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Funding the IMF:
How Much does it Really Cost?

by

Adam Lerrick

For many years, a reluctant Congress has been persuaded to approve IMF funding with
the comforting fiction that this largest of the international financial institutions costs us
nothing and does not divert scarce resources from other deserving projects.

In fact, the United States now supplies $27 billion of funds to the IMF at an annual cost
to the taxpayer of $1.9 billion--an expenditure conspicuous by its absence in the Federal
budget and a hidden element in our deficit and debt. The funding is said to be costless
and originally it was. But as IMF lending has moved from one end of the spectrum to the
other--from short term and low risk to long term and high risk--only the fiscal accounting
remains from a global financial system that no longer exists.

The reality of the 21* century IMF has little in common with the agency envisioned in
1944 at Bretton Woods. Born in a world of capital controls, the gold standard with

its fixed exchange rates and fledgling financial markets, the Fund was established to
address trade imbalances among a cooperative group of industrialized nations who were
alternately borrowers and lenders.

Today’s IMF serves a broad constituency, segmented into distinct factions of providers
and users of resources. Attention has been redirected to the needs of developing
countries and economies in transition for whom the Fund provides the means to
implement reforms and to confront crises. Capital flows are far larger, more volatile and
more correlated than the trade shortfalls the IMF was founded to finance. Quota
subscriptions from rich countries are, in truth, a permanent contribution. The transfer of
funds is no longer alternating, but one-way. Lending rates are subsidized and cannot be
raised without consent of the borrower group. A new element, exposure to risk, has
entered as the credit quality of the loan portfolio has declined.

For the past two decades, these changes have been reflected in a real but hidden charge
on US taxpayers. There is a sizeable 3% differential between the rate for supplying
medium and long term funding (via the issuance of Treasury bonds) and the short term
interest rates returned by the IMF to the US government. Cost for this mismatch of
maturities has averaged $520 million per year. As the IMF portfolio has shifted from
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borrowers such as the United States, the United Kingdom, France and Italy to Argentina,
Indonesia, Brazil and Turkey, compensation for risk must be added. This augments the
effective cost by $970 million per year.

The transformation of the very nature of the Fund demands a critical audit of the way
IMF contributions and their costs should be regarded.

Not a Costless Exchange of Assets:
Mismatched Maturities; Mismatched Risk

When the United States sends resources to the IMF, they are exchanged for a credit
balance in its account at the Fund called a reserve position. Treatment for this “exchange
of assets” was made clear in the 1967 President’s Commission on Budget Concepts. This
defines the subsidy element of an “exchange” as the difference between the Treasury’s
cost of funds for the term of the provision of resources and its rate of remuneration.

With the goal of matching the maturity of the government’s assets and liabilities, long-
term assets must be financed through long-term debt, short-term assets with short-term
liabilities. If the assets have a higher risk than US Treasury securities, allowances for
loss must be created. Both subsidy elements must be reflected as US budget
expenditures.

The US commitment to the IMF is $55 billion with actual funds drawn averaging $23
billion over the last five years and is financed by the issuance of Federal debt. Quota
subscriptions, which are appropriated and reviewed every five years, account for $50
billion. An average of $18 billion has been drawn since 1999 and constitutes the US

reserve position.' See Table .

Unknown to almost all outside the IMF is the SDR” Department, an arcane system of
drawing rights that compels rich countries to lend on demand to poor countries in the
currency of their choice. These open-end and unconditional loans from the United States
now reach $5 billion and appear nowhere in the Federal budget. Underway is a proposal
to double the quantity of these rights, which are described by the IMF as a substitute for
quota increases, with distribution skewed toward developing countries. If the Treasury
approves, US exposure, which already funds 50% of the program, could easily reach an
unaccounted-for $12 billion. See Table 1.

" In addition to its quota obligation, the US can be called upon to provide loans of up to $9 billion to the
IMF under the Arrangements to Borrow. Drawings of funds are reflected in the US reserve position.

