 1o agree to the ¢ hange in
the A!!tcles but not any budget action or appropriation.

We would like to meet with you soon to discuss these issues and to outline in more detail the
considerations involved in designing our legislative strategy.
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" BACKGROUND:
Current Statc of Play -

Other Members of the IMF have been prepared for about a year to agrce to a substantial quota
increase. We have blocked agreement and forced a delay in the beginning of serious negotiations
because we had other priorities, including the NAB, that we thought would be undermined by an -
early conclusion of the quota negotiations, and because we believed the IMF had sufficient '
resources to withstand a modest delay. We are now at the point where we will not be able to
delay agresment any longer without serious potential costs to our credibility in the institution and

. potential practical damage to our agenda for the institution, potentially including a delay i in other

countries’ willingness to ratxfy theNAB. ~

The Manag;ing Director proposed a 100 percent increase in January 1996, with a minimum

acceptable increase of about 70 percent. We believe his bottom line at this time is probably close

to 60 percent. The rest of the membership of the IMF appears willing to accept an increase in the

“ range of 50 to 80 percent. Few countries, if any, are now opposed to an increase. The G-7

publicly support going ahead in April with a decision to increase quotas, although privately some

view the case for a large, early increase as weak (The U K at one point argued for an increase

of only about 25 percent. )

The support for a quota increase among the IMF membership reflects several factors.

. IMF Members generally accept the IMF’s case that the Fund needs an increase in ‘
~ resources relatively soon if it is to be able to meet expected demand through 2002 and to
be adequately prepared for an unanticipated crisis.

. IMF Members regard the NAB as a supplemental credit line that should be reserved only .
for the remote contingency of a severe financial crisis. They believe that the IMF should
‘have adequate resources on its own to rcspon.d to the new potential demand of the current-
global financial system.

. Related to thxs IMF Members gcnerally want the IMF to remain a quota-based
institution, with the Fund resources supphed through members quotas and voting shares
keyed to quotas. ‘

J Many IMF Members want an increase in their relative quota shares to reflect the increase -
in their relative importance in the world economy. This is more easily accommodated as
~ part of a general increase that expands the pie, rather than through what is called an “ad
hoc” increase.

. [t is relatively easy for most countries to agree to an IMF quota increase. Few facé a
formal parliamentary approval process and, for those that do, the issue is not entanglicd 1n
budgel negotiations as it is in the United States.



Budgetéry Tréatment of IMF Quota Transactions .

‘Since 1980,A~'it has been established that an increase in the U.S. quota in the IMF requires

authorization and appropriation of budget authority even though any amount appropriated for this
purpose will not be scored as an increase in the deficit or as a budget outlay. No budget outlay
occurs when the Treasury transfers dollars to the IMF because the United States receives in
exchange another monetary asset in the form of a liquid, interest-bearing claim on the IMF
(which is backed by the IMF’s strong financial position, including its signjﬁcant holdings of
gold). Congress has accepted this approach since 1968. The Senate Foreign Relations has
descnbed the treatment of transactions thh thc IMI‘ as follows:

A budge: expendzture occurs only as cash is actually transferred to the IMF, either
through the 25 percent reserve asset payment, or through drawdowns of the letters of
credit or borrowing arrangements. However, simultaneously with such transfers, the

" U.S. receives an equal offsetling receipt, representing an increase in the U.S. reserve
position in the IMF — an interest-bearing, liquid monetary asset that is available

unconditionally:o the U.S. iri case of balance of payments need. As a consequence of

these offsetting fransactions, transfers to the IMF result in no net budgetary outlay.

The Case for a Quota Increase

Our case for a moderate quota increas‘e rests on the arguments outlined below.

B

Itis crmcal to U S. interests and to the stablhty of the mtematxonal monetaxy system that

* the IMF has adequatc resources to do its jOb

The size of the IMF has declined slgmﬁcantly relative to the size of the world economy,
international trade and global capital markets over the past two decades. Overall, an
increase of roughly 60 percent in current quotas would be neccssary to restore the Fund to
the relative size prevailing before the last decision to increase quotas in 1990.

At present the Fund has about $67 billion in uncommitted available resources, but the
IMF projects that demand for Fund resources (net of repayments) will be $7-8 billion .
annually over the next 6 years. This could reduce the Fund’s existing cushion of
avallab[e resources qmckly, leaving it dangerously exposed to unforeseen demands.

The growth and hberahzatxon of international capital markets have increased the lcvel of -

- risk in the international financial system. Countries are able to finance larger balance of -
 payments deficits for longer periods of time, thus incrcasir'zg, the risk that an extcrnal

financing problem will arise and the level of external finance that will be needed to .
address the probiem. :



S

5

. There isa s:gmﬁcant number of large emerging market countries now facmg mcreased
rislc of financing crisis. If more than one of these countries were to face a financing
requirement even half as large as was needed by Mexico, the Fund could be left with
dangerously low levels of resources. '

These arguments left the other Members of the IMF prepared as early as 18 months ago to go
ahead with a quota increase. We have delayed agreeing to commence serious negotiations on the
-size and timing of a quota increase, while pressing for agreement on the NAB. At this point, our
international credibility would be damaged by further delay on the quota issue, let alone a Iatc
hour refusal to support a modest increase. Our ability to promote internal reform and
- programmatic changes at the Fund would be seriously compromised, and the IMF’s abxhty to
serve U.S. economic interests would be undefmined.
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Economic

Amount of Quota Increase Required to Restore the Relative Size of the Fund

Indicator - to the Level Achieved in Past Quota Reviews
o (In pereent of present quotas)
Sixth Review | Seventh Review | Eighth Review | Ninth Tenth Review
1976 1/ 1978 1/ 1983 1/ Review 1995 1/
(1968-72) 7 | (1972-76)2/ | (1976-80)2/ | 1990 1/ (1986-90Y2/ 3/
| . (1981-85)2/

Calculated Quotas | 193 137 70 62 31

Current Payments. | 182 128 80 66 37

GDP 98 85 58 58 19

Reserves 66 76 44 87 . 34

Variability of - 385 79 69 52 i6

Current Receipts

Source: IMF, “Eleventh Oeitéral Review of Quotas - The size of the Overall Increase in Quotas - Quantitative Factors,”

- January 17, 1996, EB/CQuota/96/1.

17 Year in which the review was completed. No quota increase was provided

under the Tenth Review; however total quotas increased due to influx of new members. 2/General review period.
3/ Calculations made for the Eleventh Review, currently underway, are based on data available through the end of 1993.
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- 14 - APPENDIX

A}
~ Table 1. Sclected Financial Data, 1992-1997
(In billions of SDRs)
- End-July Projected
1992, 1993 1994 1995 19% 1996 - 1997
Total Quotas - .- 1414 1448 1449 1453 1453
Usable Ordinary Resources unadjusted . 682 €93  68.4 58.0 T
of which: - S o
(a) Upcomipitted 1/ . 63.0 - 66.4 65.9 50.8 43.3 72
() Uncommitted and adjusted 2/  ~ 5.0 53.9 53.4 39.3° 323 .34.4 286
of which: SDR boldings " (8.6) &7y - (5.5 . 0.7) 09 - (1.3) . (lll3)~
Gold at SDR 35 per fine ounce : 36 36 36 36 - 36 36 36
Unused GAB and Associated 3/ 123 B3 123 23 123 123 12.3
Totatl Liquid Liabilities . R 3.9 32.8 3T 367 38.0 39.8 424
{a) Reserve tranche positions 30.4 29.6 28.8 35.5 - 38.0 35.8 - 42,4
{t) Outstanding borrowing 3.5 3.2 2.9 1.1 - - .-
Total Fund credit outstanding -~ 27.8  29.1 303 416 427 443 476
of which: ' - o ‘ . |
-(a) General Resources Account - 240 252 25.6 35.9 36.9 38.3 - 40.9
of which: overdue repurchases 2.2) 1. an .. (LY (1.1) C -
(b) SAF and ESAF ’ . 3.6 3.8 4.5 5.6 57 5.9 6.6

() Trust Fund 0.2 a1 . 0.1 o1 01 01 01

1/ Excludes undrawu balances of commitments at July 31, 1996 which are consxdcrcd likely to be drawn.

