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INTRODUCTION

This report is prepared by the staff of the
Nordic-Baltic Office (NBO) at the Inter-
national Monetary Fund in preparation for
the Annual Meetings of the International
Monetary Fund and the Fund’s Interna-
tional Monetary and Financial Committee
(IMFC) on September 24-25, 2005. The
report is published at websites of finance
ministries and central banks of the Nordic-
Baltic countries.

The report covers the period since the
IMFC Meeting in Washington D.C. on
April 16, 2005. The report centers on these
key areas:

e  The global economy and financial
markets.

o Selected country cases. This includes
the Fund’s main debtor countries,
and a summary of the Executive
Board discussions on Nordic-Baltic
countries that have taken place dur-
ing this period.

o The Fund’s medium-term strategy.

o The Fund’s support for low-income
countries, including the ongoing
consideration on debt relief and fi-
nancing issues.

e Reviews of key Fund policies, in-
cluding on transparency.

Special reference is made to key views
presented by the Nordic-Baltic chair at
Executive Board meetings under the
heading The Nordic-Baltic Position.

Main sources used for the preparation of
the report include the World Economic

Outlook (WEO), the Global Financial Sta-
bility Report (GFSR), and Press Informa-
tion Notices (PINs) summarizing discus-
sions in the Executive Board. These re-
ports are available on the Fund’s website
www.imf.org along with the Fund’s An-
nual Reports, country reports and other
policy subject reports.

The Nordic-Baltic Constituency (NBC)
consists of eight countries: Denmark, Es-
tonia, Finland, Iceland, Latvia, Lithuania,
Norway and Sweden. The NBC has 3.52
percent of the total votes at the Fund’s Ex-
ecutive Board that consists of 24 chairs
representing the 184 member countries.
The Managing Director, or one of the
three deputies, chairs the Board meetings.
The Nordic-Baltic Office currently has
eleven staff members: An Executive Di-
rector, an Alternate Executive Director,
three Senior Advisors, four Advisors and
two permanent Administrative Assistants.
A rotation scheme has been approved en-
suring that all eight countries in the Con-
stituency are represented in professional
positions in the office.

Through the Executive Director, the NBO
contributes to the policy formulation and
decision-making of the Fund. The NBO
serves the interests of the Nordic-Baltic
Constituency by promoting its views and
enhancing its role within the Fund. The
NBO cooperates with national authorities
by receiving guidance, exchanging views
and providing information on discussions
and developments within the Fund. The
NBO is guided by an internal Business
Plan covering the Fund’s fiscal year (May-
April), which sets out a Mission Statement
for the office and a strategic approach to



the NBO’s resource management. Infor-
mation related to the NBO and its work is
available on an in-house website.

The NBO participates in various Commit-
tees of the Executive Board. The Nordic-
Baltic Executive Director chairs the
Committee on Executive Board Adminis-
trative Matters and is a member of the
Committee on the Budget, the Committee
on Interpretation and the Ethics Commit-
tee. Moreover, the Nordic-Baltic Execu-
tive Director is member of the Task Force
on Publication of Fund Documents in
Languages other than English.

The six NBO representatives from EU
countries participate in the informal coop-
eration between EU countries’ representa-
tives in the Fund (EURIMF). This is in
line with the policy that EU should play its
full role in international monetary and
economic policy cooperation within inter-
national fora, including the Fund.

The cooperation within the EURIMF
focuses on broad Fund strategic policy is-
sues as well as on countries of systemic
importance, including emerging market
countries with large Fund financial pro-
grams. In addition, upcoming Article IV
consultations involving EU countries are
discussed in the EURIMF. The EURIMF
also meets with the Fund’s staff and man-
agement with a view to contribute to the
work program of the Fund and to push
forward EU ideas and positions. The
EURIMF interacts with and receives guid-
ance from the EU subcommittee on Fund
issues (SCIMF) established under the EU
Economic and Financial ~Committee.
SCIMF is composed of representatives of
finance ministries and central banks of the
EU countries. With a quarter of EU mem-
ber countries in the Nordic-Baltic Con-

stituency, the informal EU cooperation
provides additional avenues for the NBC
to strengthen its influence.

Two permanent committees guide the
work of the NBC in Fund related issues.
The Nordic-Baltic Monetary and Finan-
cial Committee (NBMFC) is composed of
two high-level officials from each country,
the State Secretary/Permanent Secretary
from the relevant ministry (Ministry of
Finance or Ministry of Economic Affairs)
and a Deputy Governor/Member of the
Board of Governors from the Central
Banks. The Group of Alternates is com-
posed of Heads of International Depart-
ments in the Central Banks and relevant
ministries. The Alternate Committee meets
twice a year to discuss Fund related issues
and makes proposals to the NBMFC. The
NBMEFC is a decision-making entity with
regular meetings twice a year, but consults
more often if necessary. The NBMFC also
develops strategic positions on issues that
are likely to be prominent on the interna-
tional monetary arena.

For the individual countries in the Nordic-
Baltic Constituency, their direct engage-
ment with the Fund is now limited to sur-
veillance in accordance with Article IV of
the Fund’s Articles of Agreement. Estonia,
Finland, Latvia, Lithuania and Sweden are
on a standard 12-month cycle, i.e. the
Fund’s staff usually visits these countries
once a year to assess their economic policy
and provide the authorities with policy ad-
vice. Denmark, Iceland and Norway are on
an optional 24-month cycle. All the coun-
tries in the Constituency, except Denmark,
have been assessed from a financial sector
stability point of view within the frame-
work of the Financial Sector Assessment
Program (FSAP). Norway has just under-
gone an FSAP that was discussed - to-



gether with the Article IV surveillance re-
port - by the Executive Board in June.
Denmark is going to have an FSAP during
FY 2006 (May 2005-April 2006). Coun-
tries in the Constituency are making the
reports from the Article IV surveillance
available on the websites of their minis-
tries of finance and central banks, together
with a summary of the views of the Ex-
ecutive Board. Those reports are also
available on the Fund’s website.

In May, the Fund opened its second head-
quarter building in Washington, D.C., ad-
jacent to the Fund’s existing headquarter
on 19" Street. The new building houses
about 1,500 staff. With the move to the
new offices, the Fund can accommodate
its entire Washington-based staff in fully
owned facilities for the first time since
1983, enabling it to relinquish leased space
elsewhere in the downtown area. The new
building was completed ahead of the
original timetable and within the overall
budget.



I. THE GLOBAL ECONOMY AND FINANCIAL MARKETS

The Executive Board conducted its bian-
nual assessments of the world economic
outlook and global financial stability in
August 2005.

World Economic Outlook

The global expansion remains broadly on
track with global growth forecasts for
2005 and 2006 largely unchanged from the
last World Economic Outlook. The bal-
ance of risks is slanted to the downside,
including higher oil prices, increasing cur-
rent account imbalances and geopolitical
risks. Global current account imbalances —
a key medium-term risk to the outlook —
have increased yet again with the United
States current account deficit now pro-
jected to reach about 6 percent of GDP in
2005. Global growth is projected to be 4.3
percent in both 2005 and 2006. Growth
continues to be led by the U.S. and China,
while forecasts for Europe have been
marked down. Japan’s economy is regain-
ing momentum with stronger growth in
2005, while projections for emerging and
developing countries have changed very
little. The continued global expansion is
underpinned by accommodative macro-
economic policies, benign financial mar-
kets conditions, including continued low
long-term interest rates and solid corporate
balance sheets. Inflation has generally re-
mained subdued, and the second-round
effects from higher oil prices have so far
been limited.

The global economy remains vulnerable to
a number of short- and medium-term risks.
The main short-term risks are the high and
volatile oil prices; rising protectionist sen-
timent driven by global imbalances and
growing fears of emerging market compe-

tition; and significant tightening of finan-
cial market conditions in response to a
jump in inflationary expectations, in par-
ticular affecting the housing market. In
addition, the rise in oil prices will further
complicate the resolution of global imbal-
ances. The growth impact of recent oil
price increases has so far been relatively
modest, but a substantial further jump in
prices could have more serious adverse
effects on the global economy, especially
in view of the disruption in the wake of
Hurricane Katrina to the already strained
refinery capacity in the United States. Me-
dium-term risks include global imbal-
ances, unsustainable fiscal positions and
structural weaknesses in labor and product
markets. A successful outcome of the
Doha Round remains critical to support
global growth in the medium-term.

The Nordic-Baltic Position

Compared to the temporary softness in the
spring, the global expansion now appears
firmer. Yet, medium-term vulnerabilities
remain. Therefore, the key priorities are
still continued fiscal consolidation in the
U.S. to engineer a needed internal and ex-
ternal adjustment, further structural re-
forms in Europe and Japan to stimulate
growth and additional exchange rate flexi-
bility coupled with financial market re-
form in Asia to promote a more balanced
economic development. The heightened
probability of a more permanent shift in
the oil price calls for greater attention to
fiscal and regulatory measures to encour-
age energy efficiency and incentives for
promoting energy saving technologies and
alternative sources of energy. The low
level of investment at the current stage of
the business cycle is holding down real



interest rates. This seems to contrast with
high corporate profitability in a number of
mature markets, partly reflecting a moder-
ate wage growth following the entry into
global economy by China, India and other
labor-abundant emerging countries. It
might be that the business sector’s appar-
ent reluctance to commit savings to real
productive investments - which are truly
long-term and more difficult to reverse -
reflect an inherent heightened uncertainty
about the long-term prospects for the
global economy.

