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I. INTRODUCTION

1. In its 2005 Spring Meeting, the International Monetary and Financial
Committee (IMFC) encouraged the Board to consider further issues of quotas and
voice, while noting that progress will require broad consensus among the shareholders.
The Committee also noted that the IMF’s effectiveness and credibility as a cooperative
institution must be safeguarded and further enhanced. In this regard, adequate voice by all
members should be assured and the distribution of quotas should reflect developments in the
world economy. The Committee emphasized that the period of the Thirteenth General
Review of Quotas provides an opportunity for the membership to make progress toward a
consensus on these issues.'

2. During their discussion of the Fund’s medium-term strategy on

March 28, 2005, Directors reconfirmed the importance of adequate voice by all
members, and a distribution of quotas that reflects developments in the world economy,
to enhance the IMF’s perceived legitimacy and effectiveness. Directors agreed that voice
issues should remain a key element of the strategy going forward. Given the different
positions and perceptions of members in this area, Directors agreed with the view that the
Fund’s membership must consider closely and in a cooperative manner how best to take
these issues forward. Many Directors suggested that this also include exploring prospects for
pursuing various suggestions that would facilitate progress even in the absence of a general
increase in Fund quotas.

3. This paper represents a follow up to these requests. It takes stock of the
progress made in quota discussions to date, and examines options for adjustments in quotas
or voting power outside of a general quota increase. The paper is organized as follows:
Section II reviews the status of recent quota discussions, while Section III presents the results
of updating the data through 2003. Section IV discusses the options for addressing the
distribution of quotas and voting power outside of a general increase in quotas. These options
include ad hoc increases for a selected group of individual members without offsetting
adjustments in quotas elsewhere; upward adjustments for some members offset by voluntary
declines in quotas for other members; and an increase in basic votes. Section V concludes
and poses some issues for discussion.

' See Communiqué of the International Monetary and Financial Committee of the Board of Governors of the
International Monetary Fund, Washington D.C., 4/16/05.



II. GENERAL QUOTA REVIEWS AND THE STATUS OF QUOTA DISCUSSIONS

4. The Twelfth General Review of Quotas was concluded on January 30, 2003 by
a resolution of the Board of Governors without an increase in quotas.2 The Board of
Governors also noted the Executive Board’s intention during the period of the Thirteenth
General Review “to monitor closely and assess the adequacy of Fund resources, to consider
measures to achieve a distribution of quotas that reflects developments in the world
economy, and to consider measures to strengthen the governance of the Fund.” In accordance
with the Fund’s Articles, the Thirteenth Review will need to be concluded by January 2008.’

5. In the most recent review of the Fund’s liquidity position in April of this year,
staff concluded that the Fund’s current and prospective position is satisfactory.4 At that
time, the Fund’s one-year forward commitment capacity (FCC) amounted to SDR 94 billion
as compared to SDR 55 billion at end-2002 when the Executive Board concluded its
discussions on the Twelfth General Review of Quotas without recommending an increase in
quotas. The staff paper concluded that the Fund would likely be able to meet the projected
near-term needs of its members, particularly in the context of the global economic recovery,
but that continued monitoring would be important given the challenges to a sustained
recovery and the need for the Fund to have adequate resources to fulfill its responsibilities.
The adequacy of Fund resources will continue to be monitored and assessed in the context of
the semi-annual liquidity reviews.

6. During the period of the Thirteenth General Review of Quotas, there has been
heightened emphasis on voice and governance issues. Specifically, the Executive Board
has been pursuing avenues to enhance the voice of developing and transition countries in the
Fund’s governing bodies on two different, but complementary, tracks: issues related to the
distribution of quotas and voting power, which are being considered as part of the work
program on quotas; and measures to enhance the administrative capacity of the offices of
Executive Directors elected by developing and transition member countries (Box 1). Status

2 See Completion of the Twelfth General Review of Quotas—Voting Results (SM/02/355, Supplement 2,
1/30/03, Corrected: 2/3/03). The Board of Governors’ Resolution No. 58-1 was adopted on the basis of
recommendations contained in Twelfth General Review of Quotas—Report of the Executive Board to the Board
of Governors, Decision No. 12926-(03/1), adopted 1/3/03.

? The Resolution also took note of the Executive Board’s intention to establish, as the discussion may
warrant, a Committee of the Whole (COW) to make specific recommendations. The period of the Thirteenth
General Review began after the conclusion of the Twelfth Review. However, appointment of a COW

would constitute the formal start of the Thirteenth General Review of Quotas that is to be completed by
January 30, 2008. A one-year minimum period is stipulated in Rule D-3 for a COW to be constituted prior to
the scheduled completion of a review.

* The IMF reviews its liquidity position semi-annually.



reports on quotas and voice have been issued to the IMFC and Development Committee in
2003, 2004, and 2005.”

Box 1. Evolution of the Size and Structure of the Executive Board and Measures to Enhance
Administrative Capacity of Executive Director’s Offices

The size and structure of the Executive Board have evolved since the Board’s inception in 1946 (Appendix I).
The changes to the Board reflected changes in the international financial system and in Fund membership. In
the period through the 1970s, the large increase in Fund membership due to the membership of newly
independent countries in Africa and Asia, coupled with the growth of new sources of economic dynamism,
resulted in an increase in the number of chairs from 12 to 20. Of those 20, two were created to accommodate
the new African members (one each added in 1963 and 1964). In 1972, African representation was
strengthened by an understanding reached in the Executive Board that there should be two Executive Directors
elected by the African members for the efficient conduct of the Board’s business. The Board of Governors
took note of—and implicitly concurred with—this understanding, which was confirmed in 1978 at the time of
the Second Amendment of the Articles. It has been endorsed, in the context of the Board of Governors’
approval of the rules for the regular elections of Executive Directors, for every regular election since then.
Further increases in the size of the Executive Board to the current 24 chairs reflected the addition of chairs for
China and Saudi Arabia, as well as the increase in membership by the CIS and Eastern European countries,
and Switzerland.

While voting power is the most readily identified dimension of voice, it remains crucial to ensure that the
offices of Executive Directors from developing and transition countries, in particular those with large
constituencies, have the administrative and technical capacity to participate fully and effectively in the Fund’s
decision-making process. This is essential for effective and collaborative consensus-building in which policies
and their implementation reflect the views of the membership as a whole. In March 2003, the staffs of the
Fund and the World Bank jointly prepared a technical note on voice for the Development Committee, which
identified a number of possible avenues for enhancing the administrative and technical capacity of the large
multi-country constituencies.1/ These included: extra technological support to facilitate communications with
capitals; the facilitation of intra-constituency interaction; providing developing country chairs with technical
and research support; adding advisors to Executive Directors’ offices; and adding a second Alternate
Executive Director.2/

The Fund’s Executive Board subsequently took action in several areas. As a first step, it was agreed in April
2003 that Executive Directors with twenty or more member countries—including the Executive Directors from
sub-Saharan Africa—may add three persons to the staff in their offices. Other recent initiatives include the use
of new technology to facilitate close and effective communication between Executive Directors’ offices and
their authorities in capitals, and additional training for new members of Executive Directors’ staff to be
provided on a regular basis. While no new measures are presently being planned by the Executive Board, it
will be important to sustain the efforts in this area going forward. This will include ensuring that incoming
Board members and their staff are provided with timely and comprehensive information on Board procedures
and Fund policies, and periodically reviewing the effectiveness of the capacity-enhancing measures that have
already been taken.

1/ See Voice and Participation of Developing and Transition Countries in Decision-Making at the World
Bank and IMF—A Technical Note by Bank/Fund Staff for the Development Committee, EB/CW/DC/03/1
Revision 1, March 26, 2003.

2/ The last-mentioned step would require an amendment of the Articles of Agreement.

3 See Report of the Executive Board to the IMFC on Quotas, Voice, and Representation (IMFC/Doc/8/03/2,
9/12/03). See Report of the Executive Board to the IMFC on Quotas, Voice, and Representation
(IMFC/Doc/10/04/4, 9/28/04). See Voice and Participation of Developing and Transition Countries,
Background Note by IMF Staff (DC 2005-0007, 4/13/05).




7. Progress has been made towards agreement on a new metric to measure
members’ relative economic positions. The Board had previously endorsed the objective of
a simpler and more transparent approach in specifying the variables in a new quota formula
that would replace the existing quota formulas (See Appendices II and III for background on
the determination of quotas and on the quota formulas, respectively), and agreed that the
variables included in the quota formulas should be indicators of members’ relative positions
in the world economy.® These understandings were reaffirmed in July 2003.” It was also
agreed to limit consideration to three or four variables used in the existing quota formulas,
but updated and modernized. These variables include GDP and measures of openness,
variability, and possibly official international reserves (Box 2). No consensus emerged on the
weights to be used in aggregating the variables in a new quota formula, but many Directors
considered that GDP, as the most important indicator of economic size, should have the
highest weight.

8. The July 2003 discussion also revealed considerable consensus among
Executive Directors on a number of other issues relating to quota formulas and the
distribution of quota shares. Most Directors saw correlation among the variables in a quota
formula as unavoidable, though a few Directors saw merit in further work to try to reduce
this correlation. It was acknowledged that the correlation among variables meant that the
coefficients attached to each variable cannot be taken to represent each variable’s relative
importance in a new quota formula. Accordingly, the precise choice of weights will
ultimately require the Executive Board to exercise judgment regarding an outcome that could
command wide support.

