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Introduction

Strengtheming the Latin Amenican Reserve Fund (FLAR) by expanding its size and scope in order to
encompass a larger number of countries of the region would sigmficantly contribute to financial
stability as a regional and global public good. This paper seeks to cast light on the wiability,
mplications and challenges of expanding FLAR to another five countries m the region: Argentina,
Brazil, Chile, Mexico and Paraguay.

In our view, regional reserve funds are ome of the mechanisms that contnbute to a denser
mternational financial architecture and help enhance its capacity to provide financial stability. Greater
densification means not only that there 15 a wider range of tools. but also that there is greater
mterconnectivity between the institutions that make up the mtemational financial architecture.

Regional funds are not, then, seen as the only defence mechamsm for their member countnies but
rather as one line of defence 1n addition to other sources of balance-of-payments support. They should be
regarded as a complement to global financial mnstitutions, albeit within a multlevel framework of
financial cooperation in keepmg with pnnciples of subsidianty. Regional funds thus remforce the
provision of countercyclical funding for facmg external shocks and make financial contagion less likely.

The resources avatlable to a regional fund are not limited to the contributions made by its member
countries. A regional fund can leverage its resources through interactions with other components of the
global financial system.

Regarding a regional fund as a mechamsm that helps densify the international financial
architecture by operating within a broader network of sources of support available to the countries has
two fundamental implications for sizing the fund.

First, the fund should be sized beanng i mind that there are other sources to which member
countries —in particular, the larger ones— can tum for meeting hiquidity needs stemming from balance-
of-payments problems. Any expanded FLAR should be concetved as a fund essentially at the service of
the countries with less easy access to other sources of financing. Countnies for which 1t 15 easier to tap
other resources could resort to an expanded FLAR as a fall-back line of defence.

Second, conceiving of the regional fund as a mechamsm that 1s part of a broader global financial
architecture, means that an expanded FLAR should not necessarily be sized for addressing extreme
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scenarios, but rather the most likely ones. So, an expanded FLAR should be far smaller than 1t would
need to be for addressing a tail nsk scenano where all of the countries draw on 1t at the same time, 1.2 1f
it were supposed to be the lender of last resort, for all of its members.

According to the evidence set out herein under different methodologies, the most likely scenanios
are those where only a certain percentage of the countries reviewed have balance-of-payments
difficulties at the same time Because systemuc crises and widespread contagion are the least likely
scenarios, an expanded FLAR makes sense and 1s financially wiable. Thus finding 1s 1n line with the
historical experience with FLAR: except for the debt crisis of the 1980's, only a minonty of members
has requested aid from the fund at the same time.

Our findings also indicate that smaller countries are more likely than larger and medmm-sized
ones to expenence simultaneous balance-of-payments difficulties. This 1s additional proof that an
expanded FLAR would be wiable, since the funding needs of smaller countnes in the group would
obviously be more manageable for the fund.

In more extreme scenaros, such as a systemnc cnsis or widespread contagion, or even for
mtermediate scenanos where the fund's capital falls short of member country needs, the fund should be
able to “broaden its own shoulders™ by leveraging its capital to mobilize more resources or by taking
action along with other components of the financial architecture.

In view of the above, this report suggests that if capital contnbutions from new member countries
were pattemed after the cument FLAR, an expanded fund would total nearly US$9 billion. which 1s
equavalent to 1.4% of the total stock of mternational reserves held by the 12 countries reviewed.

A fund of this size could, unleveraged. sirmltaneously cover potential demand from the entire group of
smaller countnies plus half of the needs of medium-sized countries_ for a total of US$7 8 billion.

Leveraging the fund’s capital via medium- to long-term bommowmg at a ratio of 65% of its paid-in
capital (the maximum authonized for FLAR) would yield nearly US$13.3 billion in lending resources. At
this volume, the fund could stmultanecusly cover more than 85% of the potential needs of the entire group
of member countries —except for those of the two largest—, estmated at US$15.3 billion.

Beyond feasibility and the potential benefits of an expanded FLAR as a shared insurance
mechanism working towards bringmng in new members entails major challenges m terms of fund
govemance, mcluding voting and decision-making mechanisms, credit allocation cntena and
surveillance mechanisms.

FLAR has been shown to have such positive attributes as speed, responsiveness, a strong sense of
member country ownership (as seen i its solid position as semor creditor) and low lending
conditionality that helps to keep borrowing from FLAR from being stigmatizing for the countries. The
big govemnance challenge for an expanded FLAR would be how to adapt to having more members and to
provide more funding without losing these positive attributes that often differentiate FLAR. from other
global and regional funds.

This article 15 divided into four sections. The first sets out empinical exercises to gauge how
simultaneous balance-of-payment difficulties are for the 12 countries reviewed. The second section focuses
on what the size of the new, expanded FLAR should be and prowvides two scenanos for member country
capital contributions i keeping with that size. Section three examines the govemance challenges that
expanding FLAR would pose. The fourth section offers some closing reflections.
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. Factors for evaluating the financial
viability of an expanded FLAR

When assessing the sustamability and viability of a reserve fund. it 15 important that member country
balance-of-payments problems and crises not be systemic. To put 1t another way, the likelihood of all of
the member countnes tapping the fund for iqudity at the same time should be low.

One of the standard ways to gauge the simultaneousness of balance-of-payments complications
has been to take vaniables like variations m terms of trade, stock of intemational reserves and net capital
flows and calculate simple correlation coefficients between them '

Positive, statistically significant coefficients weaken the arguments in favour of a fund because
they would mean that shocks impact the countries at the same time. By contrast, negative correlations
would enhance arguments in favour of the fund as an insurance mechamism Positive but not
significant correlations also pomt m the direction of fund feasibality: with the intensity of the shocks
varying from country to country, there will always be countries that are less affected and so have less
need for tapping the fund *

Determining whether there 15 a discermble pattern of simultaneousness within countries grouped
by economy size was also regarded as a relevant exercise. After all. it 1s not the same for balance-of-
payments difficulties (and, thus, the potential need to draw on the fund) to anse at the same time for

! Ses for example, Agosin (2001); Machinea and Titelman (2007); Agosin and Heresi (2011).

Generally speaking, the reason for using these vanables instead of just determining whether international reserve gains or losses for
the countries are highly comelated 1s that the effects of balance-of-payment shocks are not always reflected in variations in reserves.
(Other admstment mechanisms are sometmes involved. For example, if part of the effect of a capital-account shock 15 absorbed by
vanations in the country’s exchange rate, the impact on international reserves will be smaller. Likewise, negatrve (positive) terms of
trade shocks could eventually come along with loss (accummlation) of reserves, depending on whether the central banks use reserves
to buffer or slow the resulting exchanpge-rate depreciation (appreciation). Arzenman, Edwards and Riera-Cnchton (201 1) identify the
important role that active infernafional reserve management at the country level can play in substanhally reducing real exchange-rate
volatility in the face of terms-of-trade shocks. Stnetly speaking, their analy=is focuses on commodity terms of frade, which 15 the real
poce of commodities relative to a country’s exports and imports.
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large and medmm-size countries as for smaller countnies whose funding needs are withun the fund's
capacity to handle.

The study thus centred on two groups of countries ranked by the size of their econonmes: large
and medmm-sized, including Brazil, Mexico, Argentina, Colombia, Bolvanan Republic of
Venezuela, Peru and Chile; and small ones, including Ecuador, Costa Rica, Uruguay, Plurinational
State of Bolivia and Paraguay.’

The findings in this section indicate that 1t 1s not the rule that balance-of-payments problems due
to terms of trade, intemational reserves or capital flows anse simultaneously. The examination by
country grouping shows that any simultaneous balance-of-payments complications would tend to appear
among smaller countnies and are very infrequent among large and medium-sized ones. This provides
even more evidence in favour of the financial viability of an expanded FLAR. because the funding needs
of the smaller countries 1n the group are, naturally, of a magnitude that 1s more manageable for the fund.

A. Terms of trade

The correlation coefficients for terms-of-trade vanations are significant and positive in just a very
small percentage of cases, which would seem to mdicate that the shocks are not impacting the
countries at the same time. The exercise with 12 countnies yielded 66 pairs of correlation
coefficients.* Only 16 (24%) of them are significant and positive; 7 (11%) are significant and
negative (see table 1 and table 2).