The threats of protectionism - with poten-
tially harmful repercussions for interna-
tional trade and global growth - necessitate
a stronger focus on the WTO negotiations
in the coming months. A successful com-
pletion of the Doha Round is vital for
making international trade a stronger
stimulus for economic development in ad-
vanced and developing countries alike.
Concrete progress in the coming negotia-
tions is the common responsibility of all
countries.

Global Financial Stability

The biannual Global Financial Stability
Report (GFSR) assesses global financial
market developments, including potential
weaknesses in the global financial system.
The August 2005 GFSR notes that the
global financial system has yet again gath-
ered strength and resilience. Against the
backdrop of continued solid global eco-
nomic growth and determined efforts to
restructure and cut costs, balance sheets of
many financial institutions and corpora-
tions have strengthened to the extent that
the sectors can absorb a significant finan-
cial shock before coming under systemic
stress.

The current configuration of generally
solid growth and low inflation, as well as
low bond yields, flat yield curves and
compressed risk premia, provides the
global financial system with a favorable
environment for continued resilience.
However, the GFSR also underscores that
the same factors underlay a further in-
crease in global imbalances and higher
debt levels in many countries, particularly
in the household sector. Thus, while recent
economic developments have reduced
near-term risks, medium-term vulnerabili-
ties have increased. At the same time, the
report recalls that at times of sharp asset
price developments, countervailing forces
tend to mitigate such developments before
long.

Some of the topical issues addressed in the
report include the increased indebtedness
of household sectors in a number of coun-
tries. Low mortgage financing costs have
induced substantial increases in household
debt, particularly in the U.S. Relaxation in
credit standards and products such as in-
terest-only and negative amortization
mortgages may be adding to risks in mort-
gage markets, allowing households to take
on higher levels of debt and giving in-
creased access to marginal borrowers.

While increasing growth and interest rate
differentials in favor of the U. S. have en-
sured full financing of the growing current
account deficit and supported the dollar,
the potential for a sharp correction in fi-
nancial markets in the medium-term have
increased. As sharply falling dollar ex-
change rates and rising dollar interest rates
could cause disorderly financial markets
and depressing global growth, the GFSR
emphasizes the importance of addressing
global imbalances and containing other
risk factors.



The report notes some trends that could
help enhance financial stability over time,
including protecting against the risk of
abrupt changes in capital flows. One such
trend is the ongoing demographic changes
and ensuing pension reforms, which in-
creases the size and importance of institu-
tional investors such as pension funds and
life insurance companies. Another impor-
tant stabilizing trend is the much enhanced
transparency and disclosure in financial
markets, including on behalf of emerging
market borrowers thereby containing the
risk of unjustified contagion.

The Nordic-Baltic Position

It is encouraging to witness a continued
highly resilient financial system with
short-term risks on the downside. Indeed,
the further improvement in the financial
sector, healthy economic growth and still
benign inflation outlook give ground for
positive assessment of the near-term fi-
nancial stability.

Selected Country Matters

At the same time, medium- to long-term
risks are considerable and may have in-
creased lately. A large number of indica-
tors are now simultaneously exhibiting
marked deviations from historical norms,
e.g. very low real short-term rates and
nominal bond rates, low credit spreads and
measures of market volatility, low house-
hold saving rates, high household debt and
house price growth in many countries, a
remarkably high investment to GDP-ratio
in China and record external imbalances.
Thus, the number of important indicators
simultaneously displaying abnormal val-
ues, and the potential effects on economic
and financial stability, imply a more cau-
tionary risk outlook. Besides that, the still
growing global imbalances and possible
abrupt adjustments could have a signifi-
cant impact on the exchange and interest
rates, and the stock market valuations
globally.

The Largest Borrowers under the GRA, Credit Outstanding (August 30, 2005)

Billion SDRs

Stock at  Change from In percent Share of total

Aug. 30,2005 Feb. 28, 2005 of quota GRA percent

Turkey 11.0 2.4 1140 26.3
Brazil 10.8 -5.3 355 25.8
Argentina 7.5 -1.3 354 17.9
Indonesia 5.7 -0.4 276 13.6
Uruguay 1.7 0.0 544 4.1
Sub-total 36.7 -9.4 87.8
Other GRA credit 5.1 -0.8 12.2
Total GRA 41.8 -10.2 100




The Fund’s overall lending has continued
to decline with the biggest impact over the
last months coming from Russia’s early
repayment of its entire outstanding obliga-
tions to the Fund. The lending remains
concentrated in arrangements with a few
large borrowers.

Argentina

Argentina’s global debt exchange offer
was launched in January 2005 and closed
on February 25 with a 76 percent partici-
pation level. As a result of the debt re-
structuring, Argentina’s debt burden has
declined to 72 percent of GDP (from 147
percent of GDP in 2002) and the debt ser-
vice profile has improved considerably.
Nonetheless, approximately USD 20 bil-
lion in principal remains outstanding. The
settlement of the debt exchange was not
completed before June 2, 2005, due to a
delay resulting from legal action by some
nonparticipating creditors to attach the
tendered bonds. The Argentinean authori-
ties subsequently informed the Fund’s
management of their desire to start nego-
tiations on a new economic program.

In June 2005, the Executive Board con-
cluded the Article IV consultation with
Argentina. Argentina’s economy has re-
bounded from the financial crisis in late
2001. Reflecting buoyant domestic de-
mand, real GDP grew close to 9 percent in
both 2003 and 2004, bringing real output
level back to the level achieved prior to
the crisis. Further measures will be needed
on the structural front, not least with re-
spect to strengthening of the institutional
fiscal framework.

The Nordic-Baltic Position

The Nordic-Baltic chair has emphasized
that a possible new program relation
should be based on a sufficiently strong
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medium-term primary-surplus fiscal policy
path, reflecting the macroeconomic out-
look and Argentina’s future obligations to
the Fund, as well as the outcome of the
debt restructuring. The program should
lead to a declining Fund exposure, and
thereby pave the way for a sustainable exit
from Fund-supported programs. While re-
cent macroeconomic developments have
been positive, sustainable growth in Ar-
gentina will necessitate comprehensive
structural reforms with prudent fiscal
management, a banking reform and ad-
dressing of the remaining challenges in the
utility sector. The Argentinean authorities
must develop a strategy on how it will
treat the arrears owed to nonparticipating
bondholders. The Nordic-Baltic chair has
underscored that the Fund should say
“yes” to strong, coherent and sustainable
programs with access commensurate with
the balance of payments need and the
strength of the underlying program. How-
ever, the Fund should be prepared to say
“no” when policies are insufficient and
inconsistent, not adhering to the standards
in Fund supported programs.

Brazil

In March 2005, the Brazilian government
announced that it would not seek an exten-
sion of the Stand-By Arrangement or seek
a new arrangement with the Fund. The
Stand-By Arrangement expired at the end
of March 2005. In July, Brazil made a vol-
untary advance repayment of its SDR 3.4
billion in Fund credit outstanding under
the Supplemental Reserve Facility, reduc-
ing outstanding loans with the Fund to
SDR 10.8 billion.

The Nordic-Baltic Position

The economic performance of Brazil has
been impressive under the expired Stand-
By Arrangement. Brazil is well prepared



to graduate from Fund financial support.
Vigilance is still needed, as the economy
is vulnerable to changes in market
sentiment and to external financial shocks.
The best strategy to reduce remaining
vulnerabilities is to continue on the road of
firm fiscal and monetary policies and
steadfast implementation of structural
reforms.

Turkey

In May 2005, the Executive Board ap-
proved a three-year, USD 10 billion Stand-
By Arrangement to support Turkey’s eco-
nomic and financial program through May
2008. Growth in Turkey has been strong in
recent years, on average 8 percent over the
last three years. At the same time, inflation
has fallen to single digits, its lowest level
in more than 30 years. The authorities’
new program is designed to extend these
gains and reduce Turkey’s remaining vul-
nerabilities. The government’s commit-
ment to maintain the primary surplus tar-
get at 6.5 percent of GNP will steadily re-
duce the public debt and help contain the
current account deficit. Continued inde-
pendence of the central bank, together
with next year’s introduction of full infla-
tion targeting, will help consolidate the
reduction in inflation.