_ These are estimated to be equal to the total amount of uadrawn balances under arrangemeats of SDR 15.1 billion at
July 31, 1996, less SDIR 2.6 billion to adjust for: (i) undrawn balances under arrangemeats that are xnopcratwc and.
are not likely to be drawn upon; and (ii) the possibility that existing operative arrangements may not be fully uuhwd

2/ Usable currency holdings that ase included in this total are reduced to provide for the possible exclusion of the Fuod's

holdings of the currencies of creditor members with weakening balance of payments positions and for working balances.
The adjustment factor was 0.20 for 1992 through July 31, 1996 At July 31, 1996, the adjusxmcns yic!dcd
2 reduction io cesources of SDR 11.0 billion. : '

3/ The amounts shown are as defined in the Guidelines for Borrowing which were in cffcc! through November 15, i991 and
which provided that the amouat included would equal outstanding borrowing by the Fund under the GAB and associaled
borrowing agreements or two thirds of the total under tbcsc agreements, whichever is greater ”f'h« present !olal of
these agrecmcms 15 SDR (8.5 billion.

{Source: EBS/‘Q()/] 36 8228/96)



. 1997-se-002361 "

DEPARTMENT OF THE TREASURY
. WASHINGTON, D.C.

ACTIONS

ASS!STANTSE?RETARY o A V 'Ma.rch 6, 1997

' MEMORANDUM FOR DEPUTY SECRETARY SUMMERS
" ibfe” |

FROM: * David A: Lipton*
. SUBJEC‘ I: : Background Paper on IMF Quéta Increase for NEC Meeting
~ ACTION FORCING EVENT:
At our request, Dan Tarullo has arranged an NEC rheéting (presently scheduled for 2. p.m. on
Friday, March 7) to discuss the possible IMF quota increase. Secretary Rubin had asked that we
enlist full Administration support before launching detailed negotiations within the G-7 and in the
IMF, and a pubhc campaign to back the increase. We have told NEC staff that you would send a
package ot‘ background material to part:cnpants ahead of the meeting.
RECOMMENDATION:

That you <ign the attached memorandum transmitting a package of background material to
' pamc1pam in the upcoming NEC meeting.

Agrce : Dnsagree ‘ Let’s Discuss ‘

', AT'I‘ACH‘MENT: Transmittal memorandum and background package '

FXE"‘.; e



THE DEPUTY SECRETARY OF THE TREASURY
WASHINGTON

~ March 6, 1997

MEMO]RANDUM FOR DAN TARULLO
E *JACK LEW
AL LARSON
JEFF FRANKEL

- FROM: Lawrence Summers:’ék -

SUBJECT: Possible IMF Quota Increase

The IMF Executive Board has been conducting one of its periodic reviews of the adequacy of
current quotas. We have for some time been resisting pressure to reach a conclusion but have
decided that we should move ahead now. Apart from the ill will we could generate by refusing to
negotiate seriously, the Congressional budget cycle requires that we provide the key committees .
with the cutlines of an agreement sometime in the spring, if an increase is to be considered as part

- of the FY 98 budget. (Most legislative experts believe that Congress would find it easier to deal
with the NAB and a quota increase together.) In this regard, 1 will be testifying on April 9 before
the Senate Foreign Relations Subcommittee on International Economic Policy, Export, and Trade
Promotion on our 150 account requests and will need to say something about a quota increase,
although we are unlikely to have a deal until end-April at the earliest.

I attach a background note outlxmng the case for 2 quota increase. Also attached is a set of
propasals on IMF policy reforms which could serve as a quid pro guo for our agreement to an
increase.

We propose to insist that a quota increase be kept below 50 percent. Our own quota wou!d
increase by a smaller percentage than the overall increase, as a number of countries would receive
an upward adjustment to their shares. However, we would also resist an adjustment that would-
result in an excessive erosion of our voting power in the IMF. (Our voting share is now 17.8
percent. Major IMF decisions, including quota increases, require an 85 percent majority.)

The principle considerations in reaching our conclusion are that agreeing to an increase would: "

Lo

’ help to maintain IMF credibi!ity and restore some of the erosion in the relative size of the
' institution in the world economy; :

. enhance our leverage in pushing our policy agenda for reform at the IMF;



° spread the burden of maintaining the stability of the international monetary system more
fairly by providing additional quota increments for a few countries whose current quotas
are seriously out of line with their relative importance in the global economy; and

»  honor our commitment to our G-7 partners and to other participants in the New
Arrangements to Borrow that the NAB would not be a substitute for a quota increase.

ATTACHMENTS: Tab A: Background Paper: The Case for an IMF Quota Increase
: TabB: Proposed Policy Agenda for the IMF



The C'ése for an IMF Quota Increase '

The IMF’s liquidity position is approaching a point at which an increase in quota resources
will be necessary if it is to be able to perform its mission of enabling its members “to correct
maladjustments in their balance of payments without resorting to measures destructive of
national or international prosperity.” A corollary need is to maintain sufficient liquidity to
assure members holding creditor positions in the IMF that they would be able to encash some
of that claim if needed - such assurance is the basis for the budgetary treatment of cash -
transfers under our quota subscription whereby they are not scored as outlays, as they are an
exchange of monetary assets. ‘

This jtidigment is based on the following considerations.

N

1. The IMF is a critically important institution in support of the economic and
strategic interests of the United States by fostering growth, financial stability and
democracy around the world.

o It is the only i institution capable of promotmg the macroeconomxc policies
necessary to achieve the stable economies essential for reform to succeed.

2. A continued decline in the relative size of the IMF could undermine its
credibility as an insurance policy for systemic risks and leave it too weak to respond to
financial crises in countries of key political importance to the United States. We have a
uniquely large stake in ensuring that the IMF has adequate resources because our
economic and security interests are global in nature.

o} Countries of key importance include: -
00 with respect to stability of the international financial system, .
- Mexico as a recent example;
- China, other emerging economies in Southeast Asia or Latin -
America, Canada (in the event of renewed threat of Quebec
secession) and smaller European countries (amid tensions
caused by the approach of EMU). as prospective cases;

~00  with respect to U.S. geopolitical interests,

- Russia, other FSU, Ham Palustan and Bosma as: past or present
" examples;
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THE DEPUTY SECRETARY OF THE TREASURY
. WASHINGTON '

\ C{,’} | 'Achxogq-

MEMORANDUM FOR SECRETARY RUBIN

FROM: - - , Lawrence Summers
SUBJECI’: IMF Special Allocation of Special Drawing Right:é (SDRs)
ACT ION FORCING EVEN T:

We need to dec;de whether to support closure by the April 28 Interim Comnyittee on an
amendment of the IMF Articles of Agreement to provide for a one-time sperr;lal allocation of
SDRs. . . i

RECOMMENDATION:  That you adopt the following approach:

Seek to defer a decision on an amendment to the IMF Articles of Agreement for a one-time
special (“equity™) allocation of SDRs that would permit all members to partigipate fully in the
SDR systemn pending resolution of the debate on a quota increase. :

. If we decide to del ay a quota increase and there is strong Executive Board pressure to go
- ahead with an SDR allocation, then we should be prepared to support an allocation for a
maximum of SDR 21 billion. (We should keep any allocation below the level of SDR 21.3
- billion, which is the cumulative allocations to date. ) E

support for it until agreement has been reached on additional amendment to the Articles
for which we require congressional approval -- notably, formalization of the Fund’s role in
promoting capital market hberahzatxon

. However, we should make it clear that we will not seek congression}l authorization of our

_Agree Disagree - | Other

BACKGROUND:

“The purpose of the proposed. amendment to the IMF Articles is to permit ful pammpatlon in the .
SDR system by all IMF members, including those that joined the IMF aftert e prewous allocation
in 1981 such as Russaa and FSU countries. . :

. Inits September 1996 communique, the Interim Committee endorsed the proposed one-
time allocation of SDRs, based on a common benchmark ratio of curpulative allocations to
present quotas, and it “requested the [IMF] Executive Board to final|ze its work on the
‘amendment by the time of the Committee’s next meeting” in the Spring.



2.

*  'We have opposed the Managing Director’s proposal for a large allocztion of SDR 26.6
billion and have indicated our preference fora level closer to the SDR 16 billion endorsed
© by the G-7 in 1994. We informally signalled that we might be prepars d to support an
allocation of as much SDR 20 billion.