0. A range of views was expressed on the implications for the distribution of
quotas of any modernized and simple quota formula based on economic variables
broadly endorsed. Many Directors observed that, for a number of countries, actual quota
shares are considerably lower than calculated quota shares, almost regardless of specific
formulas, whereas the opposite appears to be true for many other countries. A number of
Directors considered that these outcomes underscore the need for a political decision by the
membership to secure quota shares that would strengthen the representation of developing
countries in the Fund. A number of other Directors cautioned that changes in quota

% Based on understandings reached during the Eleventh General Review of Quotas, which was completed in
early 1998, the Executive Board has been conducting a comprehensive review of the formulas used to derive
calculated quotas. As a first step in the process, the recommendations of a group of external experts—see
External Review of Quota Formulas (EBAP/00/52, 5/1/00, Supplements 1 and 2, 5/1/00 and Supplement 3,
5/2/00) and Staff Commentary on the External Review of the Quota Formulas (EBAP/00/66, 6/7/00)—were
discussed at an Executive Board seminar in August 2000. Further discussions based on follow-up work by the
staff have taken place at an Executive Board seminar in October 2001 and at a meeting in June 2002. See /IMF
Executive Board Informally Discusses Quota Formulas, PIN No. 01/118, November 7, 2001, and IMF
Executive Board Discusses Further Considerations in the Twelfth General Review of Quotas, PIN No. 02/105,
September 20, 2002.

" See IMF Executive Board Discusses Quota Distribution Issues, PIN No. 03/106, August 29, 2003.



distribution should not target an a priori distribution between groups of countries. A few
Directors expressed interest in the suggestion that a subgroup of members could voluntarily
accept a reduction in their quota shares to allow for the increase of other members. A few
other Directors called for a better representation of transition countries in the Fund.

Box 2. Quota Formulas Discussed by the Executive Board:
Specification of Variables

GDP: Directors have generally agreed that the three-year average of GDP at market exchange rates is the
most important variable to be included in any new formula as an indicator of countries' economic size and
of their potential to either provide resources to the Fund or use Fund resources. The possibility of using
purchasing power parity rather than market exchange rates to derive GDP was discussed in October 2001
when a “majority of the Board considered that market exchange rates should be used to convert GDP to a
common currency, so as to obtain the best measure of the total amount of resources generated by a
country.” See IMF Executive Board Informally Discusses Quota Formulas, PIN No. 01/118,

November 7, 2001.

! See IMF Executive Board Discusses Quota Distribution Issues, PIN No. 03/106, August 29, 2003.

Openness: Most Directors have supported the inclusion of an openness variable, specified as the absolute
sum of current receipts and current payments, averaged over a five-year period, to reflect countries'
integration in the world economy. Directors have taken note of the data difficulties involved at the current
stage in broadening the openness measure by including a variable for financial openness. Some Directors
have been concerned about the correlation of openness with other variables and also about the treatment of
trade within currency unions.

Variability: To capture countries’ vulnerability to balance of payments shocks in the quota formula

(and the attendant potential demand for Fund resources), many Directors have supported the inclusion of a
measure of variability of current receipts and net capital flows. Directors have also generally agreed that
variability be specified as deviations from a three-year average, which would serve to smooth trends while
adequately capturing the fluctuations in capital flows.

Reserves: Many Directors saw reserves as a useful indicator of members’ financial strength, which should
be retained as a variable consistent with recent emphasis on reserve adequacy. A number of other Directors
considered that, for many members with access to capital markets, reserves are of declining importance and
should be excluded.

On the choice of weights for the variables in quota formulas, many Directors supported the view that the
weights should be selected mainly on the basis of judgments about the relative importance of individual
variables on economic grounds. It was recognized that this would ultimately require the Executive Board to
exercise judgment regarding an outcome that can command wide support.




10. In discussing how best to move forward, most Directors saw considerable

merit in a package of measures.® Such a package would involve:

o a general quota increase with the selective element allocated by means of a new quota
formula;

o ad hoc quota increases aimed at increasing the quotas for those individual members

with actual quota shares considerably smaller than calculated quota shares; and

o an increase in basic votes aimed at correcting the erosion of the voting power of the
smallest members.

However, it was recognized that the required majority for all elements of such a package
does not exist at present. Specifically, most Directors recognized that there was no need for a
quota increase in view of the Fund’s satisfactory liquidity position. Moreover, an increase in
basic votes would require an amendment of the Articles of Agreement.

11. Staff circulated a paper in August 2004 updating the data set used for
illustrative quota calculations.’ The paper concluded that quota formulas using GDP and
the other economic and financial variables and weights that have been considered broadly
appropriate by the Board are not likely to yield results that significantly impact the overall
distribution of calculated quota shares. In addition, the results underpinned the conclusions
from earlier Board discussions. Specifically, for the industrial countries as a group,
calculated quotas based on economic and financial variables deliver calculated quota shares
that exceed actual quota shares while the converse is observed for developing and transition
economies as a group.

III. UPDATED QUOTA CALCULATIONS

12. Staff has updated the data set used for illustrative quota calculations for
184 members through 2003. The updated data set for individual members is presented in
Table A2 (Statistical Appendix) both for the traditional variables used in the existing five
formulas and for the variables that have been discussed by the Executive Board."

o The data are drawn mainly from International Financial Statistics (IFS) and the
World Economic Outlook (WEQ). Missing data series are computed based on the

8 See IMF Executive Board Discusses Quota Distribution Issues, PIN No. 03/106, August 29, 2003.

? See Quotas—Updated Calculations (SM/04/305, 8/30/04). Data through 2002 were used in the calculations.
The previous calculations used data through 1999.

' See Appendix III for details on the five existing formulas. The data obtained cover current receipts and net
capital flows (1991-2003), current payments (1999-2003), GDP (2001-03), and reserves (monthly data
for 2003), all in SDRs.



Country Desk Data database, staff reports, and in a few instances, data from the
Eleventh Quota Review.''

o As in the earlier papers, some data adjustments such as exclusion of goods for
processing, international banking interest, and official transfers from current account
data have not been made.'?

13. The existing five formulas were used with the updated data set to estimate
calculated quotas and quota shares for all members. The results for country groups and
for individual members are shown in Table 1 and Table A3, respectively.

14. In general, the calculated quota shares for the main country groups are
broadly similar to those presented previously using data through 2002." The share of
the advanced economies declines by about one percentage point, but remains well above their
actual quota share (Table 1). The calculated quota share of developing countries as a group
increases, reflecting a further increase for the Asian economies, whose aggregate share in
calculated quotas exceeds their share in actual quotas by a wide margin. The converse is true
for the other three main regional sub-groups, as well as for the transition economies.

15. The data set through 2003 was also used to update information on the group
of countries that had actual quota shares significantly out of line with calculated quota
shares. The criterion used for determining this group was based on the ratio of each
member’s calculated to actual quota share using the existing five formulas.'* Preliminary
calculations using the updated data set indicate that there are 16 countries whose calculated
quota shares exceed actual quota shares by more than 50 percent.'” This criterion has been
considered relevant in the past in identifying members whose actual quota shares were
regarded as being most seriously out of line.'®

' For details of compilation and composition of the data, see Appendix IV.

2 These adjustments have been made only in the context of Quota Reviews. For details on past adjustments, see
Annex I in Alternative Quota Formulas—Considerations (SM/01/293, 9/27/01).

1 See Quotas—Updated Calculations (SM/04/305, 8/30/04).

' See Eleventh General Review of Quotas—Preliminary Quota Calculations (EB/CQuota/95/1, 8/10/95),
pp. 20-23. See also Alternative Quota Formulas—Further Considerations (SM/02/132, 5/6/02), pp. 26-27.

15 The 16 members are Bahrain, Botswana, China, Equatorial Guinea, Estonia, Ireland, Korea, Luxembourg,
Malaysia, Mexico, Oman, San Marino, Singapore, Thailand, Timor-Leste, and United Arab Emirates.

' In comparison, out-of-lineness was measured using the 16 different formula variants in the 2002 Board paper
on quota issues. Actual quota shares were consistently among the lowest relative to calculated quota shares for a
small group of members. These eight members were Bahrain, Botswana, Ireland, Korea, Luxembourg,
Singapore, Thailand, and Turkey. See Alternative Quota Formulas—Further Considerations (SM/02/132,
5/6/02), pp. 26-27
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16. In sum, the results of updating the data set do not alter the broad conclusions
reached in earlier papers. Quota adjustments based on a metric that uses the economic and
financial variables and weights that have been considered broadly appropriate by the Board
in the past would imply a larger quota share for the economies in Asia, which has been
widely recognized as an issue. However, this would tend to come at the expense of the other
regional sub-groups of developing economies, and the quota share of developing and
transition economies as a whole would tend to decline while that of the advanced economies
would increase. This suggests that an alternative mechanism would need to be found if the
Board considered that an increase in the share of developing and transition economies was
desirable. Given this, and the Fund’s current and prospective near-term liquidity situation,
the next section considers the options for adjusting quotas and voting power outside of a
general increase.

IV. OPTIONS FOR ADJUSTMENTS IN QUOTAS AND VOICE

17. The Fund’s Articles of Agreement specify several principles that govern any
adjustment of quotas. First, “[t]he Board of Governors shall at intervals of not more than
five years conduct a general review, and if it deems it appropriate propose an adjustment, of
the quotas of the members.” Second, the Board of Governors “may also, if it thinks fit,
consider at any other time the adjustment of any particular quota at the request of the member
concerned.” (Article III, Section 2 (a)). Third, any change in quotas requires an 85 percent
majority of the total voting power (Article III, Section 2 (c¢)). Fourth, the quota of a member
may not be changed without that member’s consent (Article III, Section 2 (d)).