Turkey’s economic and financial perform-
ance remains strong. Structural perform-
ance has also continued to be pursued by
the authorities. However, one key compo-
nent of the program’s structural reform
agenda - a pension reform law - could not
be approved before Parliament recessed
for the summer. As a result, consideration
of completion of the first review has been
postponed.
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The Nordic-Baltic Position

The performance on the growth and in-
flation front has been commendable. The
heavy debt burden and widening current
account deficit underscore the significant
remaining  vulnerabilities. The new
program appropriately aims for further
fiscal consolidation, and achieving a
primary surplus of 6.5 percent is a key
component of this strategy.

Iraq

In September 2004, the Executive Board
approved SDR 297.1 million in Emer-
gency Post-Conflict Assistance (EPCA) as
support for Iraq’s economic reconstruction
efforts through 2005, and to help catalyze
additional international support, including
debt relief. The Fund has also continued to
provide technical assistance, particularly
in the area of institution building. On Au-
gust 1, 2005, the Executive Board con-
cluded the first Article IV consultation
with Iraq in 25 years. The authorities were
commended for having established and
maintained a degree of macroeconomic
stability under extremely difficult circum-
stances, and for having initiated structural
reforms. However, the economy remains
fragile, and much work remains to be done
to transform Iraq into a market economy,
firmly based on a path of sustained
growth. Putting in place a coherent fiscal
strategy aimed at prioritizing the use of
available resources is critical. In recog-
nizing the difficult context, Directors
urged the authorities to start phasing out
the significant government subsidies on
petroleum products as quickly as feasible.
While the continuing security problems
have contributed to delaying the reforms
identified in the program supported by the
2004 EPCA, a well-focused reform agenda
will be a key to creating the conditions for
a sustainable, broad-based growth.



The Nordic-Baltic Position

Improving the budget management and
fiscal data collection is critical for further
progress in economic reform. The Iraqi
authorities should also address the weak-
nesses in the fiscal and oil sectors, identi-
fied in the audit report by the International
Advisory and Monitoring Board (set up in
2003 by the UN to oversee the proceeds
from the Development Fund for Irag and
Iraqi oil sales). This includes improving
the reporting of spending by the ministries,
strengthening control over the use of oil
revenues and providing complete ac-
counting records of the Development Fund
for Irag. An international auditor should
also be appointed for the central bank. To
strengthen debt sustainability, the authori-
ties should agree to debt rescheduling
terms for the non-Paris Club and private
creditors comparable to those agreed with
the Paris Club in late 2004. On the Iraqi
authorities’ desire to enter into a Stand-By
Arrangement with the Fund by the end of
2005, the Nordic-Baltic chair emphasized
that a country needs adequate capacity for
policy planning and execution to assume
the obligations under upper credit trance
conditionality.

Article IV Consultations with Nordic-
Baltic Countries, April -September 2005

Norway: In June, the Executive Board
concluded the Article IV consultation with
Norway. Directors commended Norway’s
strong fiscal and monetary policy frame-
work and the success in avoiding any ad-
verse effects of the oil wealth. Inflation
has remained low, with core inflation well
below the inflation target. The flexible in-
flation targeting regime, including last
years refinement, has served Norway well.
Slack in labor and product markets is di-
minishing and the structural factors hold-
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ing prices down may be waning. The labor
markets could become overheated in 2006,
a year when two-year wage bargains
would be concluded. Directors appreciated
the authorities’ efforts to contain the non-
oil fiscal deficit by restraining spending
growth. In this regard, they welcomed the
revised 2005 budget, which will use extra
oil revenues to reduce the non-oil deficit,
thereby bringing forward the date when
the fiscal guidelines are achieved to the
year 2008. Further breaching of the fiscal
rule might damage the credibility of fiscal
policy. The authorities should take advan-
tage of the current favorable economic
climate to comply with the fiscal guide-
lines as quickly as possible. The 2005 tax
reform  eliminates some distortions and
promotes employment. Further privatiza-
tion would be beneficial.

Directors welcomed the conclusion of the
Financial System Stability Assessment
(FSSA) that the financial system is sound,
competitive and well managed. The au-
thorities were commended on the strong
system of financial supervision, and on the
close coordination of financial supervision
among the Nordic countries in view of the
important cross-border financial linkages.
The authorities should implement the re-
forms laid out in the FSSA. Directors
commended the generous level of Nor-
way’s development assistance, which is
well above the UN target. They welcomed
Norway’s support for multilateral trade
liberalization and its own generally low
trade barriers, while encouraging reduction
of still-high barriers to agricultural im-
ports.

Latvia: In July, the Executive Board con-
cluded the Article IV consultation with
Latvia. Directors commended the strong
performance of the economy, which had



culminated in Latvia’s admission to ERM2
earlier this year. Decisive and timely ac-
tion to reduce inflation would be crucial to
meeting the authorities’ Euro adoption
timetable and, more generally, to preserv-
ing external competitiveness. In view of
the pegged exchange rate, fiscal policy is
the primary tool for ensuring macroeco-
nomic stability. Directors, viewing rapid
credit growth as adding to demand pres-
sures, commended Bank of Latvia’s deci-
sion to raise interest rates and tighten re-
serve requirements over the past year. The
options for additional tightening had di-
minished; therefore, other measures to
moderate credit growth are called for. In
this regard, closing capital gains tax loop-
holes that could be fuelling the mortgage
boom were seen as a priority. Directors
recommended enhanced supervision of
banks with substantial nonresident depos-
its.

Sweden: The Executive Board discussed
the 2005 Article IV report on Sweden in
September 2005. Executive Directors
commended Sweden’s remarkable eco-
nomic performance in recent years, under-
pinned by large productivity gains, per-
sistently low inflation, and a comfortable
external position. Much of this perform-
ance can be traced to a stable policy re-
gime of fiscal discipline and credible in-
flation targeting. The authorities should
build on their successes and pursue their
structural reform agenda with renewed
vigor in order to address the challenge of
population aging and fully realize the
benefits of global integration.

With inflation projected to be below target
over the next two years, the Riksbank’s
decision to cut the policy rate by 50 basis
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points is appropriate. However, with the
outlook for growth appearing to turn more
favorable than perceived at the time of the
decision, interest rates may need to be
raised at some point to safeguard the in-
flation target. Directors commended the
authorities” continued strong political
commitment to sound public finances and
their strong record in this respect. Never-
theless, the substantial fiscal stimulus
planned for this year and next, in spite of
the favorable economic outlook, was seen
by many Directors as indicating a gradual
shift away from the spirit of the fiscal
framework. In particular, they pointed to
the postponement of the goal of achieving
the 2-percent surplus target beyond the
medium-term policy horizon and the nar-
rowing of the contingency margins under
the expenditure ceilings for the central
government.

Most Directors supported the view that
clarifying the criteria for assessing com-
pliance with the surplus target - by speci-
fying the interpretation of “over the cycle”
- would improve fiscal transparency and
accountability, and avoid entrenching a
pro-cyclical bias to fiscal policy. The au-
thorities were encouraged to accelerate the
pace of other structural reforms to enable
Sweden to address long-term demographic
challenges from a position of economic
strength and reap the full benefits of en-
hanced global integration. There is a need
to further raise competition in important
sectors, including construction, pharma-
ceuticals, and retail trade. Directors
praised Sweden’s continued commitment
to a liberal international trading system
and its high level of development assis-
tance.
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I1. MEDIUM-TERM STRATEGY

The Executive Board has continued the
review of the Fund’s objective and me-
dium-term strategy. The Managing Direc-
tor, Rodrigo de Rato, initiated the review
in September 2004, and has put special
emphasis on four themes: the value of
multilateral cooperation, quality macro-
economic advice, temporary financial sup-
port and the resolution by member coun-
tries on issues that persist in the Fund’s
governance. Two areas underlying these
central themes and deserving particular
attention are the Fund’s work in financial
sectors and its role in capital account lib-
eralization. The aim of the work is to reach
a shared understanding of the Fund’s work
priorities in a forward-looking strategy by
the time of the 2005 Annual Meetings in
September. The medium-term strategy, to-
gether with the results from the ongoing
review of the Employment Framework,
Compensation and Benefits, will be an es-
sential input into the medium-term budg-
etary framework for FY 2007-2009.

While the Fund’s work and adaptability
have generally been positively assessed,
some factors have prompted a desire for a
critical reflection on the future direction of
the Fund. This includes the question of
whether the Fund is fully prepared to meet
the macroeconomic challenges that lie
ahead such as dealing with unprecedented
global imbalances, responding to possible
capital account crisis caused by abrupt
shifts in global asset allocation, and
helping all members, especially low-in-
come countries, to grow by integrating
into the world economy.

The Managing Director’s report to the
IMFC on the Fund’s medium-term strat-

egy underscores that if the Fund is to re-
main in step with a rapidly changing
world, it has to identify an organizing
principle that defines its mission, pri-
oritizes its elements and suggests that
globalization could serve this purpose.
Thus, helping members reap the benefits
and weather the difficulties associated
with globalization could be considered the
key task currently facing the Fund. The
Fund should outline a strategy that
explains how it might reorganize itself to
meet its objectives with concrete actions
and outcomes for the next 3-5 years, and
do so in a way that addresses the concerns
of the entire membership.