. Camdessus recently indicated that he would reluctantly accept an increase of SDR 22.4
billion, which would bring net cumulative allocations up to 30 percem of quotas.

- This may reflect his discussion Wednesday, April 16, with developing countries.
‘We undertand that some developing countries are prepared to accept the SDR
20/21 billion level, while others resist on the grounds that they had agreed to
withdraw their insistence on a general allocation on the basis that a special
allocation would amount to SDR 26.6 billion.

Our suggested maximum SDR 21 billion allocation would constitute an increise of 31 percent
from the SDR 16 billion we proposed in 1994 (but 21 percent less than the SDR 26.6 billion
proposed earlier by Camdessus)

. This flexibility on our part could be viewed as the quid pro quo for thz concession by
developing countries to accept the concept of a special, one-time “equity” allocation
rather than continue to press for a general allocation (which we believe cannot be justified
on the basis of a “long-term global need” as required under the Articl 2s). '

. Anything more would arguably be tantamount to a general allocation

. Developing countries would have to decide whether this allocation, which would also
benefit developed countries including the United States, is better than nothing.

- There are several reasons for informally linking the decision on the size and t ming of an SDR
allocation to a decision on a quota mcrease :

. If we decide to delay support for an IMF quota increase, it may be useful to delay a
decision on the SDR allocation so that the budget request for the NAB could proceed
independently in FY 98

. If we decide to support a quota increase at this time, our support for closure on the SDR
allocation issue could strengthen our negotiating position for a small juota increase. |

’ " Developing countries often need to use their SDR holdings to cover the amount of any
quota increase that they must pay in as reserve assets (SDRs, along vith certain currencies
that qualify). ,
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. Note that Camdessus insists that the Board make a final decision on size and format next
week and has invited the G-7 Executive Directors to meet with him in the afternoon on
Tuesday, April 22. His sense of urgency may be driven by his acute frustration w:th our
stated preference for a quota increase in th2 35 percent range. -

The attached table (of recent IMF staff calcu]atlons) 111ustrates certain anonlies that arise from
the proposed benchmark ratio approach to an allocanon on the order of one :hat we would
propose (see column 3). '

. G-10 countries would receive about 46 percent of the total allocatior.

. The group of new members smce 1981 {a key target of the “equity amendment) would
. take up only about 18 percent of the total, and Switzerland would receive 19 percent of
that share. -

Although there is broad support for a special one-time allocation of SDRs, we can anticipate that
_ critics of the IMF and of the SDR will attack the proposed amendment to the: Articles on the
following fronts at least.

J An allocation is inflationary because it creates international reserve assets.
- ‘This is less than persuasive because of the relatively small cor tribution {roughly
~ $30billion) to global liquidity, most of which would accrue to countries that won’t
seek to use them to increase spending. Total international reserves, excluding

gold, amount to about $I.S trillion.

. An allocation is an exercise in poor pubhc policy because it prov1des an uncondntxonal
financial asset to developing countries.

- Thisis more difficult to counter, although deve]opmg countrizs would recewe less
than half of the total a]locauon :

Attachment
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THE DIZPUTY SECRETARY OF THE TTEASURY
NHASHINGTON )

6"/6/9;1

- MEMORANDUM FOR SECRETARY RUBIN

FROMi : Lawrence H. Summers

SUBJECT: Increase in Quota Subscription for the Internarional Monetary Fund

ACTION- F ORCING EVENTS | .

‘ Wuh the mcluswn in‘the budget agreement of the requlslte S-year cap adjustment for an IMF
quota increase, we need to consider our next steps with respect both to reaching an agreement in
the IMF and to the timing.of a Congressional request. A decision to request Congressional
approval this year would require very neaf-term action to finalize an agreement and prepare the
ground on the Hill. IMF members are pushing very hard for a final deal no later than the
September Bank/Fund annual meetings in Hong Kong, and we are likely to encounter pressure at
the Denver summit to commit to a completion date. '

RECOMMENDATION

That we proceed with negotiations in the Fund, with the objective of concluding an acceptable
agreement (as outlined below) at the September meetings. On the basis of such an agreement,
we then would request Congressional authorization in FY 1999. This is the consensus
recommendation of D. Lipton, T. Geithner, J. Lew (OMB) and the Fed. -

Agree . Disagree Let’s Discuss

' BACKGROUND

(A) We have been considering three basic options on how we might proceed. Briefly stated, they

(1) Act now on both lronts: Push for a deal at the IMF as soon as possible - within the
next few weeks - and request Congressional approval for FY98. Based on consultations
with Alan Cohen, Legislative Affairs and OMB, such a request for Congressional approval
would need to be based on a conclusive agreement at the Fund. (Congress would be very
unlikely to consider a request for an increase of “up 10" some number, prior to a deal.) A
deal in September would permit a réquest only at the end of the fiscal year. severely
limiting the chances of approval this calendar year. Hence. if we want to attempt FY98

S 1



approval, we must have a deal by late June (at the very iatest) to be able to present a
formnai request to the Hill prior to,ﬁnal Senate Appropriations action.

(2) September IMF Deal, FY99 Legislative Request Work to achieve an acceptable
deal by the Annual Meetings (but without committing to a deadline in advance), and
request legislative approval next year. This is our recommendation and, as elaborated
below, is based on our assessment that Congress is unlikely to say yes this year under any
predictable circumstances and that an all-out push for an IMF deal within the néxt few

- weeks could damage prospects on the H:Il for the NAB and our other objectives in the
150 Account. :

(3) Stall Indefinitely: Push DMF agreement off until after the September meetings. The .
best justification for this position is that Congressxonal approval will not occur thxs year
and the Fund s need for additional resources is not tmmedlate

«‘ (B) We'belfeve zhar Omfon 52is Qrefembfe for the fo!lowing reasons:

- While not impossible, the chances for Congressional approval this year are slim. It is fairly
late in the process for submission of such a large request. and we are already encountering
stiff resistance to the NAB in the House, with friendlier but non-committal signals at best
from the Senate. The favorable budget result on cap adjustments should not be
interpreted to mean imminent or easy appropnanon of the requests themselves, especiaily
of requests that have yet to be submitted.

0 As stated above it is genérally believed that we should have an IMF agreement
before we request legislative approval. This would mean an immediate and
-probably very visible acceleration of IMF negotiations, with a clearly implied near-
term deadline, which also might raise unjustlﬁable hopes in the IMF of imminent
favorable action on the Hlll

. There is a real risk. that a highly vi'sible qudta negotiation - and subsequent Congressional
" request of this size - could damage the prospects for passage of the NAB or, perhaps,
other components of our 150 agenda.

. With IMF liquidity now at a ratio of about 125%, there appears to be no compelling case
for an immediate augmentation of resources. Barring unforeseen financial problems of
very significant magnitude and breadth, the Fund should have no great difficulty meeting
members’ financial needs for the next year or two. This will be especially true if the NAB
is appmved and avaﬂabl

. However, to delay a final IMF agreement beyond September would be costly in terms of
' our relations with the G-7 and other IMF members, and we need to begin soon to make
the case on the Hill given that passage ultimately may take several years to achieve. The -
basic outline of an acceptable deai has been.in place since the April meetings. To stall
indefinitely would damage our credibility and reliability. and there is a very good chance of
obtaining an acceptable result by September :

(£ ]



o A September deal would permit us to include a tormal request in the President’s
FY99 Budget Proposal and begin the process of winning Congressional support.
Even if election-year politics eventually kill the request next year, having prepared
the ground will increase prospects for FY2000 approval. Finally, a September
agreement keeps open the option, however remote, of an opponumstlc request in
,the waning days of leaxslatlve activity this year. ‘

(©) Que m na’ed negoriating strategy and objectives are a ollows:

K Resume negotiations in the IIVIF (pnmaniy with other G-7 counmes) w1th an internal but
undisclosed target completion date of September. Resist pressure to commit to a deadline
at Denver, pushing instead for language in the Summit Statement suggesting a desire “for- -
progress” by the annual meetings. Such a deadline limits our negotiating leverage and
tactics, and the reaction in Congress to such a public declaration may be unfavorabie.