18. The Articles of Agreement do not explicitly reference how quotas should be
adjusted or the role of quota formulas in the adjustment process. In addition, the

Executive Board has not formally adopted any specific formula in adjusting quotas. In
principle, an agreement on a quota formula is not needed to adjust quotas. However, in practice,
the Executive Board has found it useful to have an agreed measure of members’ relative
economic positions as a basis for allocating selective quota increases in the context of general
reviews and for deciding on the eligibility for and amongst members for ad hoc quota increases.

19. As is evident, the Fund’s Articles provide for substantial flexibility in the
adjustment of quotas. Adjustments can take place at any time, in the context of and outside
of general reviews. Such adjustments can be in either direction and the Board has flexibility
in determining the basis for such adjustments. The constraining factors are the very high
majority involved for any change in quotas, and the fact that a member’s quota cannot be
changed without the member’s consent.
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20. In practice, general quota increases have been the main vehicle for
adjustments in members’ quotas and quota shares. General quota increases allow an
adjustment of quota shares to take place in a situation where all members potentially benefit
from an increase in their actual quotas, thereby helping facilitate achievement of the
necessary voting majority. Moreover, adjustments in quota shares in the context of general
reviews have been gradual (Table 2). This reflects the fact that general quota increases have
typically had a large equiproportional element, i.e., increases distributed in proportion to
existing actual quota shares. As a result, general quota increases have shifted actual quota
shares only slowly in the direction of calculated quota shares. Reflecting this, the
“adjustment coefficient,” which measures the extent to which deviations between actual and
calculated quota shares are reduced by quota adjustments, has consistently been relatively
low though it has varied significantly from review to review (from 1.7 percent to

28.0 percent since the Fifth Review)."”

21. The above discussion suggests that quota adjustments are possible outside of a
general quota increase provided that the necessary high degree of consensus can be
obtained. In principle, significant adjustments in quota shares may be more readily
facilitated in the context of a general quota increase, but in practice, adjustments in quota
shares in general reviews have in any event been relatively gradual. Thus, the absence of a
general increase need not constrain the ability of the Executive Board to agree on an
adjustment in quota and voting shares designed to strengthen the Fund’s governance
structure. As discussed below, three broad avenues are available.'®

A. Ad Hoc Quota Increases

22. Ad hoc quota increases address the relative position of individual members.
These have been used relatively sparingly in the past, typically to address the most serious
disparities in the quota distribution or to account for special circumstances. Ad hoc increases
can take place within general quota increases or on a stand-alone basis. Ad hoc increases do
not reduce other members’ actual quotas but do reduce their actual quota shares. The
magnitude of the impact on actual quota shares will depend on the size of the ad hoc
adjustment(s).

A zero value of this measure implies no reduction in the deviation between actual and calculated quota shares
while 100 percent would indicate a complete elimination of differences between actual and calculated quota
shares. For more discussion on convergence over time of actual quotas toward calculated quotas, see External
Review of the Quota Formulas—Annex (EBAP/00/52, Supplement 1, 5/1/00). See also Quota Distributions—
Selected Issues, (SM/03/255, 7/17/03).

'® Suggestions have also been made that issues of changes in the size and/or composition of the Executive
Board should be part of the debate.
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23. Since the early 1970s, ad hoc quota increases have been limited (Box 3). The
Executive Board became less inclined to support ad hoc increases in quotas and generally
concluded that such increases should normally be considered in the context of a general
review of quotas. This position has reflected a general desire to effect changes in the ranking
of quotas relatively slowly and to avoid unduly large and possibly temporary changes in the
overall quota structure. Four ad hoc increases were agreed outside of general quota reviews
to reflect special circumstances, while Japan received an ad hoc increase in the Ninth General
Review. In the Eleventh General Review, however, the ad hoc component was 10 percent of
the overall increase, of which 9 percent was distributed to 38 members with ratios of
calculated to actual quota shares greater than one. Five members—Korea, Luxembourg,
Singapore, Malaysia, and Thailand—whose quotas were farthest out of line and who were
expected to be able to contribute to the Fund’s liquidity over the medium term (all five were
also participants in the NAB) received the remaining 1 percent of the overall increase.

24. This experience suggests that ad hoc increases can play a role but may not of
themselves be sufficient to address broader concerns about voice. Recent ad hoc quota
increases outside of a general review have only been agreed in situations involving a major
change in a country’s relationship with the Fund that has a bearing on its quota. Ad hoc
increases also have been agreed in the context of general quota reviews for countries whose
quotas are considered most out of line with their relative economic positions and to enhance
the Fund’s liquidity. These increases have generally been limited in number and scale,
though a somewhat broader approach was agreed in the Eleventh Review. Such increases
imply a reduction in quota share of all other members not receiving an ad hoc increase. Ad
hoc increases could contribute to addressing concerns about voice as part of the Thirteenth
General Review if the necessary broad consensus exists. This would also likely require
agreement on a new quota formula to provide a common basis against which to assess the
eligibility for and extent of ad hoc increases.
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Member

France
Paraguay
Egypt

Iran
Honduras
Philippines
Australia
Chile
Colombia
Yugoslavia
Egypt
Israel

Malaysia

Italy

Lao People's Dem. Rep.

China
Saudi Arabia

Cambodia
China

Member

1959 Review 3/

Canada
Germany
Japan

Fourth Review 4/
Austria
Canada
Germany
Japan
Sweden

Ninth Review 5/
Japan

Eleventh Review

Box 3. Ad Hoc Increases in Fund Quotas

Year Resolution
Adopted
1946
1946
1948
1948
1952
1958
1960
1960
1960
1960
1962
1964

1964

1964
1969
1980
1981

1994
2001

Year Resolution
Adopted

1959
1959
1959

1965
1965
1965
1965
1965

1990

1998

A. Outside a General Quota Review 1/

Justification for Increase

Low initial level

Low initial level

Low initial level

Low initial level

Its quota was reduced at its request in 1948, but restored to the original amount in 1952.
Low initial level

"Catch-up" to 1959 review

"Catch-up" to 1959 review

"Catch-up" to 1959 review

"Catch-up" to 1959 review

Export variability

"Borderline" case associated with increases in the quotas for other members linked to the
Compensatory Financing Decision of 1963

"Borderline" case associated with increases in the quotas for other members linked to the
Compensatory Financing Decision of 1963

Improve Fund liquidity and comparability with quotas of other members

"Catch up" to Fourth Review

Change in representation

Improve Fund liquidity and comparability, taking account also of large past and prospective
Fund borrowing with Saudi Arabia.

Resumption of Fund relations

Resumption of sovereignty over Hong Kong SAR

B. In the Context of General Reviews 2/

Justification for Increase

Reflect economic position and ability to provide liquidity
Reflect economic position and ability to provide liquidity
Reflect economic position and ability to provide liquidity

Enhance the Fund’s liquidity
Enhance the Fund’s liquidity
Enhance the Fund’s liquidity
Enhance the Fund’s liquidity
Enhance the Fund’s liquidity

Reflect economic position (by redistributing G-7 quota shares so that other members shares
were unaffected)

10 percent of the overall increase, of which: (i) 9 percent distributed to 38 members with
ratios of calculated to actual quota shares greater than one; and (ii) one percent distributed to
five members (Korea, Luxembourg, Singapore, Malaysia, and Thailand) whose quotas were
significantly out of line with their relative economic positions

1/ The first section of this box reproduces Table A.2. in Quota Distribution—Selected Issues (SM/03/255, 7/17/03). The quota increases
shown here exclude the quota increases authorized under the small quota policy of 1955 and in connection with the 1963 Decision on
Compensatory Financing of Export Fluctuations.

2/ Prior to the Eighth Review, when selective increases were allocated only to a subset of members, the distinction between selective and
ad hoc elements was not clear cut.
3/ A group of 14 countries also received special quota increases in connection with the 1959 Review.

4/ Selective increases were authorized for 16 countries whose quotas were low relative to their economic positions, including the five
industrial countries listed above.
5/ In addition, very small quotas were rounded up in multiples of SDR 0.5 million.
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B. Voluntary Adjustments

25. In some previous quota reviews, members have voluntarily accepted a
reduction in their quota shares as part of the broader agreement on an overall quota
increase. In particular, such arrangements have helped to facilitate agreement on ad hoc
increases for one or a group of members by limiting the impact of such increases on the
broader membership. This has typically involved: (i) an overall increase in total quotas; and
(i1) an agreement by a member or group of members to accept a lower increase than would
otherwise have applied, including a smaller than equiproportional adjustment, in order to
offset the effect of larger increases for some other members. Examples have included the
reduction in quota share of the United Kingdom in the Fifth General Review, the agreement
among the industrial countries in the Sixth General Review to accept a lower quota share in
the context of larger increases for the major oil-exporting countries, and the agreement on a
realignment of quota shares among the G-7 countries during the Ninth General Review

(see Box 4).