The outline of the Fund’s medium-term
strategy identifies nine key directions for
future work:

1. More effective surveillance, with the
accent on more focus and greater at-
tention to context - including the
global context, the political context,
and the increasingly wide range of is-
sues potentially affecting stability in
members’ economies.

2. In advanced countries, a stronger focus
on global implications and on possible
policy adaptations when Fund advice
was not accepted.

3. In emerging markets, improving early
warning systems, reviewing mecha-
nisms for crisis resolution, and consid-
ering further the possible role of Fund
financing commitments in crisis pre-
vention.



4. Improving the Fund’s ability to advise
on how best to manage the process of
capital account liberalization.

5. In low-income countries, sharpening
the focus on the Fund’s core areas of
expertise, introducing greater flexibil-
ity in Fund instruments, assessing the
achievability of the Millennium
Development Goals, and streamlining
procedures.

6. Improving the management of tech-
nical assistance (TA) notably by en-
suring a central role for area depart-
ments in working with country au-
thorities to develop TA strategies.

7. Reflecting the above priorities in a
three-year budget framework, while
considering means of broadening the
Fund’s income base.

8. Improving organization by modern-
izing the staff compensation system
and the departmental structure,
streamlining management and Board
responsibilities, improving risk man-
agement, and seeking a clearer divi-
sion of labor and more effective col-
laboration with the World Bank.

9. Ensuring that all members have an ap-
propriate quota and voice in the insti-
tution.

The report suggests deeper analysis of fi-
nancial markets and more integration of
financial expertise into area department
missions. During the last 15 years, the in-
creasing importance of private capital
flows and of a stable and well-functioning
financial sector has led to greater emphasis
on these factors in the Fund’s work.
Against this backdrop, a special external
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Review Group on the Organization of Fi-
nancial Sector and Capital Markets Work
was established in June 2005. The man-
date is to provide the Fund with an inde-
pendent perspective on how the Fund
should organize its financial-sector analy-
sis and surveillance activities. The Group,
which is led by U.S. Public Company
Accounting Oversight Board Chairman
William J. McDonough, is expected to
present a report to the Fund’s management
later in 2005.

The Nordic-Baltic Position

Viewing the Fund’s future work in light of
opportunities and challenges raised by
globalization is a praiseworthy move,
which helps identify the most likely im-
pediments to growth and macroeconomic
and financial stability across the member-
ship in the years ahead. Moreover, it
serves as a guideline for the Fund in order
to move closer to its original mission and
stay focused on core activities. Globaliza-
tion brings large benefits, but adjustment
costs and inherent risks cannot be ignored.
This is a major development that should be
given priority as a motive behind changes
to the Fund’s working methods.

An efficient division of labor and coop-
eration with other institutions such as the
World Bank and the WTO is important.
Fund staff and management should initiate
a dialogue with the new World Bank
counterparts on ways to rationalize the di-
vision of labor and strengthen the effec-
tiveness of cooperation.

Surveillance should continue to be at the
core of the Fund’s activities, and should
focus on macroeconomic issues from the
point of view of stability and globalization
and draw synergies from multilateral and
regional surveillance. Exchange rate issues



should remain central to the Fund’s role. It
is important to improve the integration of
financial sector expertise into area depart-
ment teams and missions to strengthen bi-
lateral surveillance. In this respect, the
Fund would benefit from a better under-
standing of capital account liberalization
issues. To enhance the relevance of Fund
policy advice in advanced countries, staff
reports should clearly spell out regional
and global implications of country policies
and long-term trends. Another issue de-
serving more attention is how the Fund
can promote a stable and open trading
system and work to avoid increasing pro-
tectionism. In order to make surveillance
more effective, a strong communications
strategy is of essence, based on openness,
transparency and a public debate.

The scale and scope of future Fund lend-
ing should be a natural part of a strategy
discussion. In this context, it is important
to continue the debate on crisis manage-
ment. Management’s intention to launch a
review of the Fund’s instruments in crisis
resolution and Lending into Arrears (LIA)
policy is welcome, and discussions on exit
strategies are encouraged.

In general, initiatives to improve the
Fund’s work in Low Income Countries
(LICs) are welcome. Low-income mem-

16

bers are among those benefiting the most
from the Fund’s core competences. Given
the strategic focus on globalization and
current account issues, a key challenge of
the Fund’s role in LICs will be to assist in
effectively managing incremental aid
flows. Better tailoring of Fund support to
the different needs of LICs will also be
important.

The Fund should put more emphasis on
the MDGs, including to report explicitly
on the achievability of the MDGs under
realistic financing scenarios. Country spe-
cific analysis and policy advice and realis-
tic assumptions on each country’s internal
priorities and budgeting, are equally im-
portant.

Organizational reforms should make the
Fund better able to stand up to the chal-
lenges envisioned. It is important that
incentives are in place to collaborate effec-
tively across the institution and to ensure
the sharing of knowledge. A business plan
for the Fund as a whole should be an im-
portant element in such endeavors.
Particularly important for the governance
of the Fund is to review the working
methods of the Executive Board to create
room for discussions on strategic issues.

II1. THE FUND’S SUPPORT FOR LOW-INCOME COUNTRIES

A main objective of the Fund’s work with
low-income countries is deep and lasting
poverty reduction, as elaborated in the
United Nation’s Millennium Development
Goals (MDGs). Working closely with the
World Bank, and in the context of the
policy frameworks set out in the countries’

own Poverty Reduction Strategy Papers
(PRSPs), the Fund provides its low-in-
come members with policy advice, tech-
nical assistance and concessional loans
under the Poverty Reduction and Growth
Facility (PRGF), and provides debt relief



under the Heavily Indebted Poor Coun-
tries (HIPC) Initiative.

The Fund is in a unique position to support
the key pillars of the Monterrey Consen-
sus: country-owned domestic frameworks
and policies, and an enabling international
environment. The Fund works with coun-
tries to design policies and build institu-
tions that will help them grow out of pov-
erty. Furthermore, the Fund is a strong ad-
vocate for more and better international
support. The Fund is also collaborating
closely with other development partners,
including in preparation of the UN
Summit Conference on Implementing the
Millennium Declaration in September.
This includes the Global Monitoring Re-
port, which reports on progress toward the
Millennium Development Goals, and fur-
ther work on innovative sources of devel-
oping financing.

The Fund’s role in LICs has been one of
the key issues for recent IMFC meetings.
The G8 proposal for debt cancellation has
further added to the focus on the Fund’s
poorest member countries, making it a
central theme for the Annual Meetings.

Discussions have covered five broad areas.
First, the G8 proposal for further debt re-
lief. Second, instruments the Fund should
be equipped with in working with its low-
income members, as well as the financing
of these. Third, the design of programs for
LICs. Fourth, a status on the implementa-
tion of the HIPC Initiative. Fifth, a review
of the Poverty Reduction Strategy (PRS)
approach. Moreover, a Committee on Low-
Income Country Work, chaired by the First
Deputy Managing Director, was estab-
lished in 2004, with the objective of en-
suring policy coherence across the Fund
on issues related to LICs.
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The Nordic-Baltic Position

The Nordic-Baltic chair is actively in-
volved in these discussions, noting that the
Fund has an essential role to play in LICs.
This role is derived from the Fund’s core
mandate of supporting institutions and
policies necessary for macroeconomic sta-
bility, which is a precondition for eco-
nomic growth and poverty reduction. Rec-
ognizing the progress made in recent years
by the Fund in aligning support behind
country owned PRSPs, the Fund should
continue to refine both program and facil-
ity design to better meet the need of de-
veloping countries in their efforts to re-
duce poverty.

The Nordic-Baltic Constituency 1is sup-
porting this work while underlining the
importance of the Fund’s involvement
being focused on the institution’s core ar-
eas of expertise, i.e. macroeconomic poli-
cies and financial stability. The Nordic-
Baltic chair has paid particular attention to
developing countries where the members
of the Constituency have special engage-
ment as major donors of aid. Development
aid ministries of our respective countries
have been encouraged to provide first-
hand information to enable as informed
statements as possible when these
countries are discussed in the Board. Low-
income countries that have attained par-
ticular focus in recent discussions include
Bangladesh, Bolivia, Ghana, Malawi,
Mali, Mozambique, Nicaragua, Sri Lanka,
Sudan, Tanzania, Uganda and Zambia.

The G8 Proposal for 100 Percent

Debt Cancellation

The G8 Summit in Gleneagles in July
2005 proposed a 100 percent cancellation
of HIPC countries’ debt to the Fund, the
World Bank and the African Development



Bank. For the Fund, the G8 supported to
use existing internal resources to finance
the debt cancellation. The proposal has
subsequently been discussed in the Execu-
tive Board on a number of occasions. At
an early stage in this internal process, the
Nordic-Baltic Executive Director, together
with Directors representing the Belgian,
Dutch and Swiss constituencies, asked
staff for further clarifications on some im-
portant issues, including in relation to
conditionality and uniformity of treatment.
In this communication, it was explicitly
stated that this proposal for further elabo-
ration by staff would not prejudge the po-
sition of these chairs in the subsequent dis-
cussions.