TABLE 1
LATIN AMERICA (SELECTED COUNTRIES): SIMPLE CORRELATION COEFFICIENTS
BETWEEN TERMS-OF-TRADE VARIATIONS

{Annual data, 1990-2010)

Venezuela Cost Baodivia
Brazi Mexico Argenfina (Bolivarian Colombia Peru WMMUWWPW

Repulbiic of) State of)

Brazil 1.00

Mexico 053 1.00

Argentina 0.47 D22 1.00

Venezuela

(Bolivarian 030  0.62 -0.05 1.00

Republic of)

Colombia 0.35 0.14 0.34 0.64 1.00

Peru 0.36 0.03 013 0.25 0.20 1.00

Chile 040 D15 012 0.24 0.30 0.84 1.00

Ecuador 016 0.53 -0.07 0.90 0.66 0.34 0.22 1.00

Costa Rica 0.54 077 0.14 -0.64 015 003 0.07 -0.54 1.00

Uruguay 0.37 062 -0.06 -0.62 028 015 004 D49 0.39 1.00

Bolivia

(Plurinational  0.30 0.00 013 0.38 0.63 0.54 0.55 0.53 010 OM 1.00

State of)

FParaguay 047 0.3 026 -0.07 0.57 0.03 0.10 0.04 0.43 0.23 0.44 1.00

Source: Prepared by the authors on the basis of World Bank, Development Indicators [online database].

Mote: The annual variation of the terms of trade index for goods and services was used. Coefficients that are positive and
significant at the 5% level are in bold. Coefficients that are negative and significant at the 5% level are shaded.

' For ranking by size, the most recent data available on GDP at purchasing power parity (PPP) rates were used. A country ranking
based on average current-dollar GDP for 2009 and 2010 would only change the specific order of some countries within each group.
The crder between groups, which is the one that matters for thys examination, does not change.

*  Contemporanecus comelations were used for this exercise.
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TABLE 2
PERCENTAGE OF SIMPLE CORRELATION COEFFICIENTS BETWEEN
TERMS-OF-TRADE VARIATIONS THAT WERE SIGNIFICANT AND POSITIVE
(A= a percentage of the fotal, by groupings of countries)

Medium sized and large Small
Medium sized and large 19.0 -
Small 257 30.0

Source: Prepared by the authors on the basiz of World Bank, Development Indicators
[online database].

These findings are expectable in that the terms-of-trade pattern vanes from country to country
because their export base 15 different. For instance, 1n a number of cases there are significant negative
coefficients for pairs of countnes where one 1s a net exporter of energy (basically. hydrocarbons) and the
other 1s a net mmporter. Such 1s the case with the comelations between the Bolivarian Republic of
Venezuela with Costa Rica and with Uruguay, as well as the comelations between Ecuador and these two
same countnes.

By contrast, comrelations between pairs of countries where both are major net energy exporters
(like the Bolivarian Republic of Venezuela and Ecuador, the Bolivarian Republic of Venezuela and
Mexico, Colombia and Ecuador, and Colombia and the Bolivanan Republic of Venezuela) are positive
and significant as well as generally high.

As was to be expected. the comrelation between countrnies that are major net exporters of some
metals 15 positive, too, as with Chile and Peru, and Chile and the Plunnational State of Bolivia. And
there 1s also a positive comrelation between two major net exporters of agncultural and livestock
products, like Argentina and Brazil.

A look at pairs of countries can yield some general conclusions at the country group level. For
example, 1n table 1 showing correlations between terms-of-trade vanations among countries in the
medmm-size and large group, only four (19%:) are positive and significant. In mne cases (26%),
correlations between medmm-sized and large countries and small countries are positive and
significant; mn three (30%) they are positive and significant among countries m the small group.

In other words, the occurrence of positive and sigmificant correlations is low, both within and
between country groupings. This finding was to be expected. because a country's export structure is
not necessarily related to the size of 1ts economy.

B. International reserves

As for vaniations 1 the stock of mternational reserves, only 25 of the 66 comrelation coefficients between
pairs of countries were posttive and significant; this 1s equal to 38% of the potential cases (see table 3
and table 4).

An analysis similar to the one for terms of trade was performed at the country grouping level It
shows that positive and significant correlations are found above all between pairs of small countries.
Indeed, half of the comrelation coefficients between pairs of small countries were significant and
positive. The percentage of positive and significant correlations 1s lower (33%) between large and
medum-sized countries.

These findings are evidence in favour of the wiability of the fund, because any simultaneous

loss of reserves would come mainly from the small countries, whose liquidity requirements are always
more manageable than those of medium-sized and large countries.
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TABLE 3
LATIN AMERICA (SELECTED COUNTRIES): SIMPLE CORRELATION COEFFICIENTS
BETWEEN VARIATIONS IN THE STOCK OF INTERNATIONAL RESERVES
(Quarterly data, 2000-2011)

Venezuela c Bolrdia
Brazl Mexico Argenfina (Bolivanan Colombia Pem Chie Ecuador Fica Urnuguay (Plurinational Paraguay

Republic of) State of)

Brazil 1.00

Mexico 0.29 1.00

Argentina 0.33 0.09 1.00

Venezuela

[Bolivarian -0.09 0.09 -0.08 1.00

Republic of)

Peru 0.62 0.30 0.30 -0.13 0.30 1.00

Chile 0.25 0.22 -0.03 007 0.02 021 1.00

Ecuador 0.30 D07 0.01 0.03 0.31 0.35 024 1.00

Costa Rica 0.32 0.07 025 0.3 021 053 022 009 1.00

Uruguay 019 0.14 0.09 0.02 025 020 0.34 021 0.04 1.00

Baolivia

(Plurinational 0.54 0.22 0.15 017 0.43 0.55 0.46 0.36 0.04 0.35 1.00
State of)

Paraguay 0.47 020 0.23 0.03 027 039 029 035 004 057 0.45 1.00

Source: Prepared by the authors on the basis of World Bank, Development Indicators [online database].

Mote: Coefficients that are positive and significant at the 5% level are in bold. Coefficients that are negative and significant
at the 5% level are shaded.

TABLE 4
PERCENTAGE OF SIMPLE CORRELATION COEFFICIENTS BETWEEN VARIATIONS
IN INTERNATIONAL RESERVES THAT WERE SIGNIFICANT AND POSITIVE

(A= a percentage of the fotal, by groupings of countries)

Medium—sized and large Small
Medium—sized and large 333 -
Small 371 50.0

Source: Prepared by the authors on the basis of World Bank, Development Indicators [online database].

C. Capital flows

For net capital flows, only 17 of 66 coefficients (30%¢ of the total) were sigmificant and positive (see table 5
and table 6). These findings provide mmtial evidence that capital-account shocks m the 12 countries
examined would not be simmltaneous.

In other words, systemmc shocks and/or widespread financial contagion that would spark net capital
outflows from the countries at the same time are not the mle.

Two important findings emerge from the analysis based on groups of countries. On the one hand,
there are a low proportion of positive and significant correlations within the group of large and medum-
sized countries (33%5). along with a few cases of significant but negative comrelations.

This provides evidence that in such cases there 1s no co-movement in capital flows but rather that
they move mversely.

10
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TABLE 5
LATIN AMERICA (SELECTED COUNTRIES): SIMPLE
CORRELATION COEFFICIENTS BETWEEN CAPITAL FLOWS
(Net inancial account in dollars, guarterly data, 2000-2011)

Veneruela Cost Bolrdia
Brazil Mexco Amgenting (Bolivaian Colombia Pemu uﬁmmmmqm:ﬂmmaw

Repulblic of) State of)

Brazil 1.00

Mexico 036 1.00

Argentina 0.34 002 1.00

Venezuela

[Bolivarian 048 0.05 -0.22 1.00

Republic of)

Colombia 0.61 0.36 023 -0.33 1.00

Peru 0.65 0.34 0.14 -0.41 0.44 1.00

Chile 005 010 -0.20 -0.19 013 003 1.00

Ecuador 011 010 010 -0.22 024 019 019 1.00

Costa Rica 027 014 0.03 -0.09 0.44 0.51 -0.03 012 1.00

Uruguay 017 -0.04 0.16 -0.13 026 0.20 025 001 0.40 1.00

Baolivia

(Plurinational 0.06 047 -0.20 0.01 -0.24 0.22 035 005 -0D.14 -0.08 1.00
State of)

Paraguay 032 0.4 0.29 0.00 0.44 0.30 002 008 037 0.32 0.04 1.00

Source: Prepared by the authors on the basis of Intemational Monetary Fund, Intemational Financial Statistics (IF3).

Mote: Coefficients that are positive and significant at the 5% level are in bold. Coefficients that are negative and significant at
the 5% level are shaded.

TABLE &
PERCENTAGE OF SIMPLE CORRELATION COEFFICIENTS BETWEEN CAPITAL
FLOWS THAT WERE SIGNIFICANT AND POSITIVE

(A= a percentage of the fotal, by groupings of countries)

Medium—sized and large Small
Medium—sized and 333 _
large
Small 20.0 300

Source: Prepared by the authors on the basis of Inftemational Monetary Fund, Intemational Financial
Statistics (IFS).