26. Agreement on a voluntary quota reduction by a member or a group of
members could facilitate a broader adjustment in quota shares even in the absence of a
general quota increase. A key difference with the past would be that this would require
some members to agree that their actual quotas would be reduced, thus giving these members
an effective veto over a desired redistribution of quota shares.'” Given that the economic and
financial variables that have been considered reasonable for inclusion in a new quota formula
tend to imply a higher calculated quota share for the advanced economies, as noted above, a
broad political consensus on some redistribution of actual quotas relative to that implied by
the traditional variables, may be needed. For example, a voluntary reduction in quotas among
the advanced economies could facilitate an increase in aggregate quotas for developing and
transition economies and/or mitigate the effects on their quota shares of quota adjustments
for a sub-group of countries considered most seriously out of line. An important additional
consideration in this context would be the impact on the Fund’s liquidity, given that a
redistribution of quotas in the absence of a general quota increase could imply a reduction in
the Fund’s usable currencies.

1 All members have an effective veto over changes in their own quotas. But, on occasions in the past when
individual members have not consented to an increase in their quotas, this has implied a larger quota share for
the rest of the membership.
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Box 4. Experience with Voluntary Adjustments

Voluntary reductions in quota shares by some members have helped facilitate agreement on requests for
ad hoc increases for other members by limiting the impact of such increases on the broader membership.
While voluntary reductions in quota shares, in practice, have taken place in the context of general quota
increases, voluntary reductions in actual quotas could take place without a general quota increase if members
agreed to such reductions.

An agreement by a member or group of members to voluntarily accept a lower quota share in the context
of a general quota increase represents a willingness on the part of a member or group of members to give
up a part of their potential quota increase. Examples of such voluntary reductions took place during the
Fifth, Sixth, and Ninth General Reviews of quotas, and although facilitated by a general increase in quotas,
these cases could shed light on the dynamics of such processes.

An agreement among a group of industrial countries during the Fifth General Review of Quotas resulted
in a voluntary reduction in a member’s quota share—the United Kingdom—in order to accommodate an
increase in the quota shares of other members. The Group of Ten (G-10) industrial countries had agreed to a
distribution of quota shares within the G-10, and as a result of that agreement, there were increases in quota
shares of 78 members under the general review. Specifically, the quota shares of 78 members increased by
amounts larger than the equiproportional increase, offset by an increase in the quota of the United Kingdom that
was less than the equiproportional increase.

In the context of the Sixth General Review of Quotas, a similar agreement, as that for the G-10 during
the Fifth Review, was reached among a larger group of industrial countries. In this case, the increase in the
quota share of the major oil-exporting countries as a group was matched by a decline in the share of the
industrial countries in total quotas.

Japan’s request for an ad hoc increase within the Ninth Review was facilitated by agreement among the
Group of Seven (G-7) countries to accept voluntary reductions in quota shares. There was a redistribution
of quota increases among the G-7 to accommodate an ad hoc increase in the quota of Japan in such a manner
that the quota increases for the rest of the membership were unaffected.

C. Basic Votes

27. As noted above, the Board has previously discussed an increase in basic votes
as one possible element of a package in the context of a general quota increase under
the Thirteenth Review. The Articles of Agreement (Article XII, Section 5) provide that
each member shall have 250 “basic” votes plus one vote for each SDR 100,000 of quota. The
absolute level of basic votes has not been changed since the Bretton Woods Agreement, with
the result that the share of basic votes in total voting power has declined from 11 percent to
just over 2 percent at present (Table 3). The declining role of basic votes is perceived by
some as a weakening of the voice of small developing countries in the decision-making
process within the Fund and the World Bank.*

0 See The IMF and the World Bank At Sixty, Edited by Ariel Buira for the G24 Research Program, Anthem
Press, 2005, pp. 15-16 and Challenges to the World Bank and the IMF, Developing Country Perspectives,
Edited by Ariel Buira for the G24 Research Program, Anthem Press, pp. 14—17.
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Table 3. Relative Importance of Basic Votes, 1945-Present

Basic Votes

Number of Total Number Percent

Members Votes of Total
Schedule A 1/ 45 99,390 11,250 11.3
1958 68 108,930 17,000 15.6
1965 101 179,928 25,250 14.0
1970 115 236,835 28,750 12.1
1976 132 319,714 33,000 10.3
1978 140 432,415 35,000 8.1
1983 145 646,415 36,250 5.6
1990 152 1,387,910 38,000 2.7
1998 2/ 183 2,166,040 45,750 2.1
Present 2/ 3/ 184 2,176,037 46,000 2.1

Source: Finance Department.

1/ Schedule A refers to Schedule A in the Articles of Agreement, as
agreed at the Bretton Woods Conference in July 1944, which entered into
force on December 27, 1945. Includes the votes of Denmark, whose
initial quota was not specified in Schedule A and the former Soviet
Union, which did not become a member of the Fund.

2/ Including countries whose voting power was/is suspended.

3/ Based on actual quotas as of end-April 2005.

28. An increase in basic votes could be considered as one option to address
concerns about voice in the Fund. Various options have been examined in the past,
including:

o Increasing the number of basic votes by the same fixed amount for all members.
Under this approach, the smaller a member’s quota relative to the Fund-wide average,
the larger would be the proportionate increase in that member’s voting power.

o Establishing the total number of basic votes as a fixed percentage of total quotas.

o Increasing the number of basic votes by a fixed amount, but only for members that
belong to a particular category; e.g., small or developing countries.

29. Any such change would require an amendment of the Articles, and the
necessary broad support for such a change has not so far existed. Proposals for changes
in basic votes have traditionally been considered in the context of general quota reviews
because increases in either quotas or basic votes affect total voting power and both require
the same broad majority as is needed for an amendment of the Articles of Agreement. Most
recently, an increase in basic votes as a means of enhancing the voice of developing countries



-19 -

in the Fund’s decision-making was discussed in the context of the Twelfth Review and again
in July 2003.”!

30. An increase in basic votes could play a role in addressing issues of voice in the
Fund in the absence of a general quota increase. However, because the effect would be
concentrated on the smaller members, it may not of itself be sufficient to address broader
concerns about the relative voting power of groups of members. By way of illustration, the
impact of restoring the level of basic votes to 5 or 10 percent of the total voting power on the
shares of major country groups, without a change in quotas, is shown in Table A4.

V. CONCLUSIONS AND ISSUES FOR DISCUSSION

31. This paper has sought to respond to the requests for further consideration of
the issues of quotas and voice in the context of the Thirteenth General Review of
Quootas. Its main conclusions are summarized below.

32. The results of updating the quota data base through 2003 do not significantly
change the broad conclusions presented in earlier papers; namely, that quota formulas
using the economic and financial variables and weights that have been considered broadly
appropriate by the Board in the past—including a substantial weight for GDP as the most
important indicator of economic size—are likely to yield results that would tend to imply a
larger quota share for the advanced economies and a smaller share for the developing and
transition economies as a group, though it could involve a significant redistribution within
that group.

33. Agreement on a new quota formula remains an important objective.
Considerable progress was made in previous Board discussions towards agreement on a new
formula that is simpler and more transparent than the traditional formulas, but views differed
on the details of the variables to be included. Quota formulas measure members’ relative
economic positions and therefore represent a key metric for assessing issues relating to the
distribution of quotas. Thus, agreement on a new formula will be an important element in
future quota discussions. However, agreement on a new formula alone is unlikely to address
broader questions regarding voice in the Fund, given the gradual nature of past quota
adjustments and the results of updating the database for the key quota variables.

34. In this context, Directors have previously seen considerable merit in a package
approach that would include elements of benefit to the membership as a whole. These
discussions were couched within the framework of a general quota increase that would
include a relatively large selective element, though most Directors have also considered that

! In Alternative Quota Formulas—Further Considerations (SM/02/132, 6/6/02), pp. 27-30 address the
proposals by some Executive Directors to base voting power on a weighted average of quotas, populations, and
basic votes; and alternatively to add a constant in the quota formulas. There was not broad support for these
proposals and it was recognized that quota formulas should not be overloaded with too many objectives.
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there was no need for a quota increase in view of the Fund’s satisfactory liquidity position.
Recent developments in the Fund’s current and prospective liquidity position suggest that
this picture remains broadly unchanged, as reported in a separate paper. This raises the
question of the scope for addressing issues of the distribution of quotas and voting power
without a general quota increase.

35. The Fund’s Articles provide for substantial flexibility in the adjustment of
quotas. Adjustments can take place at any time, in the context of or outside of a general
review. The Board also has considerable flexibility in determining the basis for such
adjustments. Thus, scope exists for addressing issues relating to the distribution of quotas and
voting power without a general quota increase. This said, general quota increases have been
the main vehicle for adjusting quotas in the past, and have the advantage of allowing
adjustments in circumstances where all members receive some increase. Even in this
situation, adjustments have been gradual and it has often been difficult to obtain the needed
consensus. These difficulties could be compounded in the absence of a general quota
increase, considering the need for some members to accept a reduction in their actual quotas.
Thus, a strong political consensus on the needed adjustment would be essential, given that
any quota adjustments require a near unanimity, and that no adjustments in individual
member’s quotas can take place without their consent.

36. Three broad options exist for adjustments in quotas and voting power in the
absence of a general increase. Such options could be explored either individually or in
combination as part of a package. The Board could consider ad hoc increases for selected
countries whose quotas are most out of line. Such increases have been agreed in the past and
could be accommodated without necessarily requiring a reduction in other members’ actual
quotas, although quota shares would decline for all other members. Voluntary adjustments
among country groups or individual members are also an option. Such adjustments have been
implemented in the past, though always in the context of general quota increases and not in
situations where reductions in some members’ actual quotas would be needed. The
implications for the Fund’s liquidity would also need to be considered. A third option is an
increase in basic votes. This would affect the distribution of voting power—particularly for
the Fund’s smallest members—without an adjustment in quotas, but requires an amendment
of the Articles, and may not of itself be sufficient to address broader concerns about relative
voting power across the membership as a whole.