. Negotiaté for an overall increase in the 35%-45% range, with the U.S. increase coming in
somewhat below the total percentage because of distributional issues. (For example, the
U.S. increase would be about 40% if the overall hike is 45%. In the negotiations so far,
we have suggested that the data do not support an overall increase in excéss of 35%.)
Depending on the ultimate outcome on distribution of the increase. the most contentious
and uncontroliable aspect of the negotlatxons this could mean a U.S. increase of about -
$15 billion.

* . We would be willing to accept a reduction in our voting share from the current level of
17.8%, with proposals now on the table that would reduce it to somewhere in the 17% -
17.5% range. This would still be comfortably above the 15% veto share. Given the
ccamplexmes of negotiations over distribution and the likelihood that this would be the

~ last quota increase for some time, we may have to consider agreeing to a share somewhat
lower than the 17% floor now under discussion.

«  Subject to your approval of the recommendations herein - and White House concurrence -

we would brief key members of Congress and staff privately on our decision and:
negotiating strategy. - '

- Attachment: Fab 1: 6/5/97 Kasich-Raines letter on cap adiustments -
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MEMORANDUM FOR: X SECRETARY O DEPUTY SECRETARY  [J EXECUTIVE SECRETARY
: . OACTION OBRIEFING O INFORMATION [ LEGISLATION
[J PRESS RELEASE {J PUBLICATION [ REGULATION [ SPEECH

O7TesTmMoNy . O OTHER
TO: Secretary Rubin
FROM: Deputy Secretary Summers

SUBJECT:  IMF Quota Increase

REVIEW OFFICES (Check when office clears)

1 Under Secrstary for Finance O Enforcemeht ‘ . O Policy Management
O Domestic Finance - O ATF 0 Scheduling
O Economic Policy - - [ Customs O Public Affairs/Liaison
O Fiscal S - OFfETC , 0 Tax Policy
- Ofms g O Secret Service O Treasurer
-0 Public Debt - O General Counsel OEar
: O Inspector General J Mint '
O Undeér Secretary for int'l Affairs O IRS N -[J Savings Bends
O International Affairs O Legislative Affairs - ’ ‘ R '
- O Management ’ O Other
(ﬂ.NAME‘“(E') _ pmNmaL |, OFFICE/ROOM NO. |
INITIATOR(S) 1
IMF/M Jaskowiak 6/9/97 Office of International | 622-5052
. Monetary Policy
REVIEWERS

. § e G ) .
IMEFE/J ﬁ%—zs. Hart%j“ %/f/ v l ! | 7 Director, Office of Int’l 622-0112
/ ~

* Monetary Policy
T

IMF/K Lissakers/B A " | Executive Director, IMF | 623-7759

Newman ' e . y

LF/R Sinkfield | 7 K 7 Deputy to the A/S, 622-1960

Q/ 917 Legyisiative Affairs .

ID/ W Schuerch a147 - | Deputy Assistant 6220154
v . %6 Gk;' ' 1 Secretarv (Int’] Dev)

IM/T Geithner /7 G ~Senior Deputy Assistant | 6220656

: \«" Ll \t‘/}/ Secretary (Int’l Affairs)

UL/ D Lipton AL {1Aley | Assistant Secretary, 622-1270
. : : l International Affairs

SPECIAL INSTRUCTIONS :
(0 Rewview Officer _ Date: . [JExceutive Secretary Date
J ; . .
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The Honorable Frankiia D. Raina '
Director

Office of Management and Budgct ,
Old Executive Office Building .
17th St. & Pennsylvania Ave,, N.W.
Washington, DC 20503

- Dear Frank:

This litter responds to your concerns :ep?dmgtwo s;iemf'u:aﬂowanénthamincludedinthe
Concurrent Resolution on the Budget for Fiscal Year 1998 fH. ComRs.&é] -

As you know, the Resolution coarains antllamncera both the House ofkep:wmnvsandthc
stmmmmuwadmmmmaﬁx& :
appropriate policies hzvebemmo&vedbetwmtﬁe%ﬂ:ﬂmmdmm&p&m
Budget Agreement assumes a cap adjustment for these two parposes, but was silent on the .
- conforming changes mthcallocanonsandummsufar&mti:ebuﬂgetmobmwandme
duration of any cap adjustment. ’

For the House of Representaives, the Resolution provides for both adjustmewts in fiscal years
1998 and 1999; the Senate provides for both adjustments for fiscal years 1998 through 2002, 1
understand that providing two years of adjustments may not be of sufficient duraton to address
the Clintoa Administration's concemns. Consequently, when the Congress considers an extension
of the Budget Eaforcernent Act’s (BEA) discretionary spending caps, [ intend o provide for
adjustments in the “stanstory” caps of 3 years for the arrcarages and SyazsfonhelMF of
course, these pew BEA discreticoary cap adjusments would be cootingent oo the appzopnanm
of fimds, parsuant to an agreement berwem the White House and Congress.

{262 2267270 . ’ 309 Cannan Gifice Buslcing . ) wmail udget@mai.housa.gov |
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1997 SE-007145

DEPARTMENT -OF THE TREASURY
WASHINGTON. D.C. 20220

July 3, 1997

MEMORANDUM FOR DEPUTY SECRETARY SUMMERS
"* * ASSISTANT SECRETARY LIPTON

N FROM: Timothy Geithner"{{(" ‘
Senior Deputy Assistant Secretary (International Affairs)

SUBJECT: Capital Account: Amendment of IMF Articles

~ This noteis intended to provide the basis for a discussion with you on the key issues that will have
to be settled in preparing an amendment of the IMF Articles of Agreement to promote

. liberalization of restrictions on capital movements. While decisions will be taken in the Executive
Board, G-10 Deputies will have a chance to influence the debate in the forthcormng Iuly 9
mecting and perhaps subsequent meetmgs

In a series of large y general dlscussxons to date, the Executive Board has endorsed the concept of
giving the Fund a mandate in this area. It is now beginning to come to grips with the myriad
specific questions to be settled but has not yet deait with the most important ones - e.g., defining

- the scope of the obligations and the approval process, and sanctions for non-compliance. A first
round on these issues is likely to take place at the July 11 Board meeting, .

We are moving toward recommending that you support an approach that is modelled on the
present arrangement for restrictions on current operations as set forth in Articles VIII and XIV,
which provide for IMF approval of all restrictions (Article VIII) but a flexible “transitional”
procedure enabling countries to delay acceptance of the Article VIII obligation while undertaking
not-to adopt new restrictions. However, it may be necessary to extend the “grandfathering’™ -
provision ir order to avoid a situation in which virtually all countries opt for transitional status. It

will also be necessary to provide virtually complete latitude for restrictions imposed for national -
security reasons and sxgm\ﬂcant latitude for those imposed for prudential reasons.

Set forth below are recommended provisional U.S. positions on these and selected other
significant issues, with a fallback option in some cases in event of resistance from other countries.
Note that decisions on one issue may greatly influence the decision on another, and that different
treatment for classes of countries or categories of transactions is possible. '

Attached at Tab A is a schematic of a more complete list of issues with an mdlcatmn of the rangc B
of possible approaches or of the key subsidiary pomts to be settlcd



Scope of liberalization obligation -

* - No restrictions' unless approved or subject to an exclusion
(Alternative: existing restrictions grandfathered)

Transiti , n
. Exrstmg restrictions grandfathered no new restnctxons unless approved or subject to
exclusion :

(Altematwe grace pened for new resmcnons)

’ Exphcnt ex post approval requxred (50 percent majority)
(Alternative: above approach for restrictions imposed for macroeconomic purposes those
imposed for other purposes automatlcally approved unless exphcxtly dnsapproved by 70
percent ma;onty)

- Enforcement

»  Inaddition to the provisions of Article XX VT, which have never been applied with
 respect to violations of Articles VIII and XIV, maintenance of unapproved restrictions
would trigger critical reports and render the country ineligible to recexve technical
assistance (70 percent vote). ' '
(Altemauve apphcabnhty of Article XXVI could be reduced )

MMWW
’ Notihcation and justification required,;but approvai not required;
° However Board can recommend removat of restnctlons and, in specxﬁed cxrcumstances

initiate disapproval process.
Coverage of Tnward Direct Investment

-+ Broad restrictions on economic grounds covered; restrictions on non-economic grounds
and right of establishment not covered. (Main need is to create notification and non- .
discrimination obhganon ) :

P

A restriction would be defined as less favorable treatment of a non-resident than of a resident.