The Nordic-Baltic Position

The Nordic-Baltic chair strongly supports
the international efforts to reach the Mil-
lennium Development Goals. Debt relief,
enhanced aid and increased trade, as well
as sound economic policies in the recipient
countries, are all essential to achieve these
goals. It is encouraging that the global
fight against poverty is on top of the G8’s
agenda. The G8 debt cancellation proposal
clearly  demonstrates the  political
commitment to make further progress
towards the MDGs, and it is important that
a broad political agreement on the key
elements of the proposal would be reached
in connection with the Annual Meetings. It
is essential that debt relief is additional as
a contribution to the necessary firm and
time-bound commitments to raise official
development assistance towards the UN
target of 0.7 percent of gross national
income.

The G8 proposal rightly focuses on the
inherent conditions in the HIPC frame-
work as a means to ensure that debt can-
cellation is provided to countries with a
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track record of sound economic policies.
Emphasis on good governance, account-
ability and transparency as crucial to re-
leasing the benefits of debt cancellation is
important. A proper balance should be en-
sured between making the debt cancella-
tion “predictable”, while not giving full
debt cancellation to countries which per-
formance have lapsed or are off track.
Eligible countries should maintain a sound
macroeconomic performance and good
governance. There is merit in further dis-
cussing how an active Fund involvement
could help ensure that debt cancellation
will achieve its fullest potential. This in-
cludes elaborating on possible modalities
of how to ensure that post-completion
point countries without Fund programs
still pursue sound policies.

Furthermore, it is essential that sufficient
capacity for the PRGF is sustained even
after debt cancellation has been provided.
It is important to come to a conclusion
with respect to the issue of equality of
treatment, as some countries with an al-
ready high debt burden will not benefit
from the proposal. A proper balance
should be achieved between the principle
of uniformity of treatment and the increase
in costs that follows from an expansion in
the number of countries that can qualify
for debt cancellation. Fair burden sharing
is essential. Moreover, the Fund’s capacity
to lend to the LICs must not be
compromised by the proposal, and it is
therefore important to secure the
financing. The principle of additionality is
in this context of utmost importance. The
proposal entails using part of the resources
in the PRGF subsidy account. The Nordic
countries have provided a substantial share
(in terms of quota) of these resources.



Policy Support Instrument and
Shocks Facility

As part of the ongoing discussion on the
Fund’s role in LICs, staff has undertaken a
survey of PRGF-eligible members and do-
nors seeking their views on how the
mechanisms of Fund support for LICs
could be made more useful. A number of
low-income countries might not need Fund
financial support, but still want the Fund
to support their program and endorse the
quality of their policies. Moreover, donors
often attach as condition for disbursement
of budget support that the country is “on
track” in its Fund arrangement, making
Fund signaling important. The Executive
Board has discussed a proposal to estab-
lish a Policy Support Instrument (PSI),
which would not entail financing, but a
Board endorsement of the country’s poli-
cies. The Executive Board has also dis-
cussed the possibility of introducing a
window under the PRGF, which could be
used for LICs facing exogenous shocks.

The Nordic-Baltic Position

The Nordic-Baltic chair supports efforts to
strengthen surveillance and signaling in
low income countries. This could be
achieved be using more efficiently the
untapped potential in existing instruments
in terms of surveillance and lending facili-
ties. This includes low-access PRGFs and
Precautionary  Arrangements and en-
hanced surveillance/transparency - sig-
naling’s “closest relatives”. However, in
view of the broad support for an additional
signaling instrument the suggested PSI is
supported. Such an instrument could sup-
port countries in safeguarding sound poli-
cies and in ensuring debt sustainability
without a formal financial arrangement.
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In the discussions on a possible shocks-
window in the PRGF, the Nordic-Baltic
chair supported that the Fund establish a
policy on how to assist LICs facing bal-
ance of payment problems as a result of
sudden exogenous shocks, but was not
convinced of the need for creating a new
window. The objective could be met
through amendments of the existing in-
struments. The Nordic-Baltic chair would
have preferred further simplification and
transparency in terms of the Fund’s facil-
ity structure.

PRGF Program Design

In September 1999, the Fund established
the Poverty Reduction and Growth Facil-
ity to make the objectives of poverty re-
duction and growth more central to lend-
ing operations in its poorest member coun-
tries. PRGF-supported programs are un-
derpinned by comprehensive country-
owned poverty reduction strategies
(PRSP), prepared by the country with
broad participation of key stakeholders.

Earlier reviews of the PRGF by Fund staff
in 2002, and by the Independent Evalua-
tion Office of the Fund in 2004 confirmed
that the design of the programs supported
by PRGF lending has become more
accommodating to higher public expendi-
ture, in particular pro-poor spending. With
the marked reduction of macroeconomic
imbalances and resumption of growth in
an increasing number of low-income coun-
tries in recent years, the policy challenges
that these countries face have evolved. In-
creasingly, countries are facing a range of
viable policy options: should they use any
fiscal space to cut excessive tax burdens or
raise public spending to improve the pro-
vision of public services? Some of these
issues are especially pertinent in light of



the prospect of a significant scaling-up in
foreign aid flows to the LICs in the years
ahead.

Against this backdrop, the review dis-
cussed by the Executive Board in Septem-
ber focused on selected policy issues fac-
ing LICs that have achieved broad
macroeconomic stability with particular
emphasis on the role of institutions in
economic growth, the macroeconomics of
aid absorption, and the budgetary and
monetary policies that will encourage
growth and poverty reduction. Staff rec-
ommends that PRGF-programs in the
future give increased weight to trade liber-
alization and measures to improve the
business environment in program coun-
tries. Staff also recommends that the
Fund’s role should continue to focus on
macroeconomic stability and achieving or
maintaining debt sustainability.

The Fund has, and will also in the future,
have a limited role in building so-called
broad economic institutions even if it is
recognized that such institutions are im-
portant for economic and political stability
in a country. The challenge for PRGF-pro-
grams will be, therefore, to ensure that
growth and poverty reduction is sustained
despite that the PRGF-countries will con-
tinue to have rather weak institutions in a
foreseeable future. Absorbing larger
amounts of aid inflows is also likely to
become a more important issue in the
future. Avoiding that the exchange rate
becomes overvalued and at the same time
ensure that aid is used in a predictable and
efficient manner will pose increasing
challenges for PRGF program countries,
and PRGF-programs will have to be
adapted to address these new issues.
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The Nordic-Baltic Position

The traditional focus in Fund-supported
programs, including PRGFs, on maintain-
ing broad macroeconomic stability,
avoiding overvalued currencies, and pur-
suing trade openness, is essential to help
countries sustain growth. There is not
much evidence that any country has been
able to sustain growth over extended peri-
ods of time when it suffered from severe
macroeconomic  imbalances. Looking
ahead, there is a need for increased atten-
tion to debt sustainability in PRGF-pro-
grams. Increasing absorption capacity of
countries is important and is likely to be-
come even more important, in the near
future, with the increase in aid in prospect.

There is a large potential for improving
growth prospects through improving in-
stitutions that are generally still weak in
many LICs relative to other country
groups. Governments in LICs have the
main responsibility for ensuring improved
institutions in order to sustain a pattern of
growth. Improved transparency, budgetary
control and anti-corruption efforts could
potentially reduce the volatility of aid
flows as donors’ confidence increases. The
Fund’s role in institution building lies
primarily within the narrow concept of in-
stitutions. However, this represents im-
portant challenges ahead since such insti-
tutions are vital to induce macroeconomic
stabilization through coherent policies,
fiscal transparency and governance,
structural reforms in selected areas and
facilitating trade. Liberalization of trade
regimes and private sector development
can increase growth potential further when
the institutional frameworks are suffi-
ciently strong.

A topic of particular interest in the current
PRGF review is how to manage incre-



mental aid inflows as part of the MDG ef-
fort. A “spend and absorb” strategy at the
outset is appropriate and this requires a
close coordination of fiscal policy with
exchange rate and monetary policy. Focus
on the potential to create fiscal space
through enhancing public sector efficiency
as well as increasing taxation is important.
Many LICs clearly operate on a sub-opti-
mal tax rate and tax base, and streamlining
in this regard is certainly a viable option to
put the public sector on a sustainable track
towards fulfilling important functions
within the economy. One key element in
achieving absorption capacity in the long-
term is having the tradable goods sector
growing during periods of incremental aid
inflows and strong economic performance,
to facilitate a balanced external position in
the longer term.

HIPC Initiative — Status of Im-

plementation

Further progress has been made in imple-
menting the enhanced Heavily Indebted
Poor Countries (HIPC) initiative. Accord-
ing to a status report discussed in Septem-
ber, 28 countries have reached their deci-
sion points and 18 of them have now
reached the completion point. As a result,
debt-service payments for most HIPCs are
expected to decline to less than 10 percent
of exports and thus to help HIPCs to in-
crease their poverty-reducing expenditures
substantially.