D How simultaneous are sudden stops in capital flows?

The analysis set out in the foregoing sections hereof was completed by examining the simultanerty of
sudden stops in capital flows. Doing so provides an objective measure of the degree of timing
coincidence between sudden reversals of net capital inflows to the 12 countries reviewed.

Such an analysis avoids two substantial weaknesses in the comelations methodology. First,
contemporaneous correlation coefficients do not take account of the effect of lag structures on
correlations between pairs of countries, which could impact the financial viability of the fund. Second,
nor does it consider the effect of correlation risk: the fact that cormrelations can be low during “normal™
periods but increase precisely in times of crisis, detracting from the fund’s financial wiability (see, for
example, Levy-Yeyati, Castro and Cohan, 2012).

11
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With the Calvo, Izquierdo and Mejia methodology (2004, 2008), sudden stops 1n net capital flows
were identified for each of the 12 subject countnies, using monthly data for the period between January
1990 and December 2011.

Considenng that, for most of the countries, the capital flows appeanng m balance-of-payments
statistics are quarterly, a monthly proxy (like the one employed by these authors) was used for these
flows (see annex 2 for an explanation of the methodology used).

The findings are set out in table 7, with a focus on the following cnsis periods: the tequila crisis
(1994-1995); the Asian/Russian/Brazilian crisis (1997-1999); the Argentine crisis (2001-2002): and the
global crisis (2008-2009). The cells m red show the penods duning which the countries expenenced sudden
stops. As can be seen, the methodology captures many of the sudden stops haghlighted mn the hterature,
such as m Mexico in 1994-1995, Brazil in 1998-1999 and Argentina m 2001-2002.

TABLE 7
LATIN AMERICA (SELECTED COUNTRIES): SUDDEN STOPS
IN NET CAPITAL FLOWS, 1994-2009

Tequlla crisls (1994-1995) A slan/Russ|an/s radiian crisls (1997-1939) Argentina crisls (2001-2002) _Gkobal crisks (2005-20
e THIT 1 A
M exco 1
Argentina || |
Venezuels

Colombia
o ‘

Chile

Costa Rical

Uruguay
Bolwvia

Paraguay ||||||

Source: Prepared by the authors.
Mote: In dark, episodes of sudden stops in net capital flow.

Ecuador

T

Other known events, like the short-term capital outflows from Argentina in 1999, are not detected
by this methodology because, in this case, short-term financial outflows were offset by privatizations
that drew a lhigh volume of foreign direct mnvestment (FDI) nto the country.

We see this as a methodology advantage because the aim 1s to detect sudden stops mn total external
financial flows to the countnies, regardless of their form.

These findings were used to calculate the percentage of countnies simultaneously undergoing a
sudden stop episode n each peniod (see figure 1). This was done on an annual basis, meaning that if a
country experienced a sudden stop in the first half of a given year and another country underwent one
m the second half of the same year, the two episodes were taken as simultaneous for the purpose of
our calculations.’

This makes sense, because if two countries expenience balance-of-payments difficulties with
shight time lags 1t 15, for a reserve fund, as if they were simultaneous because the funds disbursed to the
first country mught not be available for another country requesting assistance shortly afterward.

¥  Episodes starting in one vear and running into the following vear were attributed to the latter (for instance, some of the sudden stops
that began in late 2008 and lasted mto 2009 were attnbuted to 2009).

12
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FIGURE 1
COUNTRIES UNDERGOING SUDDEN STOP EPISODES AT THE SAME TIME

(Percentages of tofal in each group)

8

Al
FH-F
r&—

1994 | 1985 1997 1998 1999 2001 2002 2008 2009
Asslan/RusslanBrazllan crisls Argentine crisls Global crisks

Total " mpedum-sized and large countnes ¥ Smal countries

Source: Prepared by the authors.

As can be seen, only m 1999 and 2009 were there simultaneous episodes 1 a majority (more than
50% of the total) of the countries. However, in both cases the simultaneous episodes occurred primanly
m the group of small countries and not so much between the medium-sized and large countries.

Moreover, the 2009 crisis was widespread: as the term “global crisis™ indicates, it basically
mmpacted the entire world in one way or another. It can thus be said that this most recent crisis was more
an exception than the rule msofar as sudden stop episodes in the countries of the region are concemed.

The findings are consistent with those set out in the foregoing section, provading firm evidence as
to the financial viability of expanding FLAR to this set of 12 countries. Systemic crises and widespread
contagion are not the mode; instead. sudden stops tend to occur stmultaneously in a certain percentage of
countries but not in all of them.

The analysis at the country group level also shows that in the two years with the highest
percentage of simultaneous events, these were sudden stop episodes in small countnies. For the medum-
sized and large countries simultaneous events are less frequent.

On a more general basis, the findings are 1 line with historical usage of FLAR facilities.
Expenence shows that the credit lines have been used more frequently dunng cnsis peniods, especially
during the external debt cnsis of the early 1980's and the Asian/Russian/Brazihan cnsis (1997-1999),
albeit more heavily duning the former, when FLAR extended loans to almost all of 1ts member countries.

It did so to less than half of them dunng the Asian/Russian/Brazilian cnisis. Duning the Argentine
crisis and the more recent global financial crisis (2009). only one country in each episode tapped FLAR
to meet liquadity needs (see figure 2).

13
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FIGURE 2
PERCENTAGE OF MEMBER COUNTRIES
DRAWING ON FLAR DURING CRISIS EPISODES

(Balance-of-payments and/or liguidity loans)

Ida

Debt (1950-1983) Teuila (1904-1905)  AssianFussianBradiian  Apeniina (20012002)  Giobdl (2008-2000)
(T18a7-1968)

Taal SMedum B 5Smal

Source: Prepared by the authors on the basis of figures provided by the Latin American Reserve
Fund (FLAR).

Mote: The figures above the bars show the number of countries bormowing from FLAR over the total
number of member countries at the time. The grouping of medium-sized counfries includes the
Bolivarian Republic of Venezuela, Colombia and Peru; the grouping of small countries includes
Costa Rica (only since 1999), Ecuador, the Plurinational State of Bolivia and Uruguay (only since
2008). Only balance-of-payments and/or liquidity loans were taken into consideration.

Expernience, then, shows that all of the FLAR member countries have used one of its instruments
(except for Uruguay, which joined m 2008). It also shows that greater frequency of use has not in
practice meant that the countries draw on FLAR at the same time. The reason nmght be that countnies do
not run into balance-of-payments difficulties simultaneously, but it also means that FLAR 1s not the only
line of defence for its member countries but rather one instrument in a wider array of support options.®

¢  To cite an example, during the zlobal crizmis (in 2009), Colombia opted to request a nearty TS$ 10.5 bilhon precantionary loan
(flexable credit hne, FCL) from the Infernational Monetary Fund (IMF) despate being a FLAR. member country.
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ll. Size of an expanded FLAR

Deciding on the size of a reserve fund requires, first of all drawing on histonical expenence to
estimate the member countrie's potential funding needs ansing from balance-of-payments constraints.
To this end, these needs were proxied by the vanation in net capital flows, focusing on crisis periods
(tequila crisis, 1994-1995; Asian/Russian/Brazilian crisis, 1997-1999; Argentine crisis, 2001-2002;
and global crisis, 2008-2009).

Second, the size of the fund should take mfo consideration the fact that regional funds are
mechanisms operating in a broader network of support options that provide the countries with different
levels of defence against external shocks.

The fund should therefore be sized to cover the most likely scenanos (according to our findings,
those where just a percentage of countries —usually, the smaller ones— need funding at the same time
because of balance-of-payment constramts), with leveraging mechamisms in place for cases m which its
capital 1s msufficient.

A. Potential funding needs

Potential funding needs were proxied by vanations in net capital flows towards the countries (see
table 6) as in Agosin and Heresi (2011) during the crisis episodes regarded as most representative
for the region.

The reason for taking vanations i net flows instead of net flows per se is that for any given
country the vanation in available funding 1s more relevant than the absolute amount. If a country
receives considerable funding in a given year and a drastically lower but still positive amount the
following year, this could still be regarded as a sudden stop. The country would have to make a

current-account adjustment or lose international reserves in order to counterbalance the decline
external funding.