2 Compri‘sing progressively: incligihility 10 use IMF resources, suspension of voling';'ighté and

expulsion,
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Restrictions of subnational units
. Not covered if national authontles are'not empowered to override.

WWM

° Prohibited.

cc.  Karin Lissakers, Meg Luddsager, Russ Munk; Caroline Atkinson “

_J{gghmg_{s: TAB A: - Pnnczpal Issues to be Settled : :
TAB B: Report on Iune 30 Executive Board Discussion A
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' Principal Issues to be Settled on Capital Account Amendmeﬁt

The followmg listing of principal issues presents the range of potennal outcomes under each
- heading (m ascendmg order of toughness), or questions »

L Nammgd_mgulbhganw

0 Exhortation for progressive liberalization (no approval required)
o . No new restrictions without approval (stand-still)
o No restrictions without approval, unless subject to an exclusion (see V & VII)

II. Approval Process
0 Non-b%hding (ie. recommendations only)

o Approval in principle unless explicit dzsapproval possibly thh a qualified majority of
70 or 85 percent :

o lExplncxt ex-post approval required'(SO percem majority)

Under each approach, provision could be made for periodic review and if approval is
requxrecl conﬁrmauon of the earller approval :

III Enl'm:ge ment
o No explicit sanction other than peer pressure and periodic reviews.
o Maintenance of unapproved restrictions subjects the country to bemg declared

ineligible to receivé IMF financial and/or technical assistance.

0 Maintenance of unapproved restrictions subjects the country to graduated sanctions
under the provxsxons of Article XXXV1 (including suspension of voting rights, inability
to participate in quota increases and SDR allocanons and eventual compulsory
wnhdrawal)

" 1V. Transitional Arréhgcmenis

0 Permit a country to postpone adherence to specific obligations unnl it constders that it
is’ able to do so.

o Prohibit such countries from introducing new measures without approval
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0

Require specific commitments to liberalize within an agreed schedule

V. Exceptions for non macro-economic reasons

o Should a country be allowed to have a blanket exception for nataonal security and
: prudential reasonsﬁ
00 If so, should it be required to notify and justify such measures?
00 If not, should the IMF’s approval process be less demanding than for
restrictions imposed for macro-economic reasons?
Definition of “Restrictions”

0 Should determination of the existence of a restriction be based on specific
laws/regulations and authority, or on the economic eﬁ’ect of actual government
practices? '

0 S:hduid discrimination among non-residents be prohibited (i.e., an MFN test)?

o Should subnational restrictions be covered?

o Should transactions between residents involving a foreign asset be covered?

VII. Coverage Qf gapi:a] transactions

o Should IMF jurisdiction be extended to include some or all-aspects of mward direct
investment, or should these be left to the MAI and WTO?

) Should govemment proprietary-operations be covered (e.g., sovercign defaults,

privatization, debt operations) and what would be the ‘implications for orderly work- '
out operations? : '

The definition of a capital control could have important impiications for the enforceability of
IMF decisions on approval/non-approval in the courts of major ﬁnancnal centers (Article

VIIL:2(b)). |

VIIL.  How Obligations are Deiermined_

0  Specify general obligations in Amcles leavmg substantlal scope for mterpretatlon to
Executwe Board ' :

o Specify specific obligations in Articles



o Confer on Board of Governors or Executive Board authonty to estabhsh or extend
obligations, possibly on the basis of high majority vote.

Draft: 7/1/97 capacctsch
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Pl EPARTMENT CF THE TREASURY | -

NASHINGTTN, D.C. 2022C

August 14, 1997

MEMORANDUM FOR DEPUTY SECRETARY SUMMERS

: i
FROM: _ Timothy F. Geithner [~
‘Senior Deputy Assistant Secretary (International Affairs)
SUBJECT:. Capital Account Transactions and Amendment of IMF Articles
ACTION FORCING EVENT: |

. The IMF Executive Board has been having preliminary discussions on how to frame an "

amendment of the Articles of Agreement that would impose obligations to liberalize capital
account transactions. It aims to reach conclusions on key elements to be reflected in such an
amendment which the Interim Committee could endorse at its September 21 meeting in Hong
Kong, as requested at the Committee’s April meeting. This memorandum requests your approval
of guidelines for the U.S. Executive Director for use at forthcoming Board meetings (August 26
and September 3) - we will probably have to come back to you on some of these and perhaps

other issues as the debate develops. |

RECOMMENDATION:
That you approve the recommended positibns set forth-in the attachment at TAB A.

[These represent a consensus of views among Karin Lissakers and Barry Newman, Caroline
Atkinson and Jim Lister on the overall approach, as well as comments/clearance from the office of
the Assistant General Counsel for International Affairs and Meg Lundsager. (We are consulting
Tax Policy on how to ensure that legitimate tax measures are not questioned.) The Federal
Reserve is in general agreement, but awaiting further detail on the treatment of prudential
measures -- we have also reached out to the regulatory community beyond the Fed, and will need
to clear final positions with them. The Fed is also interested in the treatment of restrictions
1mposed for monetary policy purposes, on which we will be back to you if there are dlﬁ'erences of
view. ]

——r—————

Agree Agree as amended _ Let’s discuss



B

BACKGROUNDfANALYSIS:

The Executive Board has made considerable progress, but many hard decisions lie ahead. (See
USED/IMEF’s report on July 15 discussion and Chairman’s sumxmng-up at TAB B))

As indicated in my July 3 memorandum (copy at TAB C), we are recommending that you support
an approach that is modeled on the procedures in the present Amcles governing current account
transactions, i.e.,

. an Article VIIT equivalent which provides for IMF approval of any restrictions (existing
and new); and

. an Article XIV equivalent which grandfathers existing restrictions of “transitional”
countries but requires approval of any new restrictions (including intensification of
existing restrictions) and which effectiveljy allows the countries to decide when they are
ready to give up their grandfathered restrictions.

This implies a brief, general text in an amendment coupled with considerable exercise of
Executive Board discretion, which over time would establish precedents for subsequent decisions
--i.e., case law. However, the task will be much more complex than under the present Articles
VTII and XIV, as the capital account obligations will almost certainly extend to underlying
transactions as well as the payments side of the transactions, and to inflows as well as outflows.
° The feasibility of such an approach depends on whether countries are confident that it
provides sufficient assurance that they will be able to impose -~ without significant
~ embarrassment or sanctions -- restrictions that they deem essential to their economic
interests or are justified on other grounds such as national security or prudential concerns.

' However, if the approval and sanction process is very weak or if a very large number of
countries decide to obtain assurance by relying on the transitional arrangements,
particularly if that group includes some advanced countries and most emerging economies,
the above approach will have ixttle meaning. '

J Resolving this basic tension may, be difficult. It also means that decisions on individual -
issues cannot be easily taken in isolation

“Our general support of open markets and a meaningful commitment by IMF members to removing

controls must be articulated in a manner wl'uch provides us reasonable assurance with respect to
'our own measures in three areas: :

. national security restrictions

’ prudential requirements


http:considerab.Ie

[\ 1]

. individual U.S. states’ restrictions.,

At the same time, we will need to avoid doing so in a manner that is transparently an effort to

avoid all scrutiny by others. In this regard, we are in touch with the regulatory community (OCC,
. SEC and CFTC, as well as the Fed) and wxll be consulting with them on relevant matters.

Another >xgmﬁcant issue to be decided is how to treat inward direct investment -- IMF staff and a
number of Executive Directors (e. g the Canadian) favor excluding inward DI from the scope of
an amenclmem We are proposing its mclusxon irn some manner.

These central issues are addressed in item‘s (4) through (6) 'o'f TAB A.

T

i

Attachments: TAB A: Recommended positions

TAB B: Reports on July 15 Executive Board stcussmn
TAB C: July 3 memorandum :

|
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CAPITAL ACCOUNT AMENDMENT:' ISSUES AND RECOMMENDED U.S. POSITIONS

liz

Support “Article VIIT” approach whereby countries accepting the obligation agree not to
maintain any existing, restrictions or impose new ones without the IMF’s approval.

However, we may need to revisit th:s view if a critical mass of countries will only accept

a meaningful overall obligation if certain categories of restrictions can be maintained
through a less onerous mechanism, e.g., self-executing procedures such as the right to
lodge a reservation) or a weakened form of approval. The categories of restrictions that’
are most likely to require such an approach are those imposed to deal with “volatile”
Jlows such as certain short-term transactions.