37. To some extent, these options address two distinct but related issues; namely,
the need to ensure that the distribution of quotas adequately reflects developments in the
world economy and the desire to strengthen the voice of developing and transition
economies. Ad hoc quota increases for countries most out of line can and have played a role
in addressing the former. However, strengthening the voice of developing and transition
economies as a whole may require some additional elements, which could include voluntary
adjustments in quotas and/or raising basic votes.
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In their discussion, Directors may wish to comment on the following issues:

How do Directors assess the overall scope for progress on the issues relating to the
distribution of quotas and voting power in the Fund in the absence of a general quota
increase?

What options for addressing voice issues do Directors consider most promising,
including the three options identified in this paper for adjustments in the absence of a
general quota increase? Would Directors favor further staff work to explore proposals
involving some combination of these options?

Do Directors share the view that agreement on a new quota formula should be part of
any adjustment in actual quotas, and how do they assess prospects for narrowing the
remaining differences on this issue? Would they agree that further staff work on
options for a new, simpler, and more transparent quota formula should be undertaken
in parallel with exploration of the broader options for addressing issues of quotas and
voice considered in this paper?
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Evolution of the Size and Structure of the Executive Board

In line with the expectations of the drafters of the original Articles of Agreement in 1946
about the likely size of the membership of the Fund, Article XII, Section 3(b) called for an
Executive Board of not fewer than 12 Executive Directors, of whom 5 were to be appointed
by the members with the largest quotas, and 7 to be elected by the members not entitled to
appoint Executive Directors.** Article XII, Section 3 (b), in its initial version, further
specified as follows: “When governments of other countries become members, the Board of
Governors may, by a four-fifths majority of the total voting power, increase the number of
directors to be elected.”

The large increase in Fund membership and related pressure to expand the size and/or alter
the structure of the Board grew from some key historical currents: the process of
decolonization and independence for countries in Africa and Asia in the 1950s and 1960s; the
growth of new sources of economic dynamism, especially in Asia, in the 1970s and 1980s;
and the move to embrace market systems by the CIS, Eastern European and Baltic countries
in the 1990s. It also reflected the need to take into account the changes in the relative
economic weight between countries that these currents often precipitated. The size of the
Board, in terms of the total number of chairs, has doubled since 1946 (Table Al).

The Board grew gradually throughout the 1950s and 1960s, reflecting these forces, to stand
at 20 chairs at the time of the Second Amendment of the Articles of Agreement in 1978. To
reflect this evolution, Article XII, Section 3 (b) was changed in the Second Amendment, to
specify an Executive Board of 20, with five Directors appointed by the five members having
the largest quotas, and 15 to be elected by the other members.> Article XII, Section 3 (b), as
amended in the Second Amendment, further provides that the Board of Governors may, by
an 85 percent majority of the total voting power, increase or decrease the number of elected
Executive Directors for any regular election, which is held every two years.

In 1972, in response to concerns expressed by the African members, an understanding was
reached that there should be two African constituencies and Executive Directors. This
understanding was reflected in the Report of the Executive Board to the Board of Governors
on the Size and Structure of the Executive Board of July 25, 1972.* The Board of Governors

*? Furthermore, if the members entitled to appoint Executive Directors did not include the two members that
made available the largest absolute amount of resources utilized by the Fund, on the average over the two
preceding years, then these two members were required to appoint Executive Directors, see Article XII,
Section 3 (b) (ii) and (c), initial version.

3 Article XII, Section 3 (b) (i) and (c), requiring two additional appointed Executive Directors, was amended
to allow the respective members the option of not appointing an Executive Director and of participating instead

in the election of Executive Directors.

% See paragraph 2, Report of the Executive Board to the Board of Governors on the Size and Structure of the
Executive Board, in SM/72/154, Sup. 1, 7/25/72: “ There was widespread support for the view that, if the large

(continued)
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took note of the report—and thereby implicitly of this understanding—in the context of its
decision on the Size and Composition of the Executive Board (Resolution No. 27-12,
effective August 31, 1972). This understanding was confirmed at the time of the Second
Amendment of the Articles, and has continued to apply for the regular elections of Executive
Directors since then.*

The principles regarding the size and composition of the Board elaborated during the
discussion on the Second Amendment have continued to guide the Board of Governors in
particular cases where the size of the Board is an issue.”® For instance, in 1978, Saudi Arabia
became entitled to appoint an Executive Director, as it had become one of the two largest
Fund creditors (under the provisions of Article XII, Section 3 (c)),” and in 1980, when China
participated in the regular election for the first time in a number of years, following the
clarification of the representation of China on the Boards of the Fund and the Bank, it had
sufficient votes to elect its own individual Director. To accommodate this without upsetting

number of countries in this area [Africa] were to elect only one Executive Director, the burden on him would be
excessive, and he would be unable to give adequate attention to the interests of all members that elected him.
Concern was expressed that this result would hinder the efficient conduct of the business of the Executive
Directors, particularly when the interests of these members were involved. There was widespread support for
the view that it was desirable that this large number of countries should have the opportunity to elect two
Executive Directors under the present Articles.”

 See Board of Governors Resolution No. 36-3, effective April 27, 1981: “[The Board of Governors]

[r]esolved: (1) The Board of Governors reaffirms that the Fund, when determining the number of Executive
Directors to be elected in each regular election of Executive Directors, shall continue to be governed by the
objectives and considerations, including the desirability of broadly maintaining the existing geographical
balance in the composition of the Executive Board, set forth in Section 2(a) of Chapter O, “Organizational
Matters (Article XII and Schedules D and E),” in Part 11, “Commentary”, in Proposed Second Amendment to the
Articles of Agreement of the International Monetary Fund: A Report by the Executive Directors to the Board of
Governors.”

?% In the Commentary on the Second Amendment, it is stated: “...the Fund has been guided by the objectives of
ensuring that the size of the Executive Board will contribute to the effective dispatch of its business, that a
desirable balance will be maintained in the composition of the Executive Board, and that the size of
constituencies will not place undue burdens on Executive Directors and hinder the efficient conduct of the
business of the Board, that members will be as free as possible within the provisions of the Articles and the
regulations for the elections to form the constituencies of their choice, and that a relative equilibrium will be
achieved in the voting power of the constituencies electing Executive Directors.” (Section 2(a) of Chapter O,
“Organizational Matters (Article XII and Schedules D and E),” in Part II, “Commentary”, in Proposed Second
Amendment to the Articles of Agreement of the International Monetary Fund: A Report by the Executive
Directors to the Board of Governors (March 1976), p. 64.)

*7 Saudi Arabia appointed an Executive Director until the 1992 regular election, when it ceased to be one of the
Fund’s two largest creditors, but it has elected its own individual Executive Director since then, see

International Monetary Fund: 1992 Regular Election of Executive Director—Issues for Consideration,
EB/CREED/92/1, 6/16/92, p. 4.
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the previous outline of constituencies, the Board of Governors decided to increase the
number of elected Executive Directors to 16, bringing the total number of chairs to 22.*

In 1992, to reflect the increase in membership in particular by the CIS and Eastern European
countries, as well as by Switzerland, the Board of Governors agreed to increase the number
of elected Executive Directors to 19.” That number has been maintained for the subsequent
regular elections. With the five members with the largest quotas appointing Executive
Directors, the total number of Executive Directors in the Board now stands at 24.

2 Board of Governors Resolution No. 35-8, effective September 8, 1980.

¥ Board of Governors Resolution No. 47-19, effective September 22, 1992, based on a proposal by the
Committee for the 1992 Regular Election of Executive Directors and a Report of the Executive Board to the
Board of Governors on the 1992 Regular Election of Executive Directors, see EBD/92/200, 04/09/92, Annex 1.
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Table A1l. Changes in the Number of Executive Directors in the Fund

Regular Election Appointed Elected Total
1946 5 7 12
1947 (interim election) 5 8 13
1948 (interim election) 5 9 14
1952 5 11 16
1956 5 12 17
1958 61/ 12 18
1960 5 13 18
1963 (interim election) 5 14 19
1964 5 15 20
1968 62/ 14 20
1970 63/ 14 20
1978 64/ 15 21
1980 65/ 16 22
1992 5 19 24

1/ Canada appointed an Executive Director under Article XII, Section 3 (¢).

2/ Italy appointed an Executive Director under Article XII, Section 3 (c).

3/ Japan appointed an Executive Director upon becoming one of the five largest quota-holders with the
effectiveness of its quota under the Fifth General Review.

4/ Saudi Arabia appointed an Executive Director under Article XII, Section 3 (c).

5/ Saudi Arabia appointed an Executive Director under Article XII, Section 3 (c).
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Basic Information about Quotas

A Fund member’s quota is broadly determined by its economic position relative to the
economic positions of other members. Various economic factors are considered in
determining changes in quotas, including GDP, current account transactions, and official
reserves. When a country joins the Fund, it is assigned an initial quota in the same range as
the quotas of existing members considered by the Fund to be broadly comparable in
economic size and characteristics. Any changes in quotas require broad support, as they
must be approved by an 85 percent majority.

Member’s quotas are reviewed periodically. The five-yearly regular reviews of quotas
established under the Fund’s Articles are designed to meet several key objectives.’® These
include to ensure that the Fund continues to have sufficient resources to fulfill its
responsibilities and that the distribution of quotas adequately reflects developments in the
world economy. In this regard, the reviews conducted by the Executive Board have focused
on key topics as follows:

° The role and size of the Fund;

J The adequacy of Fund resources and the need for a possible quota increase;
o The distribution of quotas including possible changes to quota formulas; and
o Governance and representation.