? The Special Drawing Right (SDR) is the unit of account of the IMF and is a weighted average of the US
dollar, Euro, Japanese yen and Pound Sterling.
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Table I
U.S. Resources Provided to IMF
($ Amounts in Billions)
Period Averages
Average

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003** 1991-2003

U.S. Quota $245 $26.2 $37.1 $38.1 $404 $385 $37.7 $50.4* $50.7 $48.9 $47.2 $483 $516 $ 415
U.S. Reserve Position 9.0 95 120 121 141 153 144 202 213 153 156 19.0 226 15.4
U.S. Net SDR Position 3.9 4.3 21 2.6 3.8 3.6 3.2 3.5 3.3 3.9 4.4 5.0 4.8 3.7
Total Funds Provided 129 138 141 147 179 189 176 237 246 192 200 240 274 19.1
Undrawn Funds Committed 155 167 25.1 260 263 232 233 302 294 336 316 293 290 26.1

*Increased quota announced December 1997; enacted February 1999.
**First 6 months annualized.

Interest is paid by the IMF to members at short-term rates--an anachronism that harks
back to the days when industrialized countries borrowed from each other to cover
temporary trade imbalances. The interest rate is a weighted average of the yields on
specified short term instruments in the money markets of the five countries whose
currencies compose the SDR. The US dollar component is the three-month US Treasury

bill )}

$520 Million to Subsidize IMF Loans:
Long Term Lending; Short Term Remuneration

To maintain the illusion that the interest rates on US government assets and liabilities
match, past Treasury departments have insisted that US reserves at the Fund are short
term assets because, in theory, they can be withdrawn at will. Again, an anachronism! In
practice, it has been over 20 years since the United States has reduced its reserve position
below 28% of its quota. If these rights were exercised, a bankrupt IMF would result.

3 Although the IMF pays interest based upon the SDR rate and reserve positions are denominated in SDR, it
is not appropriate to include foreign exchange gains or losses on the SDR denomination of US reserve
positions or the differential between US dollar and SDR interest rates in costs of providing financing to the
IMF. This would imply that the IMF plays a determining role in US international reserve policy. US assets
held at the Fund are an integral part of the nation’s international reserves. Their level and composition are
determined by the Treasury and the Federal Reserve as part of the country’s exchange rate and international
economic policy. Therefore, any significant change in the level of US assets held at the IMF, which does
not coincide with US government international policy, will be automatically sterilized by an offsetting
movement in the nation’s other international reserves. In addition, it is not reasonable to base an analysis
of the cost of resources on an assumption that a continuous depreciation of the U.S. dollar and/or higher
interest rates abroad than in the United States will recompense the actual costs.
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Eighty per cent of the US reserve position can be proved to be a permanent contribution
and should be assigned a long term cost.

To create a bona fide maturity structure of US/IMF assets and liabilities, as instructed by
the President’s Commission, the effective cost is determined by assigning:

a 20-30 year interest rate for the component of the US reserve position
which is, in essence, a permanent paid-in equity contribution;

a 7 year interest rate for the component which is committed for the
foreseeable future;

a 3 year interest rate for the component which is expected to vary in the
medium term; and

a 3 month-1 year interest rate on the portion of the US reserve position
subject to short term fluctuation.

A history of the US reserve position at the Fund over the 1991-2003 period indicates that
the appropriate terms should have been:

For the first 30% of the quota subscription: 20-30 year interest rate
For the next 4% of the quota subscription: 7 year interest rate

For the next 4% of the quota subscription: 3 year interest rate

For the remainder of the reserve position: 1 year interest rate

For a 1% of the quota subscription working

balance: 3 month interest rate

The United States is financing a predominantly long term asset at a cost of 3.9% in 2003
and receiving a short term three-month US Treasury bill rate of remuneration of 0.9%.
The difference between the rates is the interest cost to the US government of providing
resources to the IMF and averages 3% or $520 million per year.* See Graph I and Table
II. This translates into a gift of an interest subsidy to IMF borrowers. The cost is not
separately identified but hidden in the government budget under the general interest cost
of the Federal debt.