The findings show, first, that funding needs have been disparate and vary significantly from one
crisis to another. Second, the esttmated annual vanations 1 net capital flows for the 12 countries dunng
crisis peniods since the early 1990's show that the maximum funding needs in the table represent an
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upper bound detemmned by extreme need scenanos. For the reasons given earlier, 1t 1s therefore more
useful to consider the statistical median of the data when deciding what size the fund should be”

TABLE 8
EXPANDED FLAR MEMBER COUNTRIES: ANNUAL VARIATIONS
IN NET CAPITAL FLOWS

(Billions of doilars)
; - Asian/Russian/ . . - Statistical

Tequila crisis Brazilian crisis Argentina crisis Global crizis median

1994 19495 1997 1998 1999 2001 2002 2008 2009
Brazil 1.0 218 -T0 -3.2 -13.0 -136 -195 -46.6 113
Mexico -18.0 -26.3 111 -54 4.5 128 -8.3 =37 1.0
Argentina -8.3 £4 81 0.1 -5.1 -236 65 -15.5 21
Venezuela
(Bolivarian
Republic of) 5.4 0.0 27 23 -34 24 5.2 -1.1 114
Colombia 0.6 1.3 04 -3.3 4.5 21 0.3 0.5 -23
Peru 30 02 20 -39 -1.2 0.6 04 0.6 6.1
Chile 28 =31 14 4.8 0.7 -1.8 -1.0 243 -10.3
Ecuador 04 04 0.1 15 -28 71 0.5 02 A7
Costa Rica 0.2 0.6 01 01 05 0.3 0.6 01 -20
Uruguay 0.3 01 04 0.1 0.4 0.3 -24 12 -1.8
Bolivia
(Plurinaticnal
State of) 0.0 02 0.2 0.3 0.3 0.0 0.2 12 0.3
Paraguay 0.2 0.0 0.3 0.1 0.2 0.1 0.1 01 0.1
TOTAL -329 -36.5 -7 208 361 =392 463 574 -24.6 -36.1
TOTAL
medium-sized -
countries -14.7 a7 0.0 12.1 -14.8 -254 -16.0 -16.6 -18.7 -14.8
TOTAL small
countries 0.2 0.5 0.1 -0.2 =37 0.3 -25 0.4 -59 0.4

Source: Prepared by the authors on the basis of Intemational Monetary Fund, Intemational Financial Statistics.

Mote: Refers to the balance-of-payments capital and financial account, excluding exceptional financing and
including only the portion of FDI that comesponds to net inflows towards each economy. The bottom three rows of
the table show sums (by groups of countries) of the variations in flows, considering only these that are negative.

For the group of 12 countries, the median value of funding needs 1s 36.1 billion dollars. For
the group of medium-sized countries it 1s 14.8 billion dollars; for the group of small countries 1t 1s
400 million dollars.

Based on these estimates, an expanded FLAR with a size (paid-in capital) of between 9 billion
dollars and 10 billion dollars, which could be leveraged to generate somewhat more than 15 ballion
dollars m lending resources, would provide the member countnies with an adequate level of coverage for
their liquidity needs.

T The statistical median has an advantage over the average (which is another measure of central tendency) in that it is not sensitive to
extreme values in the distribufion. That 15 why the median would be the same if the figure for 2008 had not been so extreme.
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B. Capital contribution scenarios and resource
mobilization capacity of the fund

Set out below are two capital contribution and resource mobilization scenarios consistent with the
estimated figures provided in the section above. In the first scenano, the capital contnbutions follow the
rationale goverming the Latin Amenican Reserve Fund (FLAR).

used for assigning Iitemational Monetary Fund quotas (we will call it the “IMF contnibution rule™).

1. Scenario following the FLAR contribution rule
(after the July 2012 capital increase)®

In the first scenanio, the current FLAR. member countries (Bolivanan Republic of Venezuela, Colombia,
Costa Rica, Ecuador, Peru, Pluninational State of Bolivia and Urnguay) would mmnmnthmcnnmhltmn
rate: contributions by “new” countries would be in keeping with their relative size within the group.”

Followimng this model would take the fund's total capital to nearly 9 billion dollars, equivalent to
1.4% of the total stock of international reserves of the 12 subject countnies. A fund of this stze (completely
unleveraged) could simultaneously cover potential demand from the entire group of small countries along
with half of the needs of medium-sized countries for a total of 7.8 billion dollars (see figure 3).

I.mmgmgthcfuﬂds capital via medium to long-term borrowing up to a ratio of 65% of 1ts paid-
m capital (as 1s cutrenﬂ}r authonzed by FLAR) would generate lending resources totalling
13.29 billion dollars.'®

This volume of resources would enable the fund to sinmltaneously cover more than 85% of the
potential needs of all the member countries, except for the two largest in the group, estimated at 153
billion dollars.

Implicit in a fund so designed 1s the fact that the large countnies (notably, Brazil and Mexico, but
also a few medmm-sized countnies in scenarios where the fund’s resources are insufficient) would utilize
alternative sources of funding and only tum to the fund as a back-up line of defence.

While the large countrie's contribution to the fund's capital base 1s very important m this scenario
(44% of total capital), their participation cost 1s not high m terms of their total stock of international
reserves nor i companson with their International Monetary Fund quota (see table 9).

By participating in an imtiative of this kind, these countries would be playing a leading role
regional financial cooperation that could even bring them benefits stemming from greater financial
stability region-wide.

The fact that the countrie's capital contributions could count as part of their stock of
mternational reserves (as 1s currently the case with the International Monetary Fund) would be a
further incentive.

¥ In early July 2012 FLAFR approved a 40% increase in subseribed capital. This scenario is based on capital after completion of the
increase. The scenanos assume that the subsenbed capatal 15 wholly paid in.

¥ For example, Paraguay (as a small country) would contribute the same as the small countries that are members of FLAR. (Costa
Rica, Ecuador, Plunnational State of Bolivia and Urugnay): some 328.2 million dollars. Argentina and Chile would contribute
the same amount as the medium-sized FLAR member countries (Bolivanian Republic of Venemuela, Colombia and Peru), that 1s,
some 6363 million dollars each or double the contmbution for small countnes. For Brazl and Mexico, the two largest countnies
in the group, this scenaro assumes that each one would contribute three times the medium-sized country contribution, or some
1.969 billion dollars.

" T ending rescurces, or LR, are calculated as follows: LR = E + 0.1E — 0.25K + eE_ where K is paid-in capital and e is the debt r=tio,
assunung that reserves are 10% of paid-in capital and that 25% of paid-in capital is for operations (see Alonso, G, Magal, I and M.
WVilla, 2012}
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FIGURE 3
SIZE OF AN EXPANDED FLAR ACCORDING
TO THE “FLAR CONTRIBUTION RULE”
(Billions of dollars)

Total lending resources at maximum FLAR debt ratio: US$13.3 billion

Paid in capital:
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Source: Prepared by the authors.

FIGURE 4
SIZE OF AN EXPANDED FLAR
ACCORDING TO THE “IMF CONTRIBUTION RULE"™

(Billions of doflars)

Total lending resowrces at maximum FLAR debt ratio: US$15.4 billlon.
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Source: Prepared by the authors.

18

A regional reserve fund for Latin America



ECLAC — Financing for Development Series No. 244 A regional reserve fund for Latin America

TABLE 9
COMPARISON OF COUNTRY CONTRIBUTION EFFORTS:
CONTRIBUTION TO THE EXPANDED FLAR (SCENARIOS 1 AND 2)
AND IMF QUOTA AS PERCENTAGE OF INTERNATIONAL RESERVES

Contribution, scenario 1 Contribution, scenario 2 IMF quota
Brazil 0.68 0.94 227
Mexico 1.63 1.93 463
Large countries 0.96 1.23 2.96
Argentina 126 2.60 624
Venezruela (Bolivarian Republic of) 21 5.75 13.79
Colombia 234 1.77 424
Pemu 1.48 0.93 222
Chile 236 1.97 473
Medium-sized countries 1.80 248 595
Ecuador 12.51 8.50 2040
Costa Rica 7.09 227 545
Uruguay 429 257 6.16
Bolivia (Plurinational State of) 3 1.13 27
Paraguay 7.88 1.54 369
Small countries 5.70 242 5.82
Total expanded FLAR 143 1.66 gy

Source: Prepared by the authors on the basis of Intemational Monetary Fund (IMF) [online]
hitp2feww_ imf orgfextemalinpfsec/memdindmembers.aspigil; and World Bank, World Development Indicators.

Mote: Data as of year—end 2010 were used for the stock of intemational reserves.

2. Scenario following the IMF contribution rule

In this scenario, the countrie's capital contributions are deternmned on the basis of the IMF quota
formmla, but they are then rescaled in keeping with a fund the size of FLAR_ that 1s. a fund whose
drawdown ﬂmlt:iﬁle 15 2.5 times contributions (see annex A) and not 6 times as with the International
Monetary Fund.