Quota Reviews

There are two main issues addressed in a general quota review: the size of an overall
increase and the distribution of the increase among the members:

First, a general quota review allows the Fund to assess the adequacy of quotas both in terms
of members’ balance of payments financing needs and in terms of its own ability to help
meet those needs. Of the twelve general reviews that have been conducted so far, five have
concluded that no increase in quotas was needed.

Second, a general review allows for increases in members’ quotas to reflect changes in their
relative positions in the world economy. Ad-hoc quota increases outside general reviews
have been rare in recent decades, although China was granted a higher quota in 2001
following its resumption of sovereignty over Hong Kong SAR.

3% The Articles of Agreement provide for General Reviews of Quotas by the Board of Governors at intervals of
not more than five years (Article III, Section 2).
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The last quota increase under a general review—the Eleventh—took effect in January 1999.
The 45 percent overall increase reflected changes in the size of the world economy, the
increased risk of financial crisis, and the rapid liberalization of trade and capital flows.

During the Twelfth General Review, the Executive Board discussed the role and size of the
Fund and the adequacy of its resource base. It also considered the distribution of Fund
quotas that would best reflect changes in the world economy, as well as measures to
strengthen the governance structure of the institution. The Review was concluded on January
30, 2003 with no proposal by the Board of Governors to increase quotas.

The period of the Thirteenth General Review began after the conclusion of the Twelfth
Review and is to be completed by January 30, 2008. The resolution concluding the Twelfth
General Review indicated that the Executive Board intended, during the period of the
Thirteenth General Review to monitor and assess the adequacy of Fund resources, to
consider measures to achieve a distribution of quotas that reflects developments in the world
economy, and to consider measures to strengthen the governance of the Fund.

Actual Quotas and Calculated Quotas

As noted actual quotas are assigned to members when they join the Fund based on
their relative economic position in the world economy. The Board has usually relied on
quota formulas as an independent measure of members’ relative economic size. Typically,
the quota resulting from the formulas—the calculated quotas—is different from the actual
quota of a member and, in the most recent quota review, actual quotas were on average less
than half of calculated quotas. However, quota formulas, though one element in determining
actual quotas, in practice have had a limited role in this area and also in determining actual
quota adjustments.

The shifts in actual quotas and quota shares during General Reviews have broadly
reflected the differences in economic developments among members between the
Reviews. Increases in members’ quotas during general reviews typically consist of an
equiproportional element and a selective element. The equiproportional element is distributed
to all members according to their existing quota shares. The selective element is distributed
to either all members or a subset of members. The selective element is used to attain a change
in quota shares among members. For any overall increase in quotas, the larger the selective
increase, the greater the redistribution of quota shares. In practice, the selective component
has tended to be relatively small.

The distribution of selective quota increases has generally been based on calculated
quotas. Calculated quotas have played a key role both in determining which countries are
eligible for selective quota increases and in the distribution of selective quota increases.
Since the Eighth Review (1983), the selective quota increases have been allocated to all
members in proportion to their calculated quotas. However, large discrepancies between
actual and calculated quota shares remain for certain members.
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The extent to which distributions of calculated and actual quotas have converged over
time for the membership as a whole can be approximated by the “convergence index,”
defined as 100 percent minus the aggregate of positive (or aggregate of negative) deviations
of actual from calculated quota shares. According to this measure, until recently, quota
adjustments have on average restored the convergence index to a level that prevailed just
after previous general reviews.”' (Table A4).

Most recently, under the Eleventh Review in 1998, 25 percent of the quota increase was
selective. The quota formulas helped determine each member’s share of the selective
increase as follows: (1) 15 percent of the total increase (three-fifths of the selective element)
was distributed to all members; (2) 10 percent of the total increase was distributed to those
countries whose ratio of calculated to actual quotas was considered to be most “out of line”
where out of line was defined as those countries with ratios of calculated to actual quotas
above one. There were 38 members that met this criterion.

*! For more discussion on convergence over time of actual quotas toward calculated quotas, or lack thereof, see
External Review of the Quota Formulas—Annex (EBAP/00/52, Supplement 1, 5/1/00).
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The Original Bretton Woods Formulas and Impetus for Change

The original Bretton Woods formula was a single equation intended to provide a
comprehensive measure of the relative size of a country’s economy that took into account
important differences in the economic structures of countries. The formula contained the
following variables: (i) national income as a measure of a country’s economic size and ability
to contribute to Fund resources; (ii) reserves, also as a measure of a member’s capacity to
finance Fund operations, but with a smaller weight; (iii) merchandise imports as an indicator
of possible need to use IMF resources; (iv) variability of exports with a high weight to reflect
vulnerability to external trade shocks that could lead to a need for financing; and

(v) a multiplicative factor that increased the role of exports relative to national income in the
determination of calculated quotas.

The Bretton Woods formula was revised and a number of alternative formulas were
added in 1962/63. In order to increase the quotas of smaller primary commodity producing
countries and to bring calculated quotas closer to actual quotas for most other countries, three
main changes were made to the Bretton Woods formula: (i) the original coefficients were
reduced by half to bring calculated quotas more in line with the sum of actual quotas; (i) the
measure of variability was modified to remove the rising trend in exports; and (iii) imports
and exports were replaced with current payments and current receipts. The original variables
were retained as Set I data, while the new variables were referred to as Set II data.

The revised Bretton Woods formula did not adequately capture the economic structure of
smaller primary commodity producing countries. Therefore, four derivative formulas were
developed that provided greater emphasis on trade and variability and reduced the role of
national income and reserves. A member’s calculated quota was determined as the larger of
the Bretton Woods formula or the average of the two lowest calculated quotas from the
derived formulas. In effect, a dual structure of ten formulas was utilized (i.e., five formulas
based on two sets of data) with the larger countries relying primarily on the Bretton Woods
formula and smaller, more open economies with highly unstable external sectors using the
supplementary formulas.

The quota formulas were simplified and updated in 1981/82. These changes consisted of:
(1) eliminating five of ten formulas by focusing on Set II data; (i1) replacing nominal income
with GDP, which is viewed as a more comprehensive and readily available measure of
national output; (iii) broadening the measure of reserves to include holdings of SDRs, ECUs,
and IMF reserve positions and calculation of the holdings as a 12-month average rather than
an end-of period total; and (iv) reducing the coefficient of variability in the four derivative
formulas by 20 percent to moderate the impact of the very sharp increases in the prices of
certain commodities, especially the increases in oil prices in 1973/74 and 1979. There have
been no changes in the formulas since 1983, although the Executive Board considered
proposals for changes, mostly in the variables to be included, on several occasions (Box Al).
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Box Al. Existing Quota Formulas

Quota formulas have evolved over time. A formula that was used in 1944 as a basis for determining the
broad configuration of the initial quota distribution became known as the Bretton Woods formula. This
formula contained five variables: national income, official reserves, imports, export variability, and the ratio
of exports to national income. A multi-formula approach was introduced in the early 1960s, when the Bretton
Woods formula was supplemented with four other formulas containing the same basic variables but with
larger weights for external trade and external variability. The quota formulas were last modified in the
context of the Eighth General Review (1982/83) but their basic structure was retained (for a more
comprehensive overview of quota formulas, see Alternative Quota Formulas—Considerations, Annex 11,
(SM/01/293, 9/27/01)).

The current five formulas, used from the Eighth to the Eleventh Reviews, are:

Bretton Woods: 0;=1(0.01Y+ 0.025R + 0.05P + 0.2276VC) (1 + C/Y);

Scheme III: 0, = (0.0065Y + 0.0205125R + 0.078P + 0.4052VC) (1 + C/Y);
Scheme IV: 0; = (0.0045Y + 0.03896768R + 0.07P + 0.76976VC) (1 + C/Y);
Scheme M4: 0,=0.005Y + 0.042280464R + 0.044 (P + C) + 0.8352VC;
Scheme M7: 05 =10.0045Y + 0.05281008R + 0.039 (P + C) + 1.0432VC;
where:

0, 05 03 Q4 and Q5= Calculated quotas for each formula;
Y= GDP at current market prices for a recent year;

R = twelve-month average of gold, foreign exchange reserves, SDR holdings and reserve positions in
the IMF, for a recent year;

P = annual average of current payments (goods, services, income, and private transfers) for a recent
five-year period,

C = annual average of current receipts (goods, services, income, and private transfers) for a recent
five-year period; and

VC = variability of current receipts, defined as one standard deviation from the centered five-year
moving average, for a recent 13-year period.

For each of the four non-Bretton Woods formulas, quota calculations are multiplied by an adjustment factor
so that the sum of the calculations across members equals that derived from the Bretton Woods formula. The
calculated quota of a member is the higher of the Bretton Woods calculation and the average of the
lowest two of the remaining four calculations (after adjustment).
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During the Eleventh General Review of Quotas, concern was expressed that the current
quota formulas did not reflect changes in the world economy, such as the growing role
of emerging markets and the increased importance of international capital flows. As a
result, the Quota Formula Review Group (QFRG) was convened in 1999 to provide the
Executive Board with an independent review of quota formulas.** The QFRG reviewed the
history of quota formulas and provided an analysis of possible variables that could be
included in a revised formula.” The QFRG also suggested criteria for assessing proposals for
changes in the formulas, notably a sound economic basis for variables, reflecting changes in
the world economy, consistency with the multiple functions of quotas, and simplicity and
transparency. Finally, the QFRG recommended a single formula with two variables: GDP as
a measure of the ability to contribute resources to the Fund, and variability of current receipts
and net long-term capital flows, as a measure of external vulnerability, with the GDP variable
having the larger weight.