During the Board discussion, Directors
underscored that continued adherence to a
strong policy framework and appropriate
debt management remain essential after
the completion point, for ensuring a lasting
exit from unsustainable debt and maxi-
mizing the benefits for poverty reduction
and attainment of the Millennium Devel-
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opment Goals. Notwithstanding these
achievements, Directors recognized that
many countries have yet to progress to the
completion point. They noted that, for
these countries in the interim period be-
tween the decision and completion points,
progress toward reaching the completion
point will depend on satisfactory perform-
ance under their PRGF arrangements and
on the development and implementation of
their poverty reduction strategies. Direc-
tors acknowledged that the majority of
HIPCs’ bilateral creditors have agreed to
provide debt relief, but stressed that en-
suring the full participation of non-Paris
Club and commercial creditors remains an
important challenge. Directors welcomed
the preliminary list provided by staff to
identify countries that could be eligible for
HIPC assistance under the extended sunset
clause and looked forward to receiving the
final list of potentially eligible countries
early in 2006.

The Nordic-Baltic position

It is encouraging to see a further increase
in the number of countries that have
reached the completion point. By lowering
debt stock and debt service, the HIPC ini-
tiative continues to free additional re-
sources for poverty reducing expenditures
in participating countries. Continued
sound policies, including good governance
and appropriate debt management, will be
needed to prevent the re-emergence of un-
sustainable debt. While most countries in
the interim period are advancing with the
implementation of their economic pro-
gram, fewer interruptions would have been
preferable. Moreover, it is worrisome that
four out of ten countries in the interim pe-
riod continue not having a Fund supported
program in place following insufficient
progress in establishing a satisfactory track
record of progress. All countries poten-



tially benefiting from debt relief should
make the best use of the current window
of opportunity and press ahead with the
necessary stabilization and reform efforts.
Participation by all creditors in a fair and
evenhanded manner is central to the effec-
tiveness of the HIPC initiative. The Fund
and the World Bank can play a useful role
in achieving progress in this area,
including through promoting transparency
and moral suasion.

Review of the PRS Approach

In September, the Board discussed two
joint Fund/World Bank papers reviewing
experience in implementing the Poverty
Reduction Strategy (PRS) approach. The
PRS process had encouraged countries to
prioritize their development goals and set
concrete targets and appropriate interme-
diate progress indicators, the review said,
thus contributing to enhancing domestic
accountability. Several countries had be-
gun this process, but many PRSs would
benefit from a more explicit link between
goals and the policies needed to achieve
them. While the MDGs could be a good
starting point for defining a country’s de-
velopment priorities, few countries had
fully customized them to local circum-
stances. Closer links between the PRS, the
medium-term expenditure framework and
annual budgets would also enhance priori-
tization. More could also be done to en-
gage in a broad national dialogue on eco-
nomic policies and poverty reduction, and
to set up effective national systems for
monitoring results. A major criticism of
PRSPs was that they were generally not
formulated as an operational framework
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for reaching the MDGs. Action was re-
quired from donors and countries alike to
make the PRS the framework for scaling
up country-level efforts to meet the
MDGs, according to staff. Donors must
align their assistance with the countries’
development priorities and provide more
aid in a timely, predictable and more ef-
fective manner. Countries will need to al-
leviate absorptive capacity constraints and
institutional weaknesses, and strengthen
the analytical underpinnings of their PRSs.

The Nordic-Baltic Position

By putting the country in the driver’s seat
of their own development process, the
PRS process has provided a framework for
accelerating efforts at the country level to
attain ambitious development outcomes
and bring countries closer to the achieve-
ment of the MDGs. The PRS initiative
continues to be a work in progress, and
now it is time to tailor best practices,
learned during the past five years, to indi-
vidual country circumstances.

The design of a Poverty Reduction Strat-
egy must be country driven and be broadly
understood and formulated by all-impor-
tant stakeholders. There is a need to en-
hance the linkage between the PRS
framework and a country’s Medium-Term
Expenditure Framework and its budgetary
process as well as to the MDGs. Although
the PRS approach provides no panacea,
and is still a work in progress, it is a highly
valuable instrument for implementing
country driven poverty reduction strategies
that deserves full support from the inter-
national community.
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IV. FUND SURVEILLANCE AND CRISIS PREVENTION

Within the important area of Fund
surveillance and crisis prevention, only a
few policy discussions have taken place
since the Spring IMFC meeting.

Review of Transparency Policy
Greater openness in economic policy-
making and in the dissemination of data on
economic and financial developments is a
key element of the international commu-
nity’s efforts to be more effective at pre-
venting financial crises. Many countries
have taken steps in recent years to become
more transparent. The Fund has under-
taken initiatives to make its operations and
policy deliberations more open to the pub-
lic while safeguarding its role as confi-
dential adviser to governments. Significant
strengthening of its transparency policy in
recent years includes a decision adopted in
January 2001 by the Executive Board to
allow the voluntary publication of country
documents and more systematic publica-
tion of policy papers and associated Public
Information Notices (PINs).

On June 20, 2005, the Executive Board re-
viewed the Fund’s transparency policy. At
the time of the last review, in September
2003, the Executive Board endorsed a
move to a policy of voluntary but pre-
sumed publication for most country re-
ports, in particular all staff reports on bi-
lateral surveillance and the use of Fund
resources (UFR), and of presumed publi-
cation of most policy papers. The current
review noted, in particular, that publica-
tion rates for country reports had increased
markedly since the last review, reaching
77 percent of all Article IV and UFR staff
reports, while regional differences in pub-
lication rates had declined sharply. The

review also highlighted a lengthening in
the lag between the Board’s discussion
and publication for country documents.
The review discussed various operational
aspects of the experience under the publi-
cation policy, including the use of correc-
tions and deletions, implementation costs,
the impact on candor and the timeliness of
publication. A key element of the Fund’s
publication policy is the existence of safe-
guards to maintain the frankness of policy
discussions with members and to strike an
appropriate balance between transparency
and confidentiality. These safeguards in-
clude the possibility for members to re-
quest deletions of highly market-sensitive
material.

During the Board’s discussion on the 2005
Transparency Review, Directors agreed
that the key principles of the publication
policy remain appropriate. They welcomed
the continued rise in publication rates, but
noted the lengthening of the average time
lag between a Board discussion and the
publication date. It is important to preserve
the frankness of the policy dialogue be-
tween the Fund’s staff and members, as
well as the information provided in staff
reports to the Board.

Nordic-Baltic Position

The Nordic-Baltic chair supports further
increasing transparency regarding the ac-
tivities and recommendations of the Fund,
and the proposals by staff were broadly
supported. The publication lag is a serious
concern that needs to be addressed along
the lines proposed by staff. These efforts
must go hand in hand with improving
publication rates. The prohibition of shar-
ing draft staff reports with the authorities



must be retained. A more proactive use of
the current operational guidance would
likely go a long way to avoid requests for
potentially unnecessary modifications. If
there is a conflict between candor and
publication, candor should be given prior-
ity. It is important that the views of the
authorities are fully reflected in the docu-
ments.

All Member Countries should publish Ar-
ticle 1V reports, Use of Fund Resources
reports, FSSA reports and also the position
of the authorities as reflected in the so-
called Buff statements by the Executive
Director representing the country under
discussion. In addition, members are en-
couraged to post staff’s concluding state-
ments on Article IV Consultations on their
websites to promote more public discus-
sion on the Fund’s policy advice.

Review of the Standards Codes
Initiative

On July 25, 2005, the Executive Board
considered a joint Fund/World Bank staff
paper on the Standards and Codes Initia-
tive. The Initiative was launched in 1999
and was designed to promote greater fi-
nancial stability through the development,
dissemination, adoption and implementa-
tion of international standards and codes.
Its three intermediate objectives are to as-
sist countries in making progress in
strengthening their economic institutions,
to inform Bank and Fund work, and to in-
form market participants. The initiative
covers 12 areas and associated standards
that relate to policy transparency, financial
sector regulation and supervision, and
market integrity. Assessments of the de-
gree of implementation of these standards
by countries result in Reports on the
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Observance of Standards and Codes

(ROSCs).

Directors generally concurred that the
scope of the Initiative and its key govern-
ance features should be left unchanged at
this time. They recommended a number of
changes to enhance the Initiative’s effec-
tiveness. The current policy of voluntary
publication of ROSCs should continue. A
few Directors recommended moving
toward a policy of voluntary but presumed
publication.