The simple way to determine contributions under this rule (which we shall refer to as the
“IMF contribution rule™) 1s to take the existing International Monetary Fund quotas for the countnies
and rebase them. If a country's IMF quota 1s x million dollars, the theoretical contribution to the
new. expanded FLAR should be x*(2.5/6)."

In this scenario, the total capital of the fund would be 10.3 billion dollars. This capital base,
leveraged by bommowmg up to a ratio of 65% of paid-in capital, would generate a total of 154
billion dollars 1n lending resources (see footnote 10).

As 1n the first scenano, this fund would be able to simultanecusly cover the potential needs of the
entire group of small countnes and half of the potential needs of the group of medium-sized countnies
(for a total of 7.8 billon dollars) without leveraging. Under this scenano, were the fund to leverage 1ts
capital by borrowing at a ratio of up to 65% of paid-in capital 1t would generate 154 billion dollars in
lending resources and thus easily cover all of the potential needs of the entire group of small and
medium-sized countries —estimated at 15.3 ballion dollars— (see figure 4).

" Bomowing from the IMF is capped at 200% of 2 country’s quota anmually and up to §00% cummlatively. IMF quota shares are set by
the IMF using a formula that weighs four vanables: the size of its economy (measured as a blend of GDP based on market exchange
rates and purchasing power parity); international reserves; openness (measured as the sum of current external payments and receipts);
and vanahility of current external receipts and capital flows. See details at hitp-/'www. mmf crg/external ‘np/ppleng/2012/021012 pdf.

2 The quotas were actually calculated in millions of SDE. and converted to dollars at the average USS/SDE exchange rate for March,

April and May 2012.
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3. Ways to “broaden the financial shoulders”
of the regional fund

The regional fund 1s part of a broader network of components of the global financial architecture, so it
should be feasible to provide the fund with mechanisms for broadening its scope through leveragmg or
by means of jomt action with other istitutions, such as the International Monetary Fund, in the event its
capital falls short of member country needs.”

A first option would be for the fund to have signed dollar-denommated loan commitments, erther
with countries that prefer this alternative to capital contributions for participating in the amrangement or
with countries outside the amrangement. Loan commitment agreements in favour of the reserve fund
would be contingent and would be activated at the request of the fund. All of the loan conditions (term,
mterest rate and renewability, among others) should be pre-negotiated and spelled out in the loan
agreements so that there 1s no need to negotiate them upon activation.

The fund would therefore have, if necessary, streamlined access to resources beyond its own
capital. The loan commitments would be similar to the New ArmngementstnBDﬂ'crw (NAB) established
by the IMF as a way to expand its lending capacity if needed.™* In our region. three countries (Brazil.
Chile and Mexico) are IMF NAB partictpants, for some 13.5 billion dollars, 2.1 billion dollars and 7.7
billion dollars. respectively.

Some countries could support an expanded FLAR this way. For countries signing loan
agreements, interest rates (1if and when the agreements were activated) would probably not be lagh, but
neither should they be much lower than those obtained by Latin American central banks for the portion
of their reserves invested in “safe™ mstruments. For example, if the system adopted 15 stmilar to the IMF
MNAB, the SDR interest rate would apply. In addition, the credit nsk would be assumed by the reserve
fund, not the mdividual country borrowing from 1t.

Among the other options, the fund could have pre-negotiated stand-by lines of credit with
mternational private banks (Agosin and Heres1, 2011) or debt instrument purchase agreements signed
with interested countries. The Intemnational Monetary Fund recently made use of this option. Since 2009
it has signed agreements with a number of countnies that have commmtted to purchase IMF notes if
needed to boost the IMF's lending resources. For example, m 2010 Brazil signed an agreement to
purchase up to 10 billion dollars i IMF notes.

In view of statutory limmts on leveraging and constramnts stemmung from its potential negative
mmpact on a fund’s credit rating, a third option would be for the fund to seek joint action coupled with
another arrangement —with the IMF, for example "

The possibility of the IMF complementing a regional fund’s packages for some of its member
countries by means of a bilateral loan or a loan to the regional fund itself has already been considered
by the IMF 1n some of its documents, but this would require amending the provisions of the IMF
Articles of Agreement concerning the conditions governing use of its General Resources Account
(GRA) (Henming, 2011). Even if the amendment were made and this alternative became possible,
there would be issues to be resolved in each case that are neither evident nor direct. For instance, it
would have to be determined exactly how much the regional fund and the IMF would contnibute to the
joint package. which one would set the eligibality requirements for the credit and which one would be
responsible for surveillance (Henmng, 2011).

 Ideally, these alternatives for enabling the fund to draw on extra resources if needed should be pre-negotiated, thus providing more
streamlined and less costly access than would be the case 1f they had to be negotiated once the need anses.

" Proposed at the 1995 G7 Halifsx Summit following the Mexican financial crisis, the MAB became effective in November 1998, Tn
response fo the global erisis, the Apnil 2009 G20 meetmg called for an increase in the resources available to the IMF, parficularly
through an expanded and more flexible NAB. The resources available to the IMF under NAB rose to some SDE. 3675 bilhon (about
565 bilhon dollars), from SDE. 34 billion under the origmal NAB.

¥ Higher leverage can trigger credit rating downgrades along with their concomitant negative consequences. See, for example, Lavy-
Yeyat and Cohan (2011).
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lll. Governance challenges for an expanded FLAR

Regional funds, including FLAR. have positive attributes that mclude responsiveness and flexability for
facing external shocks. In addition, its low loan conditionality helps keep borrowing from FLAR from
being a stigma for the countries.

Also worthy of note 1s member country sense of ownership of regional and subregional
mstitutions like FLAR This is particularly true for small and medium-sized countries, which correctly
perceive that they have a stronger voice. This enhanced sense of ownership creates a special relationship
between mstitutions and countnes that, m the case of FLAR, has in practice been expressed in the
latter’s solid position as semtor creditor.

Meshing these attributes with the govemance structure of an expanded FLAR with a broader
membership and a greater volume of resources under 1ts admmmstration poses major challenges 1n terms
of (1) voting mechanisms and their relationship to decision-making authority; (i) criteria for allocating
financial resources; and (i11) surveillance mechanisms.

A. Voting mechanisms and decision-making authority

In FLAR. member country voting power in the decision-making bodies (the Assembly and the Board of
Directors) 15 not based on the amount contributed to the fund’s resource pool. Each member country has
a chair and one vote on each body. '® This. plus the fact that decisions by both bodies are adopted by
affirmative vote of 75% of the total representatives or directors attending, means that, in practice,
decisions adopted are supported by a clear majority of the countries. In order to ensure that all voices are
heard, FLAR. requires a super-majority, where negative votes do not exceed 20% of the total votes cast,
for Assembly agreements on essential issues (FLAR_ 2012). "7

" Under the “one country, one vote” rule, the capital paid in by the countries must be above a certain threshold. All of the member
countries are currently in compliance with this rule, so all of them are entitled to their vote.

" A super-majority is required for agreements concerning capital increases, creation of special fimds, amending the agreement for the
establishment of the fund and changing credit limgis and terms (FLAR 2012).
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This setup has bred a strong sense of ownership of the institution among its member countries, as
seen in its sound position as semior creditor. The member countries have always fulfilled their
commitments to FLAR_ even during sovereign debt moratoriums.'® In tumn, the fund’s position as senior
creditor 1s one of the reasons for 1ts very good credit nisk ratings —better than any of its mdividual
member countries and, indeed, the best in Latin Amenca at present (see Ocampo, 2012; Ocampo and
Titelman 2012)."* Of course. a good credit rating enables FLAR to access the financial markets on
advantageous terms and, therefore, lend to its member countries on terms that are more favourable than
the ones they could obtain in the private credit markets (Ocampo, 2012).

FLAR govemnance in terms of voting mechamsms and decision-making authonty stands i stark
contrast to other global and regional ammangements, where voting power 1s concentrated in a handful of
countries and the other members therefore have less of a say.

Voting power i the International Monetary Fund, for mstance, 1s closely linked to each
country’s financial contribution. Of a total of 188 member countries, the 10 largest contributors
together account for 55% of IMF resources and concentrate more than half of the voting power. In the
Chiang Mai Inmtiative Multilateralization (CMIM), China, Japan and the Republic of Korea are the
biggest contributors; they account for 80% of the contnbutions to the arrangement and concentrate
more than 70% of the votes. As the Executive Level Decision Making Body (ELDMB) decisions
require a two-thirds majority of votes, in practice this means that these three countries can make most
of the decisions on their own.