The staff commentary supported the objectives of the QFRG. The staff agreed in
particular with the goal of simplicity and the use of variables that reflect the functions of
quotas. Staff also supported the use of GDP, converted to a common base at market exchange
rates, and a broader definition of variability to indicate potential vulnerability.

However, staff expressed concern that the QFRG variability measure would not reflect
vulnerability from short-term capital shocks. In addition, a partial quantification of the
QFRG-recommended formula indicated a distribution of calculated quotas that most
members would consider unacceptable. A subsequent, more comprehensive and updated
quantification confirmed this preliminary calculation.

A wide divergence of views on the issues raised in the QFRG report and the staff
commentary were expressed at the Executive Board seminar. Directors generally
recognized the need to simplify the current formulas and to update them to take account of
the growing role of capital flows. Concern was expressed, however, that the specific formula
recommended by the panel pointed toward a greater concentration of quotas among the
largest industrial countries.

32 The eight-member panel, chaired by Professor Richard Cooper (Harvard University), was asked to review the
quota formulas with respect to “their adequacy to help determine members quotas ... in a manner that
reasonably reflects” members relative positions in the world economy as well as their relative need for and
contributions to the IMF’s financial resources, taking into account change in the functioning of the world
economy and the international financial system in light of increasing globalization of markets.

33 See External Review of Quota Formulas (EBAP/00/52, 5/1/00, Supplements 1 and 2, 5/1/00 and

Supplement 3, 5/2/00) and Staff Commentary on the External Review of Quota Formulas (EBAP/00/66, 6/7/00).
Further discussions based on follow up work by the staff have taken place at an Executive Board seminar in
October 2001, and at a meeting in June 2002.See IMF Executive Board Informally Discusses Quota Formulas,
PIN No. 01/118, November 7, 2001; and IMF Executive Board Discusses Further Considerations in the Twelfth
General Review of Quotas, PIN No. 02/105, September 20, 2002.
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During the October 2001 seminar, Directors considered that quota formulas should be
simple and transparent, reflect the financial functions of quotas, and produce results
that are broadly acceptable to the membership.** They supported the inclusion of GDP in
quota formulas, as an indicator of countries economic size and their potential to either
provide resources to the Fund or use Fund resources. Many Directors supported the use of an
openness variable in the quota formulas to reflect countries’ integration in the world
economy, although a few Directors noted that current receipts and payments on the one hand,
and GDP on the other hand, are highly correlated. Many Directors supported inclusion of a
measure of variability in the quota formula to capture countries’ potential need for Fund
resources, and saw variability of external receipts as an appropriate measure, while some
Directors considered that measures of openness could also be indicative of vulnerability.

In June 2002, Executive Directors reached understandings on broad principles for
arriving at an alternative quota formula.* Specifically, there was general endorsement of
a simpler and more transparent approach in specifying the variables in quota formulas. It was
also agreed that variables included in the quota formulas should be indicators of members’
economic position in the world. In this regard, the Board has also agreed to limit
consideration to three or four variables used in existing quota formulas, but updated and
modernized. These variables include GDP, a measure of openness, variability, and possibly
international reserves. As noted, the Executive Board reaffirmed these broad conclusions in
the July 2003 discussion on quota-related topics.

** See IMF Executive Board Informally Discusses Quota Formulas, PIN No. 01/118, November 7, 2001.

% See IMF Executive Board Discusses Further Considerations in the Twelfth General Review of Quotas,
PIN No. 02/105, September 20, 2002.
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Selection of the Database, Derivation of Quota Variables, and Other Issues3¢

This appendix discusses the required data, the selection of the database, and the derivation of
the data series that were used for the quota calculations.

Required Data

The quantification of existing and alternative quota variables used in this paper requires the
following data for 184 member countries (converted into SDRs as the common
denominator):

o GDP (Gross Domestic Product), for three years (2001-03).

o Current receipts (goods, services, income, and current transfers)®’ for 13 years
(1991-2003). Current receipts are defined as the credit component of all economic
transactions between resident and nonresident entities other than those relating to
financial transactions and reserves.

o Current payments (goods, services, income, and current transfers)*® for five years
(1999-2003). Current payments are defined as the debit component of all economic
transactions between resident and nonresident entities other than those relating to
financial transactions and reserves.

. Net capital flows for 13 years (1991-2003). Capital flows relate to cross-border
transactions in all foreign financial assets and liabilities except reserve assets, Fund
credit and loans, and exceptional financing.

. Official reserves (average over the 12 months of 2003), defined as the sum of foreign
exchange, SDR holdings, reserve position in the Fund, and monetary gold valued at
SDR 35 per fine troy ounce.

Errors and omissions have not been included in the measure of variability of current receipts
and net capital inflows. In many analytical presentations of the balance of payments, errors
and omissions are considered financing flows and included with short-term capital. However,
errors and omissions are, by definition, a residual item, which reflects recording errors that

3% Balance of payments and GDP data for the updated quota calculations were compiled by STA in coordination
with FIN. The STA team comprised Qi He, Paul Austin, Lisbeth Rivas, Olga Laveda, and Dwayne Raiford.

37 Current transfers include both private and official transfers, unlike past quota calculations that excluded
official transfers. The capital account (as defined in the fifth edition of the Fund’s Balance of Payments
Manual) is included here with the current account to improve data comparability across countries as many
countries have difficulty in distinguishing current and capital transfers in their balance of payments systems.

38 Ibid.
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cannot be ascribed to any particular balance of payments category and staff does not believe
that recording errors should be a factor in determining quotas. This is fully in line with the
definition of capital flows in the balance of payments manual.

At the same time, Fund credit and loans, and exceptional financing have been excluded from
the variability measure for the same reason that reserve changes have been excluded. Such
transactions, including Fund borrowing, payment arrears, and debt forgiveness or
rescheduling, represent exceptional measures undertaken to finance balance of payments
needs. Exceptional financing flows are normally shown “below the line” because they are not
autonomous transactions affecting the balance of payments position of a country. For these
reasons, the staff believes that these transactions should not be included in the variability
measure.

Along these same lines, changes in both reserve assets and liabilities should, in principle, be
excluded from net capital flows so that only autonomous, and not financing, flows are
captured. Data on transactions in reserve assets are available for most members in /F'S and
have been excluded from net capital flows. However, because of the continuing lack of data
on reserve liabilities for many members (reserve liabilities are not a standard component in
BPM35), changes in reserve liabilities have not been excluded from the measure of net capital
flows in this paper.

Data Sources

The database containing the variables used in the quota calculations would ideally have the
following attributes: it should be comprehensive; i.e., contains all required data—compiled in
line with internationally accepted concepts and definitions—for all members; the data would
be from official sources (central banks and national statistical agencies); and the data would
be comparable (consistent and coherent) across time and countries. This would ensure similar
treatment for all countries’ data and facilitate the comparability of results in a transparent
manner. It would also be helpful if the database could be updated without major additional
use of staff resources.

As in past quota updates, the main source of data used in the quota calculations was the
Fund’s central macroeconomic database of country, regional, and global statistics. This
database is managed by the Statistics Department (STA) for international statistical
cooperation and publication purposes, and to support the Fund’s surveillance and use of Fund
resources functions. This database, which encompasses a number of component databases
and is collectively known as the Economic Data Facility (EDF), embodies the application of
general methodological guidelines for the compilation of economic and financial data. These
guidelines promote international comparability and methodological continuity in the database
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over time. The database is used to compile the Fund publication—/nternational Financial
Statistics (IFS).”

The IF'S data are reported to STA by central banks and national statistical agencies, and are
based on internationally consistent definitions, such as the fifth edition of the Balance of
Payments Manual (BPM35) and the 1993 System of National Accounts (SNA). STA makes an
effort to compile these data into long time series that are consistent across time and countries.
However, gaps exist in some of the data. For instance, there are some missing data for GDP
and for current account transactions for more recent years and, as in the past, current receipts
and payments data for early years in the case of transition countries are not available. Also,
for many members there are data gaps in the capital account of the balance of payments.

Missing observations were largely supplemented using the World Economic Outlook (WEQ)
database. The WEQ data are provided primarily by the Area Departments through their
consultations with member countries. In the Eleventh Review of Quotas, /F'S data were
supplemented by other official data and staff estimates obtained from area departments and
Finance Department (FIN) staff estimates.

Although WEO data should reflect a presentation of the balance of payments that is
consistent with the BPM35, the definition of balance of payments variables does not
necessarily need to exactly conform to BPMS5 until such time as (a) national compilers have
revised the respective country’s balance of payments accounts or (b) the staff report for the
country reflects the new definitions.

At the outset of the development of the database for the quota calculations, STA was aware
that for some member countries there exist large differences between the /F'S and the WEO
data sets. As noted above, some of these differences are related to the use of different
classification systems, i.e., use of a national presentation in WEQ while the standardized
BPMS5 presentation was reported to STA. In other cases, the WEO may have contained
updated information that had not yet been transmitted to STA. In the same vein, it is possible
that some of the historical data may have been updated in only one of the two sets of data.
There were instances where WEQO data were used to fill gaps in an /F'S data set where there
were large differences in the periods where data were reported for both datasets.

