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Abstract

Since 2022, major central banks have raised market interest rates to combat a global inflationary surge, especially in
energy and food prices, following the COVID-19 pandemic and Russia’s invasion of Ukraine. This increase has driven
up lending rates from multilateral financial institutions, with some countries now paying the IMF up to 8% annually. We
raise three objections to this policy: it is pro-cyclical and unfairly redistributes resources from poor to rich countries,
exacerbates global monetary policy spillovers, and hinders economic recoveries in developing economies. To address this,
the IMF should set an overall cap on its lending rates or implement a sliding scale on the extra interest rate it charges

large borrowers.

Keywords International financial architecture - Cost of financing - Emerging markets and developing economies -

International monetary fund

In recent years, amid significant global economic chal-
lenges including the pandemic and the conflict in Ukraine,
more countries have been grappling with debt crises. These
crises have severe implications for countries and their citi-
zens’ development prospects, limiting governments’ capac-
ity to invest in essential areas like infrastructure, education,
healthcare, climate action, and other public services.

Since its establishment in 1944, the role of the Interna-
tional Monetary Fund (IMF) in the International Financial
Architecture is to promote international monetary coop-
eration and exchange rate stability, facilitate the balanced
growth of international trade, and provide resources to
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support members experiencing balance of payments dif-
ficulties. Since its foundation, the size of current account
deficits of member countries has increased sharply. IMF’s
role has evolved in response to such changes in the interna-
tional environment, global economic shocks and the chang-
ing needs of its member countries.

Nowadays the IMF must deal with the threat of interna-
tional financial instability. The institution has been trying
to modify the structure of its lending arrangements, accord-
ingly, expanding the size and duration of the programmes.
Given the current global context and the changing nature of
shocks, including the acute and chronic effects of climate
change, there is a pressing need to revise the IMF’s lend-
ing rate (Arauz et al. 2021; Stiglitz and Gallagher 2022;
Chrimes et al. 2024).

Since 2022, major central banks such as the US Fed-
eral Reserve and the European Central Bank have sought
to raise market interest rates to fight the inflationary shock
of global energy and food prices that resulted from the war
in Ukraine. This monetary tightening has many spill-over
effects and costs, not just domestically but also globally
(Arteta et al. 2022; Degasperi et al. 2023; Rajan 2023). One
major effect of high interest rates is that they exacerbate
the cost of debt of the world’s most vulnerable countries by
making borrowing more expensive. These spillover effects
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work not only via the cost of private capital but also via the
lending rates of the IMF, the bulk of which is the ‘special
drawing rights’ interest rate (SDR1i), which in turn is derived
from the money market interest rates of the five currencies
that together make up the SDR basket. The US dollar and,
to a lesser degree, the euro make up the largest share of the
basket. Consequently, some countries already pay the IMF
an effective annual interest rate of up to 8% (including basic
rate charges and surcharges). While the exact policy rates
that borrowers pay to the IMF vary, the current context of
high interest rates raises the question of whether the Fund’s
lending policy is aligned with its mandate, and what this
implies for developing economies.

In this article, we argue that the IMF’s lending rate policy
ought to be revised. We raise three objections to the lend-
ing policy. First, current practices are pro-cyclical for the
first time in the history of the Fund (as expansions of IMF
lending have historically coincided with a falling SDR rate)
and unfair (they penalize debtors at the expense of advanced
economies, which are the creditors to the institution). Sec-
ond, we argue that it amplifies global spillovers of monetary
policy that emanate from advanced economies’ monetary
policies. Finally, it makes it harder for developing econo-
mies to recover from recent shocks and to resume a growth
path, as high borrowing costs may crowd out important ele-
ments of the countries’ public sector budget and therefore, it
also entails a threat to debt sustainability.

We claim that the current lending practices and the lend-
ing rate that it implies prevent the Fund from fulfilling its
mandate. Promising proposals to modify the status quo,
which would have to be adopted by the Executive Board, as
the body responsible for defining the IMF’s policy orienta-
tion, include a cap on the lending rate, a surcharge-sliding
scale, or a combination of both. After this introduction, sec-
tion two describes IMF’s current lending rate policy, sec-
tion three sets out our three main critiques; section four
discusses concrete reform proposals as well as some argu-
ments against them; finally, section five discusses what is to
be expected from our proposal.