These examples make plain the major challenge an expanded FLAR would face in terms of
decision-making mechanisms while maintaiming the sense of ownership that has charactenized 1t. The
corrent FLAR has the most egalitanian voting mechamism_ and this 1s to be desired 1n any decision-
makmgsystem But some thought should be grven as to the feasibility of maintaimng the “one nation,
one vote” principle 1n an expanded FLAR with countries contnibuting very different amounts and with a
high percentage of total contributions concentrated 1n larger countnes like Brazil and Mexico.

B. Credit eligibility requirements

Setting a fund's loan eligibility requirements 1s another crucial 1ssue that poses substantial challenges
m reconciling legitimacy and a sense of ownership with the responsiveness and flexibility of a
regional fund. The classic dilemma for a reserve fund lies in how flexible and quickly accessible its
resources are to be for the member countries (that 1s. with little or no conditionality) and to what extent
the countnies will be subject to eligibility requirements.

FLAR essentially sets no conditionalities. This 1s one of 1ts governance features that sets it apart
from other funds, which usually have explicit or implicit conditionalities aimed at counterbalancing
potential moral hazard 1ssues and situations of nonpayment by the countries.

However, these conditionalities have sometimes acted as barmers to access. leading the countries
mprefﬁmtmppmgthemmgmmnmthﬁimpmethﬂmﬁtﬂmmmmemFundﬁn
example, establishing conditionalities for accessing the Stand-By Amangements. or SBA, that until
recently were the ones most often approved for medmm-income countries facing a cnsis, contributed,
over time, to negative perceptions of countnies that had needed to tum to the IMF. There was a kand of
stigmatization i that borrowing from the IMF meant that the country had run mto difficulties because of
poor economic policies. Obviously, a reserve fund that 15 subject to such stigmatization can do little to

" Pern and Ecuador went into situations of default in the 1980's and 1990's but continued to meet their oblizations to FLAR (Ocampo
and Tielman 2009-2010). Most recently, the Central Bank of Ecuador remained current on its obligations to FLAR while the
government defaulted on two global bonds m 2008 and 2009.

" The rating agencies themselves note ifs position as senior creditor as one of the reasons for giving FLAR. good risk ratings (see, for
example, Moody's, 2008 and Standard & Poor's, 2008).

® Az with FLAR the Chiang Mai Inttiative Multilateralization has a different rule for decisions on what are regarded as core issues.
Changes in share quotas, basic mles and parbicipating countries must be made by consensus.
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support its members i times of cnisis. For one thing, stigmatization itself can exacerbate the crisis; for
another, adjustment puh::},r conditionalities imposed on a country can themselves end up worsening 1ts
economic performance. !

In the Chiang Ma1 Intiative Multilateralization, conditions for accessmg financial support also
posed problems. While the conditions are not explicit. there 1s an “TMF link™ whereby more than 20% of
the amount available to a country cannot be disbursed unless 1t first enters into an agreement with the
International Monetary Fund. It 1s thought that the IMF link 1s exactly what kept the participat
countries from drawing on the CMIM even in times of great need such as the recent global crisis.”

It 15 not obvious that the FLAR expenence could be replicated in other arrangements or even i a
FLAR with more members and funding, but 1t does seem that greater lending flexibility 1s a positive
attribute that all reserve funds should seek

In the wake of the most recent crisis (2008-2009), recognition of this attribute 1s bemng seen in the
trend towards more flexible conditions for liquadity support under several arrangements, mncluding the
International Monetary Fund itself

At the height of the global cnsis, the IMF reformed its stand-by arrangements to make them more
flexible and responsive to countries’ needs.”’ Caps on access were increased, as were initial
disbursement amounts, and conditions were streamlined. In addition, the IMF created its Flexible Credit
Line (FCL), which is approved for pre-qualified countries without ex-post target or policy conditions *

The regional funds (Arab Monetary Fund and CMIM alike) have gone in the direction of more flexible
ways to provide financial assistance to their members.

In 2009, duning the global cnsis, the Arab Monetary Fund (AMF) created a new liquudity line that
the countnies can draw on without condrtions regarding reforms of any kind. CMIM recently decided to

mcrease the IMF de-linked portion of its loans. It also established the CMIM Precalmcm.arg( Line (CMIM
PL), modelled on the IMF FCL., that will have ex-ante conditions instead of ex-post ones.”

The expanded FLAR should consider whether to mamtain the existing set-up for lending without
conditions or mtroduce some kind of conditionality, such as ex-ante requurements. The latter would pose a
sigmficant challenge because macroeconomic policies differ from country to country and 1t 1s not clear that
they could all agree on what the “appropriate™ ex-ante requirements might be. Nor is it clear that they could
agree on how to monitor and assess a country’s compliance with its conditions.

* For a review of conditionalities and adfustment programmes imposed on countries under loan programmes approved by the IMF
smee 1995, see Hennmg (2011).

2 Strictly speaking, what was in effect in Asia in 2008 was the precursor to CMIM, then referred to as the Chiang Mai Initiative (CMI).
I consisted of a network of bilateral foreizn exchange swap facibifies among the countries and also had an IMF link for aceess fo
credit. CMI was never used. Although the Repubhic of Eorea had 18.5 billion dollars in swap agreements through CMLI it fumed to a
30 lbon dollars bilateral swap arrangement with the United States Federal Eeserve because only 3.7 bilhon dollars could have been
drawn without being part of an IMF progranome. Moreover, some believe that entering such a programme would have been “political
smeide” for KEorea’s government after 1ts bad expenence dunmg the 1997-1998 cnsis (see Sussangkam 2010; Dixon, 2012).
Singapore and Indonesia, as well, sought a swap lme with the Federal Reserve durning the global crisis instead of tapping CMI,
although one was not provided for Indonesia.

®  The fact that FLAR. does not tie its conditions to those of other funds (as CMIM does with its IMF link) is without question another
factor contnbuting to the greater sense of ownershap by its member countries.

¥ See IMF [online] http:/fwww. imf orglexternal ‘spanish/pabs/ftsurvey/'so 2009 new(3 240%as pdf.

¥ For qualified countries (those that, according to the IMF, have very strong economic findamentals and policy frameworks and
therefore meet stringent pre-established ehgibility requirements), there 15 no predeternuned FCL cap and disbursement is immediate
instead of n tranches. With these credit lines the IMF sought to complement its mitigation role wath erisis prevention. These hnes do
offer countnes fleabihty to drew the enfire amount upon approval or else treat 1f as a precaufionary facility. In 2011 the IMF
established 1fs Precantionary and Liqmdity Lme (PLL) for fleably meeting the hqudity requirement= of countries with vulnerability
factors that keep them from drawing on the FCL. The PLL combines ex-ante eligbility requirements for access with some ex-post
conditions focused on reducing those sulnerabilities.

¥ At the 15th ASEAN+3 Finance Ministers and Central Bank Governcrs' Meeting held in Manila in early May 2012 it was decided to
increase the IMF de-linked portion to 30% in 2012 and subsequently considenng the possibility of mereasing it to 40% m 2013 (see
[onlineThttp-warw. mof. go.jplenglish/infernational policy/convenhion/asean phes_3/as3 120503 pdf).
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C. Surveillance mechanisms

Surveillance mechanisms are a third area that poses challenges m reconciling flexibility and
responsiveness with legitimacy and sense of ownership. Regardless of the decision-making structure
chosen, it 15 essential to define the fund's surveillance system. Surveillance refers to the processes for
momitoring and consulting regularly with fund members to help the countries detect potential
vulnerabilities early and thus help ward off cnises (Ciorcian, 2011).

Desigmng a fund's surveillance system 15 no trivial matter, as it mvolves sensitive policy 1ssues at
the country level. Surveillance between peers through regional arrangements 1s especially sensttive and
does not lack for problems, because countries often prefer not to sit in judgement of neighbour country
policies. This 1ssue 1s compounded by the fact that 1t 15 not clear what regional ammangements might have
the capacity (not only 1n terms of techmical independence but also in terms of sufficient financial and
human resources) to conduct the requisite surveillance.

In Asia, when the Chiang Mai Imtiative was multilateralized (2010) there were already formalized
surveillance mechamisms that had not been successful. The Economic Review and Policy Dhalogue
(ERPD), mntended to facilitate the voluntary exchange of information between countries, as well as peer
reviews, had run into obstacles because the countries did not always provide mformation on a timely
basis or in the nght way and were generally reluctant to crificize their neighbour's policies (Ciorcian,
2011). The Macroeconomic and Fmancial Surveillance Office (MFSO), established m 2008, had been under-
resourced and had, moreover, un into senous political obstacles. Its reports could be revised by the countnes,
which could delete sections they did not agree with or could prove embarrassmg. Obwiously, the outcome was
reports lacking m objectrvity and credibality (Ciorcian, 2011).