The Nordic-Baltic Position

ROSCs have contributed to strengthening
legislation, regulation and institutions in
member countries especially in emerging
countries. However, there is room for im-
provement in various areas to make the
initiative more effective. Efforts should
aim to strengthen the observance, refine-
ment, associated methodologies of the ex-
isting standards, and expand coverage
particularly in developing countries and
countries of systemic importance. Coun-
tries, primarily developing countries,
which so far have been lagging behind in
their participation, are encouraged to more
actively take part in the Initiative, not least
as a means for building stronger institu-
tions and to identify vulnerabilities at an
early stage. As data compilation and self
assessments of ROSCs are quite extensive
and tend to be resource intensive for na-
tional authorities, further streamlining of
the data and information requests is called
for. The integration of the Initiative with
other Fund work should be strengthened.
The Fund should have a continuous focus
on how to simplify and clarify the ROSC*s
conclusions. The ROSC publication rate
can be improved and more countries
should publish their reports.
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V. CAPACITY BUILDING

Review of the Fund’s Regional
Technical Assistance Centers and
Conclusions of the Task Force on

IMF Technical Assistance.

The Fund is providing technical assistance
to help member countries strengthen their
capacity to design and implement effective
policies. Technical assistance is offered in
the areas of fiscal policy, monetary and
exchange rate policies, banking and finan-
cial system supervision and regulation and
statistics. The Executive Board has had
two discussions on the experiences of the
provision of technical assistance (TA) to
its members in the summer of 2005. The
first was a review of the Fund’s Regional
Technical Assistance Centers (RTACs)
and the second on conclusions of a Task
Force on the Fund’s technical assistance.
The RTACs have been established by the
Fund with extensive donor support, in-
cluding from countries in the Nordic-Bal-
tic Constituency. The Task Force was
formed by the Fund’s management to sug-
gest an action plan for implementing the
earlier recommendations of the Independ-
ent Evaluation Office (IEO) on improving
delivery of the Fund’s technical assistance.

Directors agreed that the RTACs have
proven to be an important and useful addi-
tion to the Fund’s TA program. The effec-
tiveness of the RTACs should be further
enhanced along the lines mentioned by the
independent evaluations. Their potential to
assist member countries in formulating a
medium-term technical assistance strategy
should be fully developed as well as im-
plementation of such a strategy in the con-
text of PRSPs. The role of the Steering
Committees for the RTACs should be
better defined to clarify the roles and re-

sponsibilities of all stakeholders and to
strengthen their role in providing guid-
ance, setting priorities and monitoring the
performance of the RTACs.

Regarding Technical Assistance, Directors
noted that the Task Force’s proposals ad-
dress the IEO’s main recommendations,
namely to (i) introduce a more medium-
term perspective for setting TA strategy
and priorities; (ii) strengthen the tracking
and evaluation of TA implementation and
results; and (iii) enhance country owner-
ship of TA activities. Directors broadly en-
dorsed the Task Force’s proposals. Direc-
tors saw particular merit in greater in-
volvement by country authorities in the
design and follow up of technical assis-
tance activities, based on the needs and
priorities set out, where possible, in
PRSPs. Therefore, they supported the Task
Force’s proposal to strengthen and expand
the Technical Assistance Evaluation Pro-
gram.

The Nordic-Baltic Position

RTAC activities need to be aligned with
the overall TA strategy of the Fund. It is
important for the RTACs to develop their
activities under the new medium-term
budget framework in line with the busi-
ness plans of the Fund’s area and func-
tional departments following the medium-
term strategic directions. Further expan-
sion of RTACs should be carefully con-
sidered taking into account the cost and
benefits, while better planning of donor
financing would be preferable (e.g. defin-
ing funding sources for at least three years
upon the establishment of new RTAC and
lengthening the funding cycle from three
to five years) to secure a smooth operation



of RTACs. The potential of the RTACs to
assist countries in identifying and imple-
menting TA needs in the context of PRSPs
should be improved. The use of regional
expertise (i.e. hiring experts from the re-
gion) in RTACs would help to build a pool
of experts in a particular region.

The proposals of the Task Force are well
based and should be implemented in pilot
cases to assess the real cost of the
recommended measures. In countries with
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PRGF arrangements, milestones for TA
continuation should be set as proposed
where capacities to implement TA were
limited. The purpose is to promote country
ownership to implementation and align TA
provision with absorption capacities. TA
reports prepared by the Fund’s staff could
be shared more widely with specialists and
the public to promote sharing of know-
how and strengthen the authorities’ com-
mitment to implement TA recommenda-
tions

VI. CRISIS RESOLUTION ISSUES

The customary report to the IMFC on cri-
sis resolution reviews progress on issues
related to the orderly resolution of finan-
cial crisis, including the incorporation of
Collective Action Clauses (CACs) in sov-
ereign bond contracts and developments
with regard to the Principles for Stable
Capital Flows and Fair Debt Restructuring
in Emerging Markets. The Fund has taken
an active role in promoting the inclusion
of CACs in international bond issues. Such
clauses prevent a small group of creditors
from blocking potential future restructur-
ing deals to which large majorities agree.
The use of CACs has become the market
standard in New York law governed sov-
ereign bonds, with only one sovereign is-
sue not including CACs since March. As
a result, the share of sovereign bond issues
with CACs in the total of outstanding
sovereign bonds from emerging market
countries grew from 39 percent at the be-
ginning of 2004, to 53 percent at the end
of June 2005. The inclusion of CACs has
not had any observable impact on pricing.
Furthermore, efforts to improve engage-
ment between creditors and debtors have
been continuing in the context of the Prin-

ciples for Stable Capital Flows and Fair
Debt Restructuring in Emerging Markets.

The Principles have received support from
a number of emerging market countries
and private creditor associations, although
market views are varied. While supporting
the drafting of such Principles, the Fund
has left their specification to sovereign
debtors and their creditors, since the ef-
fectiveness of voluntary rules hinges criti-
cally on their acceptability to the affected
parties. The Principles are, in most re-
spects, consistent with the Fund’s policies
and can be applied in a manner consistent
with the Fund’s lending into arrears (LIA)
policy. However, the Principles call for a
resumption of partial debt service, to the
extent feasible, as a sign of good faith to
facilitate a restructuring. Such payments
are not a feature of the Fund’s good faith
criterion under the LIA policy. The Execu-
tive Board has discussed in various semi-
nars the determinants of and prospects for
market access by countries emerging from
crises, including when this has involved a
restructuring of sovereign debt. The Ex-
ecutive Board has also examined financial



sector issues in the design of sovereign
debt restructurings; and the managing of
systemic banking crises in the context of
sovereign debt restructurings.

The Nordic-Baltic Position

The continued progress on market based
crisis resolution initiatives is encouraging.
The special seminar discussions on market
access and specific issues related to debt
restructurings, including banking sector
issues, have also been very useful. How-
ever, more needs to be done in terms of
formulating a robust framework for the
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resolution of sovereign debt crises. Recent
work programs have been too weak on cri-
ses resolution and the implementation of
the Fund’s Lending into Arrears policy, in
spite of the IMFC’s continued call for
further work on these issues. Furthermore,
a comprehensive review of the Fund’s cri-
sis resolution framework is overdue.
While welcoming the increased use of
CACs and the development of the Princi-
ples, it will be important for the Fund to
study more how it can define its own role
more precisely in relation to the Princi-
ples.

VII. USE OF FUND RESOURCES AND OTHER INSTRUMENTS

Review of Charges and Maturities
In June 2005, the Executive Board had
preliminary discussions of experience with
policies on surcharges and time-based
repurchase expectations with a focus on
their contributions to discouraging unduly
large and prolonged use of Fund credit,
and more generally to reinforcing the re-
volving nature of Fund resources. The
Fund has modified this structure in recent
years, helping the institution and its
members to adapt to a changing economic
environment, but also adding to its com-
plexity. Directors saw room for improve-
ments in the structure of the Fund’s
charges and maturities. Any changes
should aim toward simplification, trans-
parency and clarity while at the same time
improving incentives. Further study of
these issues would be important. The pre-
sent benign global environment provides
an opportune time for such work.

The Nordic-Baltic Position
Surcharges across the Fund’s facilities
should be aligned. The Fund’s policies on

charges and maturities - and lending fa-
cilities more generally - have to strike a
balance between ensuring that members
have access to adequate financing when
necessary, and providing an incentive
structure to ensure that a member’s use of
the Fund’s facilities is temporary. The rate
of charge should be established based on
the total amount of resources outstanding
(level-based surcharges). This would
ensure a simple and transparent system of
surcharges, and it would eliminate any
existing incentives for members to seek to
repay quickly while pursuing successor
arrangements. If the incentives for early
repayment were strengthened, the policy
on time-based repurchase expectations
could be eliminated. The Supplemental
Reserve Facility (SRF) suffers from
serious  design  weaknesses.  Given
alignment of surcharges and elimination of
the policy on time-based repurchase ex-
pectations, a more fundamental evaluation
of the SRF is necessary, while carefully
considering the inter-linkages with the ex-
ceptional access framework.
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VIII. MANAGING AN EFFICIENT INSTITUTION

Budget Issues and the Review of
the Fund’s Employment Frame-

work, Compensation and Benefits
Progress has been made in strengthening
the budget process in the Fund in recent
years. Further reforms have been launched
to establish a medium-term output oriented
budget. Progress includes implementing
the key elements of the budget process by
reconciling bottom-up, output oriented ap-
proach with a top-down constraint, at-
taching ever-greater importance on how
the Fund’s resources are divided between
main output categories, and ensuring the
availability of resources for implementa-
tion of the main policy priorities. In 2005
and early 2006, the Fund intends to move
forward with a deepening of the budget
reform process, further work on the Fund’s
finances and financial structure, and con-
sideration of ways to strengthen internal
control, audit and risk management. A
process of introducing dollar budgets in
the offices of Executive Directors has also
been initiated.