A similar approach might also be applied 10 restrictions deemed outside — in part or in
whole -- the competence of the IMF io assess, such as those motivated by national
security and prudential concerns and those imposed on inward direct investment — see
discussion in (4) and (5) below.

__Agree _______  Disagree ‘ Let's Discuss

Transitional
Support “Article XTIV approach, whereby countries not ready to assume full liberalization
obligations may maintain existing restrictions, subject to representanons by the IMF
recommending their removal or pamal liberalization, but require approval for new -
restrictions. Maintain potential to declare a country that ignores representations ineligible

to use IMF resources, and in principle subject to the full range of penalties for non-
compliance with obligations of membership (see (3) below).

In a departure from the existing provisions for restrictions on current payments, define
“hew restrictions” on capital flows to include adaptatxon of existing restnctxons that result
in significant intensification.

A country which ignores the IMF''s represemaf:ons " can in principle be declared
mehgzble 10 use the Fund's resources however, the IMF has never done so on that basis.

Under Article XIV, a member may maintain and also “adapt to changing circumstances”
restrictions in effect when it became a member. This provision, if carried forward 10



L

”

4

capital account transaciions, could beécome 100 much of a loophole. It may be necessary to

" amend the existing provision for current payments to assure parallel treatment.

— Agree Disagree : Let’s Discuss
/' t
3. Enfor¢ement
. Suppén -- as the ultimate sanction -- application of Article XXVT' if obligations are not

met under both Article VIII and Article XIV equxvalents as well as consideration of
intermediate steps such as the pubhcatton of a report.”

The applicalion of Ihe Jull range ‘of sanctions 1o the Article XIV equivalent would be a
departure from the present regime for current payments, the only sanction for which, in
the IMF's view, is ineligibility to use IMF resources.

We would, however, acknowledge that considerable discretion exists with respect 1o
application of Article XXVI and note it has never been applied to breaches of Article
VL

Agree _____ Disagree ( __ Let’s Discuss

4. Approval Process
A. Restrictions imposed for balance of payments or macroeconomic purposes
. Endorse staff’s recommended approach that would provide for approval on determination

that the restrictions are needed for the stated purpose, are temporary and do not
discriminate among IMF members.

! Comprising, progressively, ineligibility 10 use IMF resources, suspension of voting rights and
expuision, ’ ‘ ‘
! Article XII (8) provides for such,a published report, by a 70 percent weighted vote, “made to a
member regarding its monetary or econorc conditions and developments which directly tend to produce a serious
disequilibrium in the international balance of payments of members.” A comparable provision could be inserted in the
article(s) governing restrictions on capital account transaciions. '
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0 If such restrictions are imposed on an emergency basis after amended articles take
effect, approval might be virtually automatic for a brief period (e.g., 30 days) on
the representation of the country. Continued imposition could then require a more
considered examination and approval (via a simple majority of the Board).

o Existing restrictions for these purposes would require approval in advance of
~acceptance of the obligation for Article VIII equivalent countries, while all
countries would require such approval for new restrictions.

The Board would have 10 develop criteria for granting approval — including whether
fiscal and monetary/exchange rate policies were consistent with macroecononic
objectives or being appropriately adjusted.

IMF staff suggest greater tolerancé Jor resirictions on short-term speculative flows and
the use of price-based, transparent measures. This is probably an allusion to Chile's
controls, although it is difficult to see how they could meet the “temporary” test — i.e.,
unless the Board developed criteria providing for a more permanent form of approval,
Chile would likely opt for transitional status. Similarly, Singaporean-like controls on
non-residents’ ability to borrow local currency above a de minimus level without proof of
an underlying commercial or financial transaction would probably cause counmes
imposing them to take transitional status. :

. Agree

Disagree : ___ Let’s Discuss

B. Restrictions Impbsed for bther Purposes

Support broad scope for the liberalization obligation rather than strict limitation of IMF’s
role to restrictions for macroeconomic and balance of payments purposes. Permit
exceptions only as specified in'the amended articles or, preferably, Executive Board

decisions rather than self-executing. Sge discussion of specific categories in (5) below.

Express preference for decisions on the basis of normal (i.e., approval requiring 50 percent
of voting power) rather than qualified (e.g., 70 percent majority required to disapprove)
‘but be ready to consxdef issue funher

There is considerable sentiment in the Executive Board in favor of creating obligations
only on those restrictions imposed for macroeconomic/balance of payments purposes.
However, a blanket, se{f»executing exclusion of other restrictions would create huge
loopholes. At the same time, we must be certain that our own restrictions would pass
muster, so we could achieve Article VIII equivalent status. Finding the correct balance
between these various considerations is probably our greatest challenge.
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It is preferable to specify grounds for exceptions in Board decisions rather than in the
amended articles, largely on the grounds thai drafting provisions for the articles, which

could not subsequently be changed without another amendment, would be more difficult
and reduce the scope to reflect new developments. However, we should indicate a
w,rllmgness to consider the lsszre Jurther.

Provision for qualified majorities would have 10 be made in the amended articles.

i

. Agree _ __Disagree __ - Let’s Discuss

Resist staff’s proposal providing f{)r limited épprovél of restrictions for market and
‘stitutional luti o ,

IMF staff argue that less advanced counrries need scope to zmpose restrictions after a
new financial market or instrument emerges for structural reasons. However, unless
convincing arguments to the contrary can be mounted, the transitional provisions (see
below) should prowde suﬂ‘ icient protection.

Agree _ Q Disagree : Let’s Discuss

Exceptions from Normal Approval Procedures

National Security

Be prepared to accept approach now afforded to national security motivated restrictions
on current operations -- whereby they are de jure subject to approval but are traditionally
approved on a lapse of time basis in accordance with a 1952 Board decision -- i.e., viaa
separate decision that could take effect with the amended articles, However, support
greater protection if suggested by others.

In the 1952 decision, the Executive Board conceded that the IMF lacked compe!ence 10
assess such restrictions and provided for automatic approval on a lapse of time basis.
While the decision retains the possibility of the IMF s objecting to them, this has never
been done.



Choosmg this approach would zmpiv a readiness 1o accep: comparable procedures for
remaining categories.

—_ Agree ‘ Disagree Let’s Discuss

Prudential
Support approach similar to that afiopted for national security restrictions but with greater
scope for challenging assertions of prudential motivation,

The challenge here is 10 ensure that countries have reasonable scope for the application
of prudential measures such as the SEC's registration and disclosure requirements, or
ouir eniry requirements for foreign banks, without creating too large a loophole for
disguised protection. We have not yet determined how best to do so, and will need to
work closely with the Fed and the SEC to design something with the right balance.

. Agree A Disagree Let’s Discuss

Restrictions by Subnational Governments

-Seek definition of restrictions that would exclude those imposed by subnational
‘governments (e.g., individual U.S. states). If pressed, agree to consider provisions for

communication of IMF's views and “best efforts” by national govemments to achieve
removal of restrictions.

Individual U.S. siates’ restrictions are generally prudential in nature, would relate to
national treatment issues or would fall under a possible broad right of establishment

exception 1o inward DI. However, some could fall outside these categories. Also, at

least in the financial services area, some states maintain reciprocity provisions that -
would be contrary to the MFN principle we are seeking.

_Agree ______ Disagree Let’s Discuss



[nward Direct | .

Preserve some role for the IMF with respect to restrictions on inward DI regardless of
purpose (i.e., not just for balance of payments or macroeconomic purposes). However,
leave open for now whether to achieve this objective via

o anapproval requirement as for other restrictions, but with criteria for approving
non-bop/macro restrictions analogous to those for exceptions discussed under (5)
above; or

o permitting countries to claim an exception on the grounds that the restrictions are

not for bop/macro purposes, subject to the right of IMF to challenge that assertion

' dé‘pending on the nature and workability of the respective criteria for the “approval” and
““challenge” approaches (they could turn cut to be much the same in practice -- aithough
~ for negotiating purposes we should express a preference for the “approval” approach).