A key part of the negotiations for establishing CMIM therefore included setting up a strong,
effective surveillance umit. The Asean+3 Macroeconomic Research Office (AMROQ) was finally established
m May 2011 i order to “monitor and analyze regional economies™ and thus contnbute to “early detection
of risks, swift implementation of remedial actions and effective decision-making of the CMIM.~ >’ Current
discussion i Asia has precisely to do with how to enhance the CMIM, tmprove mntemal procedures at and
coordination with the other surveillance mechamsms and make them more complementary.

While FLAR. does not have a formal surveillance unit, it does monitor the macroeconomic
performance of 1ts member countries, reviewing their status, performance outlook and environment over
the short and medium term **

MNonetheless, it 15 not clear whether not having an mstitutionalized surveillance mechamsm could
contmue to be an option for an expanded FLAR. It mught be necessary to establish formal armangements for
this task by creating a surveillance office with the authonity needed to perform this function.

The surveillance office could and should eventually divide the work appropnately with
mstitutions, such as the IMF, that at present monitor FLAR member countries. As noted by Henning
(2011) concermng AMRO (but also applicable to an expanded FLAR), the regional surveillance office
should be able to (1) render opinions that might sometimes differ from those of the IMF concerming the
vulnerabilities of the countries parhcqmnng in the amangement; (11) provide evaluations more frequently
than the IMF; and (111) partictpate mn evaluation discussion forums jointly with the IMF. In short, there
should be a division of work that, while avoiding duplication of effort, yields a more complete view that
is more in line with reality than would otherwise be the case ™

¥ Saa [online] hitp:/warw aseansec orz/documents/TMS_13th AFMM+3 pdf

*®  Where there are outstanding loans to a country, the FLAR Division of Economic Studies usually evaluates the country's balance of
payments situation and 1fs repayment capacity over the term of the loan. This can involve technical visits to authonties and experts at
the counfry’s economic mstifutions, as well as reporting to the Office of the FLAR Executive President and Board of Directors. See
FLAR (2010} for follow-up on the loan approved for Ecnader dunng the global ensis.

¥ This is something hke what is happening m Asia, where IMF and Asian Development Bank (ADB) reports are taken as input for the
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IV. Conclusions

» Strengtheming the Latin Amencan Reserve Fund (FLAR) by expanding its size and
membership would be a substantial contribution to providing a regional and global public
good: financial stability.

# This report sought to cast light on the wiability, implications and challenges of expanding
FLAR to five more countries of the region: Argentina, Brazil. Chile, Mexico and Paraguay.

# Its approach grew out of the author's idea of what a regional reserve fund should be. Such
funds should not be seen as the only line of defence for their member countnies. Rather, they
are part of a broader network of mstruments and sources of support available to the countries
for facing extemal shocks.

# As such, they help densify the intemational financial architecture as an additional line of
defence for countries within a multilevel financial cooperation structure in keeping with
principles of subsidianity.

# They provide balance-of-payments support but are not a lender of last resort for all of
their members.

# This way of looking at regional reserve funds has two fundamental implications for deciding
on the size of an expanded FLAR.

# It means, first. that when deciding the size of the fund it should be bome in mund that there are
other sources that the member countries (especially the larger ones) can tum to for meeting
hiquidity needs in the face of balance-of-payments difficulties.

» An expanded FLAR could therefore be much smaller than it would have to be if it were tobe a
lender of last resort for all of its members.

# Second, seeing the regional fund as one component of a broader global financial architecture
framework means that an expanded FLAR would not necessanly have to be large enough to
cover extreme scenarios. Instead, 1t should be sized for facing the most likely ones.
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» According to this article, the most likely scenarios are those where only a certain percentage of
the countries of the region run mto balance-of-payments difficulties at the same time. Systenuc
crises and widespread contagion are the least likely.

# A fund designed to deal with these more benign scenarios should obvicusly be far smaller than
one secking to cover extreme scenanos.

» For addressing extreme cases (which are, according to our findings, less likely) such as a
systenmc crisis or widespread contagion, and even for intermediate scenanos where the fund’s
capital 1s not enough to meet the requirements of 1ts member countries, the fund should be able
to “broaden 1ts shoulders™ by leveraging 1ts capital in order to mobilize additional resources or
by acting jomntly with other components of the financial architecture.

* In view of the above, basing capital contributions from new member countries on the same
rationale belind the existing FLAR would wield an expanded fund totalling nearly
9 billion dollars, which 1s equivalent to 1.4% of the total stock of international reserves held
by the 12 subject countries.

# A fund of this size, unleveraged. could simultaneously cover the potential needs of the entire
group of small countries along with half of the requirements of the medmm-sized countnes,
for a total of 7.8 billion dollars.

* Leveraging the fund’s capital by borrowing, up to a medium and long-term debt to paid-in
capital ratio of 65% (the maxinmm authonzed for FLAR). would generate lending resources
totalling almost 13.3 ballion dollars.

= At this volume of resources, the fund could simultaneously cover more than 85% of the
potential needs of the entire group of member countnies except for the two largest. These
needs have been estimated at 15.3 billion dollars.

# In this contnbution scenano (and in another set out herem), the amount that Brazil and Mexico
—the region's two largest economies— contribute to the total capatal of the fund 1s very important.

= However, the cost of participation for these two countries 15 not high, either m terms of their
total stock of mternational reserves or i companson with their IMF quotas.

# By participating in an mnitative of this kind, both countnies would be playing a central role in
promoting regional financial cooperation a role that would even provide them the benefits
stemmung from greater regional financial stabality.

# The fact that capital contributions from the countries could count as part of their stock of
mtemnational reserves (as 1s now the case with the Intemational Monetary Fund) would be an
additional incentive.

» Aside from the potential benefits of an expanded FLAR. working towards bnnging in new
members would pose major challenges for fund governance, that 1s, decision-making and
surveillance mechamsms and cntenia for allocating funding.

# The existing FLAR has been shown to have a number of positive attributes, among them the
strong sense of ownership on the part of its member countries that 1s, in practice, reflected
the fund's solid posttion as semor creditor, its responsiveness, and its low loan conditionality
that helps to keep bommowing from FLAR from bemng stigmatizing for the countnes.

# The govemnance of an expanded FLAR should be 1n line with a fund with more members and
resources while seeking not to lose the positive attributes that in many cases set FLAR apart
from other global and regional funds.
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Annex 1

Comparison of three regional reserve funds

TABLE A

LATIN AMERICAN RESERVE FUND (FLAR) (1989), SUCCESSOR TO THE ANDEAN RESERVE FUND (1978)

Member countries Objectives

Types of credit faciliies

Management

Relevance for member countries

Bolivarian Republic (i) Provide financial balance-

of Venezuela, of-payments support to
Colombia, Costa member countries; (i) improve
Rica, Ecuador, the conditions for member
Peru, Plurinational country reserve investments;
State of Bolivia, and (jii) help hamonize

and Uruguay member country monetary and

financial policies.

Balance-of-payments support loans: Three years plus
one-year grace penod for capital subscriptions. The
access limit is 2.5 times paid-in capital. The interest rate is
three-month LIBOR plus 400 basis points. Must be
approved by the Board.

Public external debt restructuring loans: Three years plus
one-year grace penod for capital subscriptions. The
access limit is 1.5 times paid-in capital. The interest rate is
three-month LIBOR plus 400 basis points. Must be
approved by the Board.

Liquidity loans: Terms of up to one year. The access limit
is 1 time paid-in capital. The interest rate is three-month
LIBOR plus 150 basis points. Approval requires clearance
by FLAR Executive President.

Contingency loans: Six months, renewable. The access
limit iz 2 fimes paid-in capital. The interest rate is three-
month LIBOR plus 150 basis points. Approval requires
clearance by FLAR Executive President.

Treasury loans: Terms from 1 to 30 days, with an access
limit of 2 times paid-in capital. Approval requires
clearance by FLAR Executive President.

The countries made
capital contributions
(reserves) to FLAR,
which manages the
resources contributed
by the countries.

The zize (paid-in capital) of FLAR is
2 billion dollars (data from March
2012), which is approximately 1.61%
of the average stock of intermational
reserves, held by its member
countries and 0_21% of their GDP,
although the relative importance of
each member country’s capital
contribution varies.