These data discrepancies between the two data sources may also have been influenced by the
varying institutional, legal, and accounting contexts of data compilation across member
countries (see Box A2). At this point in the work on alternative quota formulas, data
differences between the IFS and WEO have not been addressed. In addition, the database for
the quota calculations has not been reviewed by the Fund’s Area Departments or by national
authorities. The primary focus of the staff’s work on quota formulas at this stage is the

**In this paper, the data drawn from the EDF are referred to as the /FS database, following the practice in past
quota review papers.
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exploration of the broad performance of the formulas, and not the derivation of accurate
shares for each member country. While data discrepancies exist, they are not believed to be
of magnitudes that would undermine the general assessment of the performance of the
formulas at aggregate levels.

Data Availability and Adjustments

The bulk of Fund members that report balance of payments statistics to STA (157 of the 178)
do so on the basis of the BPM5. Data were prepared for current receipts and payments and
net capital inflows (as defined above). Where members reported comprehensive balance of
payments statistics to STA, the data stored in the /F'S database were used without any
adjustment. When data were not available for some members for the timeframe required for
the quota calculations, estimates were made largely on the basis of the WEO. The estimation
technique, or gap filling, extrapolates from nearby non-zero data based on growth rates in
comparable (but not necessarily identical) WEO series.*” For members where neither JFS nor
WEO data were available, FIN staff obtained data from Article IV staff reports, country desk
data, and the Eleventh Review database.

The following sections describe for each of the data categories the general procedures
employed by STA to construct the required database for the quota calculations.

Current Receipts and Payments
Goods and services transactions

Data reported by members and maintained in /F'S were used for each country. Where there
were data gaps after the latest year of reporting to STA, estimates were made by applying the
growth rates derived from the WEO for the missing year(s) to the latest reported annual data
(debits and credits). When the data gaps were in respect of years prior to the latest reported
data to STA, the WEO data were inserted for those years to complete the series.

For credit transactions, the /F'S database is the source of data for 178 members, with WEO
growth rates applied to 83 of these where there were data gaps. WEO data were substituted
completely in the case of 13 members, and no /F'S or WEQ data were available for 6
members. With respect to debit transactions, the /F'S database is the source of data for

178 members, with WEO growth rates applied to 83 of these. WEO data were substituted
completely for 7 members and no /FS or WEO data were available for 6 members.

* This method has been used to fill gaps for the purpose of publishing world and regional summary tables in the
Balance of Payments Statistics Yearbook (BOPSY), Part 2, and was used in External Review of Quota
Formulas—Quantification (EBAP/01/29, 4/13/2001).
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Box A2. Methodological Issues

With regard to GDP data, the System of National Accounts (1993 SNA) extended the scope of GDP slightly,
adding in some instances, production of goods for own final use as well as including capital formation on
mineral exploration, computer software, and artistic originals. Typically, this has resulted in an increase in
reported GDP levels of up to 5 percent. By the beginning of 2001, about 50 members had adopted the

1993 SNA for reporting GDP data to the /F'S. Some of them have revised historical data. The size of data
inconsistencies across countries due to the revisions related to the /993 SNA is likely to be smaller than
other differences related to known measurement problems with GDP (e.g., under coverage of surveys).

With regard to the current receipts and payments (goods, services, income, current transfers, and BPMS5’s
capital account), the BPM5 introduced changes in the conceptual presentation of balance of payments
accounts. Broadly, the BPM3 strives to make a clear distinction between transactions and other changes in
the accounts—valuation, reclassification, and other adjustments. The latter are included among adjustment
items affecting the international investment position (IIP). Also, the BPM5 introduced a distinction between
current and capital transfers to increase harmonization with the SNA. These methodologies have been only
partially adopted by the membership, and it is not feasible to adjust the data so that they are defined
consistently across countries. Data are taken as reported by member countries and the changes in
methodology may have contributed to slight breaks in some series.

With regard to financial account transactions, the accuracy of financial account data in many countries,
including those in the /F'S database, is uneven and the data are generally less comprehensive than the other
data used for the quota formulas. This reflects classification and practical difficulties encountered by
countries in compiling the data. Financial account data, particularly on the private nonbank sector, are
generally difficult and resource intensive to compile. The switch from data collection systems based
predominantly on government and balance sheet records to systems (particularly surveys) incorporating
large nonbank private sector transactions has been slow. Many countries are still in the midst of adapting
their collection and recording systems to take account of changes in the composition and magnitude of
financial transactions, including new instruments such as financial derivatives. Institutional and accounting
requirements for data compilation differ markedly across countries (for example, a recent summary of
country reporting practices with respect to direct investment documents the number of gaps in recording
and differences in treatment),' and data availability on the private nonbank sector varies. In the IFS, in
many instances, only aggregates and not component series are reported.

With regard to official reserves, the Data Template on International Reserves and Foreign Currency
Liquidity has been approved as the benchmark for the reporting of data to the Fund on official reserves. The
Operational Guidelines for the Data Template, issued in 2001, clarify existing concepts on international
reserves and provide guidelines for reporting the data on a consistent basis across countries.

' See Foreign Direct Investment Statistics: How Countries Measure FDI, 2001, (IMF/OECD, March 2003).
In addition, individual country metadata for 54 of the countries that participated in the 2003 Survey of
Implementation of Methodological Standards for Direct Investment has recently been posted on the Fund’s
website.
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Income and current transfers

Data reported by members and maintained in /F'S were used for each country. Where there
were data gaps estimates were derived using WEO data series. As the WEQO data for these
series are available only on a net basis, the adjustment procedure involved adding the change
in the balance on transactions from the WEO data to the STA data of the previous year—
credits if WEO showed a net credit balance or debits if a net debit balance was shown. Where
there were gaps in the data prior to the latest reported data to STA, the net credit or the net
debit figures from WEO were substituted directly to estimate income and current transfers
credits and debits, respectively.

For income and current transfers credit transactions, the /F'S database is the source of data for
177 members, with the change from the WEO series applied to 77 of these. Net credit figures
from WEQO were substituted directly for 6 members, and no IFS or WEQO data were available
for 7 members. With respect to income and current transfers debit transactions, the source of
data for 177 members was the /F'S, and the net change from the WEO series was applied
directly for 81 members. Net debit figures from WEO were substituted directly for

6 members, and no /F'S or WEQO data were available in the case of 7 members.

“Capital account” transactions i

The primary source for data on “capital account” transactions was the /F'S data series. When
IF'S values were unavailable, the change in the WEO balance for that year was used to derive
an estimate. The paucity of /F'S “capital account” data may reflect the inclusion of capital
transfers in current transfers by some members. In some cases, the use of the WEO data may
have produced some duplication; i.e., use of WEQ data for capital transfers, which may have
been classified under current transfers in the /FS series.

For the “capital account” credit transactions, the /FS is the source of data for 171 members,
with the data from the change in WEO applied to 10 of these. With regard to “capital
account” debit transactions, the /FS was the source of data for 171 countries, with the data
from the change in WEO applied to 72 of these.

Net capital flows

The primary source for data on net capital flows was the /F'S financial account data provided
by member countries to STA. When /FS values were unavailable, a WEO value was used to
fill the gaps. The /FS database is the source of data for 171 members, with WEO data
substituted for 72 of these members with some years of missing data. No /FS or WEO data
were available for 13 members.

#! «“Capital account” (in quotation marks) refers to the capital account as defined in BPMS.
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Official reserves

The data on official reserves—comprising monetary gold, SDR holdings, reserve position in
the Fund, and foreign exchange holdings—were obtained from /F'S with monetary gold
valued at SDR 35 per fine troy ounce. In deriving annual average holdings of official
reserves for 2003, the data for the 12 months of 2003 were summed and then divided by 12
(or by the number of months for which data were available).

Gross domestic product

The IFS and WEO databases provided GDP data for 181 members. The /F'S database is the
source of data for 132 members, WEQO data were used for 17 members, and WEQO growth
rates were applied to the latest /F'S data to estimate missing data for 32 members. GDP data
for 11 members that are compiled and reported on a fiscal year basis were first adjusted to
calendar year basis by recalculating the annual GDP as an average of the quarters of the
fiscal year.

Valuation

The balance of payments and the GDP data series in U.S. dollars were converted to SDRs
using period-average exchange rates.

Missing data series

In the case of Somalia, data for the various series were assumed unchanged from the
Eleventh Review. For Bosnia-Herzegovina, current receipts data were estimated based on the
Eleventh Review and the Country Desk Data database. For Eritrea, the Eleventh Review and
the WEO database were used. For Liberia, data were estimated based on the country desk
data database. For Iraq, the Marshall Islands, Micronesia, and Palau, the recent Article IV
staff reports and the country desk data database were used. The data series for San Marino
were estimated on the basis of the /F'S database and recent Article IV staff reports. For
Serbia-Montenegro, data from the WEO and country desk data databases and recent Article
IV staff reports were used. For Turkmenistan and Uzbekistan, data were taken from the WEO
database and the recent Article IV staff reports. The data series for Afghanistan and reserves
data for Democratic Republic of Congo and Kiribati were computed using the recent Article
IV staff reports. Lastly, Timor-Leste data were estimated based on the data in the recent
Article IV staff report.

Balance of payments data prior to 2002 for Belgium were estimated as the difference
between data for the Belgium—Luxembourg Economic Union and Luxembourg. For China,
balance of payments data were adjusted for trade between the mainland and Hong Kong SAR
based on Direction of Trade database.
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