Consider provisions that would defer'to cther organizations (WTO, MAI) if the potential
for conflict exists and if something reasonable and feasible could be drafted, either in the
amended articles or Board decisions,

The next Board discussion (August 26) will be reconsidering the coverage of inward DI.
IMF staff, with the support of most Executive Directors, initially proposed exclusion of
inward DI from the IMF’s jurisdiction in order to avoid the complex, often political
issues entailed and to avoid potential conflict with the WTO and MAI. These are
legitimate concerns; however, total exclusion would leave some gaps (given the limited
caverage of the WTO and limited membership of the MAI) and omit a category of capital
Sflows that is central to economic development. Exclusion would also constrain
information gathering and the ability 1o require MFN treatment. Finally, excluding
inward DI would require drafting a precise definition of such a category in the armended
articles — discussion to date indicates that this would be a difficult task.

Partial exclusion, e.g., of 'right of establiskmem“ restrictions such as Iicensing
requirements applied to residents as well as non-residents, could make the “approval”
approach more acceptable (it would probably not be necessary for the “challenge”
approach), but would still pose definitional problems.

Other countries would likely try to justify many of their restrictions on inward DI flows
on national security or prudemntial grounds, in order to be accorded less onerous
treatment as outlined in (5) above. However, it would be difficult to justify many U.S.
‘restrictions on either basis. Most other restrictions not justifiable on these grounds
probably reflect a desire to protect “independence” in critical industries, e.g., cultural;
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Iirey could also be gramed some speczal consideration, although we have more to lose as
U.S. firms are frequently targets of such restrictions.

Some restrictions may be based on macroeconomic or balance of payments‘ reasons,

although such cases are likely to be limited The French and Belgian Executive

Directors proposed that this category be subject to IMF approval, and that the IMF

could challenge assertions that restrictions were Jor other purposes (e.g., national

security, prudent:al)
!

_ Agree ’ Disagree | ' ~_Let’s Discuss

I I.‘a E H[EE. «

Rej ject assertions that capxtal account liberalization will require greater use of IMF
financing, but support revision of Amcle V1 to remove prohibition of ﬁnancmg a large
capital outflow. (The provision now refers to “large or sustained outflow of capital . . . )

Continue to advance U.S. proposal to limit excessive use of resources via a price-based
measure such as a surcharge on large use of IMF resources, but be prepared to accept
revision of existing text to read “large and sustained . . .”

The Japanese and some European‘EDs have argued for retention of the “large or
sustained” phrase. However, Mexico is « prime example of the need to allow for the
possibility of financing large capital.outflows. There are sufficient safeguards under
Article V (e.g., authorizing policies “that will establish adequate safeguards for the
temporary use of the general resources of the Fund”) to justify deletion of this provmon
of Article V1.

1

___ Agree Disagree _ ‘ Let’s Discuss
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This question is linked to (7) above, as the IMF's right to request'imposition of capital controls
must be aimed at preventing use of IMF resources 1o f nance the “large or sustained” capital
outflows referenced above.

. Favor retention of the provision in Article VI that “the Fund may request a member to
exercise controls to prevent such use of the general resources of the Fund”. However, be
prepared to accept deletion if necessary to reach a consensus, provided that deletion
would not impede the Fund from requmng imposition of controls as part of the conditions
for an IMF program. : :

__ Agree Disagree Let’s Discuss
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DEPARTMENT OF THE TREASURY
Washington

July 17, 1997

[

TO: Deputy Seéretary Summers
: Assistant Sécretary Lipton
FROM: Timothy Geithner <74,

SUBJECT:  Capital Account Liberalization and the IMF

P

Ms. Lissakers and Mr. Newman provided the attached
cogent summary of the state of the debate in the IMF. In
general, this is moving in a direction we can support, but
there are still large gaps on key substantive issues.
Camdessus' objective of agreement on principles by Hong
Kong may be met only with a very general statement, but-
this is better than trying to force agreement now on a less
desirable outcome. o :

cc: Atkinson, Lissakers, Lister
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DEPARTMENT OF THE TREASURY
. Washingtor- '

July 17, 1997

TO: . Deputy Seéretafy Summers
Assistant Secretary Lipton
FROM: Ti:nothy Geithner /l/ﬂ,

SUBJECT:  Capital Account Liberalization and the IMF

Ms. Lissakers and Mr. Newman provided the attached
cogent summary of the state of the debate in the IMF. In
general, this is moving in a direction we can support, but
there are still large gaps on key substantive issues..
Camdessus' objective of agreement on principles by Hong
Kong may be met only with a very general statement, but
this is better than trying to force ajreement now ona less
desirable outcome. ‘

cc: Atkinson, Lissakers, Lister . o ,
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DEPARTMENT OF THE TREASURY 9807 -
 WASHINGTON, Dtc 20220 ’

ACTION

September i1, 1997

MEM ORANDUM FOR \BﬁPUTY SECRETARY SUMMERS

FROM:

SUBJECT: -

ASSISTANT SECRETARY LIPTON

Timothy Geithner '{ﬁ\ . _
Senior Deputy-Assistant Secretary for International Affairs

IMF Quotas

The time has come to reach some final decisions on the basic parameters of the IMF
quota increase if agreement is to be reached in Hong Kong. Attached is a background paper
and tables on quota distribution which should facilitate consideration of this complex issue.
This memo was prepared by Barry Newman and reflects the general views of Caroline
Atkinson, Karin Lissakers, Barry and myself. We have consulted thh Fed staff and they are
comfortable with this approach

The key issues are the fol!owing: '

Size: The likely negotiating rahge now appears to be an increase of 40‘ 45
percent which would involve an increase in the U.S. quota of about $14-15
billion. .

-~ The lower end ofthe range would be more consxstent with Hill
perceptions of the U.S. position and the Fund’s current financial
position. Therefore, a 40 percent increase might be more acceptable.

-- The upper end of the range would be marginally more consistent with
efforts to enhance the Fund’s role in crisis resolution; create goodwill
with other IMF members and facilitate attainment of other Fund

- objectives.

Rewmmend'ation The key is actually impluménting whatever is agreed-and

 therefore I favor sticking to the lower end of the range, while recognizing that

we may move a littleoff 40 percent itself.
Agree ‘ Disagree =

Distribution: The U.S. could live with any of the distribution options currently
on the table (which divide an overall increase into three parts: equiproportional
based on current quotas, selective based on calculated quotas, and ad hoc).
The LDCs strongly support a 75 percent equiproportional element while the

" European and Japanese focus on the size and distribution of the ad hoc -

-~y r

EXECUTIVE SECRETARAL



~ oppositionto a speci
~ - . them one anytime in fhe-near future.

increase. The U.S. objective of enhancing the position of the emerging Asian
economies could be achieved either by concentrating the ad hoc increase on
those countries most out of line, which include Singapore, Korea, Malaysia,
Thailand, or providing these Asians a special increase on top of the general
increase (see Table 1). I believe that the first is preferable, given the difficulty -
of justifying a further special increase for these four countries and not others, -
and to minimize the China problem. However, this would likely be opposed by
France, the smaller Europeans and Canada as it excludes them from an ad hoc
increase.

‘Recommendation: That we support a distribution formula that favors the

Asians even if it comes at the expense of the smaller European countries and
Canada. The cleanest way to accomplish this is with a distribution of 75
percent equiproportional, 15 percent selective, and 10 percent ad hoc with a
cut-off of 1.3 (i.e., only those countries whose calculated quotas are now 1.3
or mare times their current actual shares would benefit). We should oppose a
special additional incrgase for the four Asians.

Disagree

- Agree

China: The Executive Board at lunch on September 11 agreed to defer
China’s request for a special quota increase based on the Hong Kong reversion
unti! the next review of quotas. The Chinese have indicated privately that they
do not intend to make a big push on this issue at Hong Kong; however, we
need to be careful not to let this understanding unwind at the meetings.

Recommendation: That the U.S. be prepared, if necessary, to express
increase for China now or to a commitment to provide

Agree Disagree

Access: The IMF tradltlonally reduces the access limits (presently 100 percent
of quota annually and 300 percent for outstanding loans) when quotas increase,
in order to keep access m\absolute amounts constant for the membership as a’
whole. This makes little sense in the context of today’s capital markets and
would force the Fund to rely increasingly on the exceptional access provisions
to deal with financial crises. We favor no change in the access limits, thereby
permitting the absolute size of Fund programs to increase. The Europeans,
particularly the Germans, can be expected to oppose.