Source: Prepared by the authors, on the basis of information from the respective funds, agreements &etﬂhl-ishing FLAR and AH-F; World Bank, World Development Indicators [online
database]. Calculations of intemational reserves are based on data including gold as of year-end 2010.
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TABLE A.2
ARAB MONETARY FUND (AMF) (1977)

Member countries

Objectives

Types of credit facilities

Management

Relevance for member countries

Twenty-two (i) Comect balance-of- Balance-of-payments loans: There are four modalities: The States paid in The size (paid-in capital) of the
members of the payments disequilibria in the automatic (up to 75% of the paid subscription); ordinary capital contributions AMF iz 2.75 billion dollars (data as
Arab League of member States; (i) promote {up to 100% of the paid subscription); extended {up to (reserves) to the AMF, of year-end 2010), which is
States: Jordan, exchange-rate stability 175% of the paid subscription); and compensatory loans which manages the approximately 0.26% of the
United Arab among member States; (i) {up to 100% of the paid subscription). Some of these can resources contributed average stock of intemational
Emirates, establizh policies and modes be combined, bringing the access limit up to 250% of the by the States. reserves held by its member
Bahrain, Tunisia, of monetary cooperation that paid subscription. States and 0.14% of their GDP. As
Algeria, Djibouti, favour integration; (iv) render with FLAR, the relative importance
Saudi Arabia, advice, upon request, with Structural Adjustment Facility (SAF): For funding of each State’s capital contribution
Sudan, Syria, regard to the investment of sectoral structural reforms in the States, focusing on in terms of its stock of reserves
Somalia, Iraq,_ the financial resources of sectors within the fund's purview (finance, banking and and GDP varies.

Oman, Palestine, ~ member States in foreign public finance). As a rule, loans under the SAF are

Qatar, Kuwait, markets; (v) promote the capped at 175% of the paid subscription but a State can

Lebanon, Libvya, devehpma_'lt of Arab financial  gpply for mere than one. Since 2007 there is a facility for

Egypt, Morocco, markets; (vi) promote the use  States that are net importers of petroleum, capped at

Mauritania, of a common wnit of account 200% of the paid subscription.

Yemen, Comonos.

(the Arab dinar) and the
creation of a unified Arab
currency; (vii) coordinate
member State positions on
intermational monetary and
economic issues; and (viil)
settle cument-account
balances between States in
order to promote trade.

Loans for States facing liquidity constraints: This new

facility was approved in 2009 for States that have a sound

track record but are facing liquidity constraints. Access is
capped at 100% of the paid contribution_ ®

Source: Prepared by the authors, on the basis of information from the respective funds; agreements establishing FLAR and AMF; World Bank, World Development Indicators [online
database]. Calculations of intemational reserves are based on data including gold as of year-end 2010.

® For AMF, as a general rule and beyond the caps for each kind of loan, loans issued to a member over a peried of 12 months shall not exceed twice the amount of its paid-up
subscription. Outstanding loans to a member shall not at any time exceed three times the amount of its paid-up subscription. The Board of Govemors may decide by a three-fourths
majority to raize the limit to four times the amount of the paid-up subscription (Article 21 of the Agreement Establishing the AMF).
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TABLE A.3

CHIANG MAI INITIATIVE MULTILATERALIZED (CMIM} (2010A)

Member countries

Objectives

Types of credit faciliies

Management

Relevance for member countries

Member States of
ASEAN+3,
comprising the
10 member
States of the
Association of
Southeast Asian
Mations (Brunei
Daruszalam,
Cambodia,
Indonesia, Lao
People's
Democratic
Republic,
Malaysia,
Myanmar,
Philippines,
Singapore,
Thailand and Viet
Mam, plus China,
Japan and
Republic of Korea

(i) Address balance-of-
payments and short-term
liguidity difficulties in the
region; and (i) supplement
existing international
financial arrangements.

Swaps: CMIM provides liquidity to enable its member
States to address balance-of-payments constraints by
swapping their local currencies for United States dollars
held by the fund. The States are entitled to swaps for an
amount up to their contribution to the fund multiplied by a
certain number (0.5 for China and Japan, 1 for the Republic
of Korea, and 2.5 or 5 for the other, smaller countries).

But there is an *IMF link” whereby more than 20% of the
amount available to a country cannot be disbursed unless
it first enters into an agreement with the Intemational
Monetary Fund. Swaps mature in 90 days and can be
relled over for up to 720 days. The interest rate iz LIBOR
plus 1.5%, increasing by 0.5% every 180 days up to a
maximum of LIBOR plus 3%

CMIM Precautionary Line (CMIM-PL): The precautionary
line was established in May 2012; it has ex-ante
conditions for countries to qualify. Duration of access to
the facility is gix months for the portion that iz delinked
from the IMF and one year for the IMF-inked portion.

Central banks
participating in the
Chiang Mai Initiative
Multilateralized sign
letters of commitment
of funds in dollars that
are fransferred only
when a swap has been
requested and
approved. In practice,
the intemational
reserves remain in
possession of the
countries, =0 each
country manages them
on an individual basis.

The zize of the swap network is
120 billion dollars (96 billion dollars
contributed by the *+3° countries
and 24 billion dollars contributed
by the 10 ASEAMN member States).
This is approximately 2.4% of the
average stock of intemational
reserves of the member States

and 0_84% of their GDP. At the
15th ASEAN+3 Finance Ministers
and Central Bank Govemors'
Meeting in early May 2012 it was
decided to double the size of
CMIM, to 240 billion dollars.

Source: Prepared by the authors, on the basis of information from the respective funds; agreements establishing FLAR and AMF; World Bank, World Development Indicators [online
database]. Calculations of intemational reserves are based on data including gold as of year-end 2010.

® Effective from March 2010. The precursor of CMIM was the Chiang Mai Initiative (CMI) established in 2000, which consisted of a network of bilateral swap amangements

between countries.

® In May 2012 it was agreed that the IMF de-linked portion of available credit would be increased (see foolnote 26). It was also agreed that swap maturity would be extended to one
year (and may be rolled over for two additicnal one-year pericds for a total of three years) for the IMF de-linked portion. For the other portion, maturity will be lengthened from 90
days to six months, renewable three times for a total not to exceed two years.
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Annex 2

Identifying episodes of Sudden Stops in capital flows

The methodology proposed by Calvo, Izquierdo and Mejia (2004, 2008) was used to determine what 1s
considered to be a sudden stop episode. This methodology seeks to detect penods with substantial
unexpected slowdowns in net capital flows and therefore utilizes a series of vanations in those flows. A
sudden stop episode thus meets the following conditions:

# It contains at least one observation where the variation in net capital flows lies at least two
standard deviations below the mean for the series of variations.*

» Having found an observation that meets condition (a), the starting point of the episode 1s that
observation where the vanation m net capital flows first fell at least one standard deviation
below the mean

» The episode continues for as long as the vanation in net capital flows remains at no more than
the mean minus one standard deviation.

The graphic example m figure A 1 clarfies the methodology. The vanation in net capital flows 1s
positive i the first two months and tums negative in month three. According to the methodology used,
the sudden stop begins in month four (point A), when the variation in capital flows first falls at least one
standard deviation below the mean for the series of vanations. The episode continues for as long as the
varation i net capital flows 1s below the mean mnus two standard deviations (points B, C and D) or 1s
between the mean minus one and two deviations (point E). In this example, the final pomt in the episode
15 exactly point E, because the following point (F) lies above the mean minus one standard deviation.

FIGURE A.1
EXAMPLE OF THE METHODOLOGY FOR IDENTIFYING
SUDDEN STOPS IN NET CAPITAL FLOWS

2000+
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Variation In cumulative

1 000-{ capital Tiows over 12
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4
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Source: Prepared by the authors.

¥ Both the mean and the standard dewviation are calculated each period using an expanding window with a start date fixed at the first
observation so as to capture the behaniour of the enfire senes.
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Using this methodology, episodes of sudden stops in net capital flows were identified for each
of the 12 subject countries, employing monthly data for the period between January 1990 and
December 2011. Because the capital flows m balance-of-payments statistics are, for most of the
countries, quarterly, a monthly proxy like the one utilized by Calvo, Izquierdo and Mejia (2004, 2008)
was used for these flows.

This proxy was obtained by netting out changes in intemational reserves from the trade
balance; both vanables are recorded monthly. While this proxy implicitly mcludes the portion of the
current account corresponding to net factor payments and current transfers, any problem that this
could cause would be mmor sice what 15 relevant for such an exercise 1s not so much the level of the
respective accounts but rather their volatility.

Because these categones do in fact include low-volatility elements such as interest payments on
long-term debt, they should not introduce spunous volatility into the proxy (Calvo, Izquierdo and
Mejia, 2008). Capital flows were taken as cumulative over 12 months; changes in them were
measured on a half-yearly basis m order to avoid the extreme volatility of monthly vanations.
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