The IMF’s Lending Policy

The IMF is a lending system that operates using Special
Drawing Rights (SDRs), which are both a unit of account,
as well as an asset and liability.! All the fund operations are
denominated in SDRs, which were created by the IMF in
1969 to supplement its member countries’ official reserves.
They used to be denominated in US dollars, as the origi-
nal intention was to ensure the viability of an international

! For a description of how the GRA operates, (Pforr et al. 2022).
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system of fixed exchange rates with the dollar as the central
anchor. After the collapse of the Bretton Woods arrange-
ments in 1974, the operations were denominated using a
basket of the main currencies; initially, the US dollar, the
British Pound, the Japanese yen, the French franc and Ger-
man deutschmark, and from 2016 onwards, the US dollar,
the euro, the British pound, the Japanese yen and the Chi-
nese renminbi.

The SDR also serves as an asset, which is created by
the consensus of the members of the IMF?, and a liability,
which arises when a country uses SDRs to settle a trans-
action, for instance, to pay the fund or to exchange it for
other currency (typically the US dollar or the euro). When a
member’s holding of SDR (the asset side) is larger than their
allocations of SDR (the liability side), it receives the SDR
interest rate for the difference. Likewise, when a member’s
holding is smaller than their allocation, they pay the SDR
interest rate.

Finally, the IMF also has different credit lines to assist
member countries under balance of payments pressures
(both to fight crises and to prevent them). The IMF gets all
its money from its members, which comes both from con-
tributions (in the form of SDRs) and from regular interest,
regular charges, and surcharges payments from countries
receiving IMF assistance. In a nutshell, the Fund redistributes
resources among its members by allowing the utilization of
SDR to settle some transactions and by using different credit
lines. The lending rate is thus an important distributive vari-
able that shifts income among the membership. The exact
policy rates that borrowers pay mainly depend on income
level and on the size and duration of a programme. The
IMF has different lending facilities. For non-concessional
lending from the IMF’s General Resource Account (GRA),
the institution charges a lending rate. The IMF lending rate
comprises a basic rate and surcharges (which are only paid
if the programme is large and lasts enough).

The basic rate is composed of a fixed margin (currently at
60 basis points®) over the interest rate on the IMF’s Special
Drawing Rights (SDRs) plus the service (50 basis points per
disbursement) and commitment fees (between 15 and 60
basis points, refundable when disbursed). The SDR rate is a
weighted average of the interest rates of the United States,
the United Kingdom, Japan, China, and the Eurozone.

The SDR interest rate is calculated as a weighted average
of the interest rates on three-month financial instruments in
the money markets of the currencies included in the SDR

2 The current stock totals 660.7 billion of SDRs, equivalent to about
USS$ 943 billion.

3 The IMF recently approved a reform of Charges and the Surcharge
Policy https://www.imf.org/en/News/Articles/2024/10/21/pr-24385-i
mf-concludes-the-review-of-charges-and-surcharge-policy-and-appro
ves-reforms.
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basket. Currently, the SDR basket is composed of five cur-
rencies (the US dollar, the British pound, the Japanese yen,
the Chinese renminbi, and the European euro).

Why the IMF’s Lending Rate Policy Must be
Revised

Having outlined how the IMF’s lending rate works, in this
section we analyze why the IMF’s lending rate policy ought
to be revised. Thus, the IMF’s lending rates are pro-cycli-
cal and inequitable, exacerbating global monetary policy
spillovers and hindering developing economies’ ability to
recover from recent shocks and achieve growth. This estab-
lishes the reasons why we believe that the current lending

rate is too high, and why the IMF Executive Board ought to
take steps to modify it.
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Fig. 1 SDR rate and GRA credit outstanding.
Source: authors own elaboration based on data from the IMF

The Current Lending Rate Policy is Procyclical and
Unfair

Total IMF GRA credit outstanding increased from 73.5 bil-
lion SDR (US$ 100.7 billion) at the end 0f 2019 to 112.8 bil-
lion SDR (US$ 54.54 billion) at the end of February 2024.
This represents a record high. This rise in borrowing costs
alongside IMF lending is unprecedented in the Fund’s his-
tory (Fig. 1). Except from the 1970s and early 1980s, the
IMF is usually countercyclical. Today, due to the specific
combination of shocks that hit the global economy, the
IMF’s lending activities are procyclical for the first time.
The procyclicality of IMF’s lending activities may worsen
further if central banks keep rates high or even increase
them. According to the IMF’s estimates, the demand for its
assistance is set to increase further reflecting the impact of
Russia’s war in Ukraine and inflation developments (Tor-
doir and Krahnke 2023). For the first time this century, half
of the world’s 75 poorest countries are seeing an increas-
ing income disparity with the wealthiest economies. This
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represents a reversal in development progress with little
precedents (Chrimes et al. 2024).