The Strategic Review will play an impor-
tant role in setting priorities for the Fund’s
work program and medium-term budget
framework. Furthermore, the Fund is re-
viewing its overall employment frame-
work, together with the system of compen-
sation and benefits. The review draws on
external expertise and is expected to be
finalized toward the end of 2005. The Ex-
ecutive Board discussed and approved the
Administrative and Capital Budgets for
FY 2006 on April 22 that included also a
medium-term budgetary framework and
capital plan. The Fund’s gross budget will
equal to US$937 million (US$876.1 mil-
lion net of estimated receipts), a 3.6 per-

cent increase from the previous fiscal year.
The ceiling of full-time staff positions is
unchanged at 2,802.

The Nordic-Baltic Position

The Nordic-Baltic chair has supported
these developments and stressed the desir-
ability of adopting a more strategic and
medium-term view of the budget process.
To ensure efficient every-day work in the
Fund, the IMFC communiqués, the Fund’s
medium-term budgets and work plans, and
the biannual statements by the Managing
Director on the Board’s work program are
to be firmly linked together in the overall
planning and budgeting framework.

The comprehensive review of the Fund’s
compensation and benefits system and its
terms of reference is welcomed by the
Nordic-Baltic chair. It is necessary, inter
alia, to increase flexibility in this system
and maintain an expatriate approach to the
benefit system. The compensation and
benefits system should be in accordance
with “best practice”. It is essential that the
Fund is able to attract qualified staff of
diverse nationalities and skills, including
from Europe, while avoiding excessive
salary increases. Expatriate benefits and
allowances play an important role in that
respect. The costs of expatriate benefits
should be accommodated through a reallo-
cation within the benefit system rather
than an overall increase in benefit costs. In
order to attract a diverse international
staff, the allowance system should be more
targeted toward family friendly benefits.
This includes improved support for mater-
nity leave, children's education in pre-
school and post secondary education, day
care, and spouses job possibilities. This



could be done using a model with an
annual lump sum, possibly to be gradually
phased out. The recruitment policy should
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be revised in order to widen the knowl-
edge and expertise of the Fund, including
through more diversity.

IX. QUOTAS, VOICE AND REPRESENTATION

The Fund normally conducts general re-
views of members’ quotas every five years
to assess the adequacy of its resources
base and to adjust the quotas of individual
members to reflect changes in their rela-
tive positions in the world economy. The
most recent formal Board discussion under
the ongoing 13™ review of quotas took
place in July 2003. At that time, most Di-
rectors felt there was no current need for a
quota increase. Since then the Fund’s
liquidity position has further improved.
The 13" review will need to be concluded
before January 2008. The Monterrey con-
sensus on the importance of strengthening
the voice and representation of developing
countries and countries with economies in
transition has remained a key focus in the
deliberations, but also the issue of some
emerging market (particularly Asian)
countries under-representation in terms of
quotas has gained increased attention.
European countries’ aggregate actual
quotas are currently someway below
calculated quotas.

There is broad agreement that it is impor-
tant to ensure that all members are prop-
erly represented in the Fund’s policymak-
ing bodies and have voice appropriate to
their weight, but also that it remains fun-
damentally an issue for shareholders.
During discussions, many Directors have
suggested exploring prospects for pursuing
various suggestions that would facilitate

progress even in the absence of a general
increase in the Fund’s quotas.

The Nordic-Baltic Position

Member countries must be treated equally
and objectively. Quotas should reflect
economic size based on objective criteria.
It is essential that a proper balance is en-
sured between creditors and debtors in
such a way that creditors continue to up-
hold the majority. The liquidity situation
in the Fund is still good, and at this stage,
there is no need for a general quota in-
crease. An ad hoc increase is warranted in
some cases for making adjustments in the
quota distribution. This targeted approach
could help to correct the present substan-
tial misalignments that exist for some
countries. A proper representation and
voice of all member countries should be
ensured and can be improved from its cur-
rent stance. The decline in the relative im-
portance of basic votes implies a weaken-
ing of the voice of small countries in the
decision-making of the Fund. Their voice
should be enhanced through an increase in
basic votes, aiming at restoring the origi-
nal level of basic votes as a share of total
quotas. Progress in enhancing the African
EDs’ offices technical and administrative
capacity and their capacity should be fur-
ther strengthened. There is a need for a
less complicated quota formula. It is es-
sential that a new formula, in addition to
GDP, contains variables that incorporate
economic openness.
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X. ACTIVITIES OF THE INDEPENDENT EVALUATION OFFICE

The Executive Board established the
Fund’s Independent Evaluation Office
(IEO) in 2001. The IEO provides objective
and independent evaluation on issues re-
lated to the Fund. The IEO operates inde-
pendently of the Fund’s Management and
at arm’s length from the Executive Board.
It enhances the learning culture of the
Fund, promotes understanding of the
Fund’s work, and supports the Executive
Board in its governance and oversight. In
April 2005, Thomas A. Bernes of Canada
was selected as new Director of the Inde-
pendent Evaluation Office succeeding Mr.
Montek Singh Ahluwalia of India. While
only the report on the Evaluation of the
Fund’s Approach to Capital Account Lib-
eralization has been discussed by the
Board since the last IMFC meeting, work
is underway on other items on the IEO’s
work program. This includes evaluations
on the Fund’s assistance to Jordan, the
FSAP and structural conditionality. IEO is
also working on the terms of reference for
an evaluation of the Fund’s multilateral
surveillance and an Issues Paper will be
made available for public comments in the
next few months.

Evaluation of the Fund’s Ap-
proach to Capital Account Liber-

alization

The report reviews the Fund’s policy ad-
vice on capital account liberalization and
related issues in a sample of emerging
market economies over the period 1990-
2004. The evaluation finds that the Fund
encouraged countries that wanted to move
ahead with capital account liberalization,
especially before the East Asian crisis.
However, there is no evidence to suggest
that the Fund pushed countries to move

faster than they were willing to go. In en-
couraging capital account liberalization,
the Fund pointed out the risks inherent in
an open capital account as well as the need
for a sound financial system, even from
the beginning. These risks, however, were
insufficiently highlighted, and the recog-
nition of the risks and preconditions did
not translate into operational advice on
pace and sequencing until later in the
1990s. In recent years, the Fund’s analysis
of such supply-side factors has intensified.
Even so, the focus of policy advice re-
mains on the recipient countries.

Two main recommendations of the IEO
report were:

1.  There is a need for more clarity on
the Fund’s approach to capital ac-
count issues.

2. The Fund’s analysis and surveillance
should give greater attention to the
supply-side factors of international
capital flows and to what can be
done to minimize the volatility of
capital movements.

In the Board’s discussion on May 11, Di-
rectors stressed that the Fund has long at-
tached importance to capital account is-
sues and vulnerabilities, and that the proc-
ess of clarifying their role in surveillance
is well under way. There is a scope for
sharpening the Fund’s advice on capital
account issues. The Fund’s staff should
continue to draw upon all available re-
search in its policy advice to members.
Further research and study are needed to
fully understand how best to obtain the
benefits and manage the risks of capital
account liberalization, including sequenc-



ing issues. Directors agreed that the
Fund’s future work on capital account is-
sues should seek to buttress efforts to
promote financial stability, while helping
ensure that controls are not used as a sub-
stitute for adjustment. As a follow-up to
the findings of the IEO report, Directors
looked forward to capital account issues
being addressed in the context of the
Fund’s ongoing strategic review.

The Nordic-Baltic Position

The Nordic-Baltic chair broadly agreed
with the recommendations of the IEO, and
concurred with the need for clearer guid-
ance on the Fund’s approach and role in
capital account questions. While interna-
tional capital movements are inherently
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beneficial to capital market integration and
competitiveness, they can also give rise to
problems, especially if countries open up
their economies relying on an inappropri-
ate strategy. Although the Fund has gener-
ally encouraged liberalization of capital
movements, it has not been promoting
capital account liberalization indiscrimi-
nately or required capital account liberali-
zation as formal conditionality. The ex-
post assessments of the Fund’s involve-
ment in countries with capital account cri-
ses indicate that innocent victims of con-
tagion are hard to find, and sudden stops
of capital flows together with the ensuing
adverse impact on output largely reflect
macroeconomic and structural inconsis-
tencies.