*Two additional costs reduce the effective remuneration paid by the IMF to the United States: the charge
for provisions mandated for possible IMF losses and the forgone interest on resources the US supplies
without remuneration must be subtracted. Over the last 13 years, these levies have averaged 0.5% and
0.7% of the US reserve position and $60 million and $100 million per annum respectively.
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Graph I

Interest Subsidy: Difference Between
U.S. Cost of Funds and Rate of Remuneration
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Table 1T
Cost to U.S. of Funding the IMF
($ Amounts in Millions)
Period Averages
Average
1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003* 1991-2003
Interest Subsidy
Maturity Mismatch
Reserve Position $220 $360 $410 $350 $160 $210 $180 $110 $200 $0 $310 $620 $620 $ 290
Net SDR Position 100 160 70 80 40 50 40 20 30 0 80 160 130 70
Cost of Unremunerated Reserve
Position 130 80 70 110 140 120 120 110 110 130 70 40 30 100
Loan Loss Provisions 130 110 100 110 120 60 30 30 40 30 20 20 30 60
Total Interest Subsidy 580 710 650 650 460 440 370 270 380 160 480 840 810 520
Credit Risk Subsidy
Reserve Position 330 300 410 470 870 540 320 880 1180 580 670 750 710 620
Net SDR Position 140 130 70 100 230 130 70 150 180 150 190 200 150 150
Funds Provided 470 430 480 570 1100 670 390 1030 1360 730 860 950 860 770
Undrawn Funds Committed 110 100 160 200 310 160 100 240 310 240 260 220 180 200
Total Credit Risk Subsidy 580 530 640 770 1410 830 490 1270 1670 970 1120 1170 1040 970
Total Cost to U.S. $1160 $1240 $1290 $ 1420 $1870 $1270 $860 $ 1540 $2050 $ 1130 $ 1600 $2010 $ 1850 $ 1490

*First 6 months annualized.
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$970 Million: Credit Risk in an Over-Borrowed Developing World

In the capital markets, the valuation of risk is one of the foundations of emerging market
investment. The risk premium over the interest rate on US Treasury securities is the
proxy for the market’s prediction of the potential for loss on sovereign loans.

The JP Morgan Emerging Markets Bond Index, a composite of 19 major sovereign
borrowers’, reveals that over the 1991-2003 period, the average risk premium over US
Treasury securities was 7.8%. See Graph II. Even a conservative approach to risk for the
US position at the Fund--one-half of the private sector premium on funds lent out to
borrowers and one-tenth on undrawn commitments--adds up to a risk allowance that
should have averaged $970 million per annum over the last 13 years. See Table II.

The IMF, the World Bank and the regional development banks deny the risk and point to
the safety of a preferred creditor status and an unblemished record with never a default on
their loans. With a practice that would not withstand regulatory scrutiny in private sector
banking, default is routinely camouflaged as loans are rolled over just before they
become due, often with enough added to cover interest payments as well. Increased
credit risk and interest subsidy costs to the United States result. The balance of
negotiation power is now with emboldened developing nations. For the IMF fears default
more than its major borrowers do.

It was Argentina, the Fund’s third largest borrower accounting for 15% of its total
portfolio, that destroyed the illusion. The second largest borrower of the Inter-American
Development Bank and the fifth largest of the World Bank, with 17% and 7% of their
portfolios respectively, the country defaulted in late 2002 on its loans to the development
banks and threatened to follow through with default to the Fund. Only when the three
international institutions agreed to roll over all loans due, without substantive conditions,
was the standoff resolved. When payments were again due in September 2003,
Argentina defaulted to the IMF for a single day forcing the three international agencies to
again roll over all loans, this time for three years.

The high risk of the IMF loan portfolio has long been assumed indirectly by creditor
members: this constitutes a hidden subsidy. It has been almost 30 years since any of the
Group of Five governments has borrowed from the Fund. As lending has shifted from
the US, UK, France and Italy to Argentina, Turkey, Indonesia and Brazil, ignoring an
allowance for credit losses is a clear evasion of the dictates of the President’s
Commission on the calculation of cost.

5 Argentina, Brazil, Bulgaria, Colombia, Ecuador, Egypt, Malaysia, Mexico, Morocco, Nigeria, Panama,
Peru, the Philippines, Poland, Russia, South Africa, Turkey, Ukraine, Venezuela.
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IMF Costs: Missing from the Federal Budget

Investment in the IMF may be high on the priority roster of worthy causes. But Congress
should be able to ascertain the costs and the risks and to review past outcomes and future
prospects for what has been for more than a decade an ongoing Federal expense of $1.5
billion per year. See Table II. As the President’s Commission instructs, precise
accounting is crucial to assist policy makers in decisions on the relative merits and costs
of competing uses of scarce public monies.
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