Recommendation: ThAt we side with those who favor retaining the current
access limits followifig the quota increase. :

Agree Disagree



IMF Quota Distribution Issues

General Approach

, ‘ , . .
o Thereis broad agreement on the general approach for distributing the quota increase.

- an equxpro;mrt:onal element prowded to all members on the basis of current ‘
quota shares,

- a selective element'pmvided to all members on the basis of calculated quota
shares; and

- an ad hoc element provided to.a subset of the members which have calculated
- shares exceeding current shares,

o . . However, there is continuing, albelt narrower, dlsagreement over the magmtude of
each of the elements and which countries should receive the ad hoc increase.

Country Po §itigng

o United States: We have argued that the bulk of the increase should be distributed
equiproportionally and have expressed sympathy for the position of developing
countries. A high equ&propomonal element would tend to limit any U.S. share loss

although we would not lose much. from a smaller equiproportional and larger selective
~ as our actual and calculated quota shares are similar. A large ad hoc element would,
however, impact our quota share as we would not be a recipient. '

0 _I;)gvglgging countries: They are insisting that at least 75 percent of the increase be
distributed equiproportionally to minimize their share losses. They also prefer a small
ad hoc for the same reason. ~

o Germany/Japan: They support a lower equiproportional increase of 70 percent in
order to provide greater scope for share adjustments through the selective and ad hoc
~elements. They have differed in the past, however, over the size and distribution of the
ad hoc increase. ‘

-« The Germans have favored an ad hoc of 10 percent which would be provided
" to all countries with a ratio of calculated to actual quota shares exceeding 1.0.
This would provide ad hoc increases to 37 countries, including a wide range of
European members :
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- The Japanese have also favored an ad hoc of 10 percent but with a highér cut- -

off ratio of 1.3 which would reduce the number of eligible countries to 21 and
concentrate more of the benefits on Asian countries, including Japan. They
have even indicated a willingness to consider a smaller ad hoc that would be
provided to even fewer countries, :

- 'We understand that the Germans and Japanese have discussed the possibility of

supporting a 10 percent ad hoc with a cut-off of 1.0 and a further special
increase for Korea and possibly a few other Asian countries.

‘ Asigﬁ country problem

Some of the fast growing Asian countries will obtain substantial increases in quota -

share as part of the current review under any of the proposals currently on the table
(i.e., Singapore, Korea, Thailand, Mal aysia):

However, others in the region will expenence share losses (i.e. Chma Phxhppmes
Indonesia).

[t has been suggested, nevertheless, that the increased role of these countries in the
world economy would not be adequately addressed by the general distribution
approaches and that further special measures should be taken. In particular, Japan
suggested a special increase for Korea as part of a bargain with the Europeans on the
size and distribution of the ad hoc, although the Japanese now seem to be pullmg back
somewhat and may be amenable to a higher cut-off. '

buggestzons for max:mlzmg the gams for the first group are:

“- An increase in the.cut-off ratio for the ad hoc increase would benefit those
" countries with high ratios but is opposed by the Europeans because it would
reduce their increase (it would have no effect onthe U.S., UK, and
developing/transition countries which do not receive ad hoc increase). .

-+ Aspecial increase for selected Asian countries on top of the general increase
applied to all members. -, :

- Adifficulty, however, is deciding on which countries should receive the special
increase given their disparate situations and the fact that other non-Asian
countries also have high calculated to actual quota ratios (i.e., Luxembourg,
Botswana, Bal mun Oman ‘San Marmo) .
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The Chinese have madc a formal request for a special quota increase to reflect the
Hong Kong reversion. -

—-——

VThey are concerned that the loss of quota share that would otherwise occur

because their current share is above calculated could threaten their ability to
retain a seat on the IMF Executive Board. : ‘
However, a Chinese increase based on Hong Kong reversion would abpear
inconsistent with the one country, two system agreement and could create
difficult congressronal problems

The Executive Board at unch on September 11 agreed 1o defer the Chmese

- request until the next review of quotas. The Chinese have indicated privately

that they do not intend to make a big push on this issue at the Annual
Meetings; however, we need to be careful not to let this understandmg unwind
at Kong Kong

Timing of special increase

A closely re ated issue is whether any special increase for some Asian countries should
be included as part of the current review or decided separately aﬂer the review is
completed. :

'

Special treatment for Asia'as part of the current review would increase
pressure from China for similar treatment and complicate completion of the
quota negotlatrons and eventual implementation.

S pecnal increases separate from and later than the general review could
maximize U.S. leverage in obtaining other objectives, e.g., in the financial area
(a special increase outside a general review requires a decision by an 85
percent» majority vote and is thus subject to the U.S. veto).

Moreover a separate special increase does not require congressronal approval
as no change in the U.S. quota.is involved. :



TABLE |. Countries with IMF Calculated Quotas Above Current Quotas
' anked cess Qver Present Quota '

Ratio of Calculated
to Présent Quota Shares

Singapore . ' 6.41

Luxembourg 3.13
Korea ‘ 3.04
Botswana ' ' 2.63
San Marino o243
Thailand 2.19
Bahrain ] 1.90
. Oman 1.90
“Malaysia - 1.8l
Japan ' 1.76
Ireland - ~ 1.69 .
Antigua and Barbud : 1.63
Germany , 1.60
* Austria : - 157
Spain : 1.55
Turkmenistan . 149
United Arab Emirates - 149
Pdrtugal . 1.46 .
Slovenia : : 1.38
. Italy : 1.36
Denrnark _ .36
Norway . 126
Malta ‘ 1.25
Turkey . 12t
Netherlands o 1.16
Maldives L.16
Belgium : 1.14
Sweden
Mexico
‘Seychelles
Kazakstan _ . 1.09
France C 1.09
Canada ©1.08
Finland - . 108
Congo, Rep. of ' 1.06

Lesotho _ 1.05



Table 2

" Tlustrative Quota Shares Under Various
Overall Increases and Distribution Approaches '

Country ~ | 35 percent increase ' 45 percent tncrease

(currentshare) 75/15/10(10) 75/15/10 (1.3) 70/20/10 (1.0) ~75/15/10 (1.0) 75/15/10 (1. 3) 70/20/10 (1.0)
U.S. (18.363) 17843 17.744 ©17.831 17.737 - 17.618 - 17.723
Germany (5.705) 6.189 6.288 ) 6.233 6.283 - 6.387 - 6.336
Japan (5.705) - 6.283 ' 6.545 6.339 6.397 - 6.696 6464
France (5.133) 5214 -5.147 5219 5227 - 5.151 ‘ 5234
UK. (5.133) 5032 5032 5.032 - 5.032 - 5032 . 5.032
Italy (3.178) A - 3.358 3.266 ' 3.373 3391 3279 3.409
Canada (2.991) 3.035 2.999 : 3038 3.042 3.000 . 3.046
"China (2.343) =~~~ 72256 . 2243 0 2247 - 2238 2223 © 2228
Korea (0.554) 0.662 . 0778 . 10.677 0.685 0.833 . 0.703
Singapore (0.248) 0.338 : 0.436 0.355 0357 - - 0494 . - 0377
Malaysia (0.576) =~ 0.637 0.669 - . 0.644 0.650 - . 0686 0.657
Thailand (0.397) 0.452 © 0.496 0.458 0463 . 0517 . 0471
Philippines (0.438) - 0.423 0.421 0.422 ~0.420 - 0.417 ; 0.419
Indonesia (1.037)  1.000 0.995 - 0.997 ~0.993 © 098 - 0.989
Other ' : , o ' '
Russia (2.986) 2.862 . 2.846 2.847 2.837 2.818 2.819
Saudi Arabia (3.552) 3372 - 3.353 3.343 ~ 333 0 3313 3301
India (2.115) ' 2.007 1.996 1.990 - 1985 - 1972 _ 1.965
‘Mexico (1.214) 1236 1.218 o 1238 . 1240 - . 1219 o 1.242
Brazil (1.503) {.459 1.450 1457 1450 - | 1.440 "~ 1.448
Spain (1.340) ,1.445 o 1.454 " 1.454 1.465 1.473 ©1.476

! Equiproportional/selective/ad hoc (cut off) with caps and floors so that share adjustmems do not cause a widening of the
divergence between calculated and actual shares.
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