The current lending rate penalizes lower income and
middle-income countries that ultimately end up funding
the IMF. What is more, debtor countries, especially those
that rely on large and prolonged programmes end up pay-
ing a higher interest rate. Economies that have not used the
SDRs—often high-income countries - receive higher inter-
est payments. Thus, high lending rates redistribute interest
income from not-so-poor members (those who can access
facilities from the GRA account) to rich members and the
Fund itself (which receives the surcharges).

Moreover, a high lending rate also has knock-on effects
for these countries who do not borrow from the GRA, but
from the Fund’s concessional windows, like the Poverty
Reduction and Growth Trust (PRGT), which low-income
countries can tap for lending at a subsidized rate of 0%.
As the SDR rate rises, more funds are required to subsidize
these loans, putting additional strain on PRGT finances. This
is because the PRGT operates with zero-interest financing,
relying on contributions from countries that are compen-
sated at the prevailing SDR rate.

The higher SDR rate also affects the newly established
Resilience and Sustainability Trust (RST), which assists
countries with climate change challenges (Tordoir and
Krahnke 2023).4

Finally, because many low-income countries drew on
their SDR allocations in 2021 when interest rates were still
low, they should pay a high interest rate on their allocations.
Each time a member’s holdings fall below their allocation,
they must pay the SDR rate on the difference. This has now
turned into expensive credit, especially for poor countries
that made active use of the 2021 allocation and need highly
concessional financing or grants.

The Current Lending Rate Amplifies Global
Spillovers of Monetary Policy

High SDR rates reflect advanced economies’ decisions
on monetary policy, which were made solely with an eye
to fighting inflation in their domestic jurisdiction. As it is
well documented by the literature (Degasperi et al. 2023;
Rajan 2023), these policy rates are often inappropriate to
deal with macroeconomic imbalances elsewhere. There is a
significant amount of research showing that financial crises
are often triggered by changes in the financial conditions
in the US (Rey 2015). When a crisis hits, countries that
face worse financial conditions need to resort to the IMF
to remove financial constraints, hoping to regain market

* The recent increase in the SDR rate has prompted the IMF Execu-
tive Board to implement a 225-basis points cap for the lowest-income
RST-eligible members.

@ Springer

access and repay the institution. However, this is more dif-
ficult because the lending rate increases due to the mone-
tary policy of the advanced economies, especially the US
(which, as explained, affects the SDR rate and consequently
the lending rate).

Today, monetary policy rates are high just when many
countries struggle with excessive levels of debt and need
support. Global public debt has reached a total of US$92
trillion, of which almost 30% is owed by developing coun-
tries (UNCTAD 2023). The proportion of poor countries in
debt distress, or at high risk of debt distress has more than
doubled to almost 60% from a decade ago. Half of develop-
ing countries spend more than 1.5% of their GDP and 6.9%
of their government revenues on interest payments, while 19
countries are spending more on interest than on education
and 45 more on interest than on health (UNCTAD 2023).

Countries that tap the IMF GRA are doubly penalized
due to the existence of surcharges. Those that need support
from the IMF must face more restrictive credit conditions
and are typically affected by tighter financial constraints, for
instance by climate-related natural disasters or military con-
flict (e.g. Ukraine). The current lending policy thus ampli-
fies the spill-over effects of monetary policy and reinforces
countries’ funding difficulties (Stiglitz and Gallagher 2022).

High Lending Rates Will Make it Harder to Promote
Economic Recoveries

For debtor countries, the burden of repaying high interest
rates to the IMF itself takes away much-needed cash, pos-
sibly deepening their budgetary woes, and hampering their
prospects of economic recovery. The high SDR rate may
undermine the catalytic role of the Fund in crowding in
other sources of finance, including from private creditors.
Atypical IMF programme does not provide all the finance
needed to resolve a balance of payments crisis. The pres-
ence of an arrangement between the Fund and a member is
a signal to private investors that sustainable policies that are
consistent with economic recovery and debt sustainability
will be sustained.” But the IMF has a de facto senior status,
so private investors assume that the Fund will be paid first.
As a result, the more expensive it gets for countries to ser-
vice their debt from the IMF — the senior creditor — the less
faith private investors will have in also being repaid, under-
mining the reassuring signal from the bailout programme.
This problem is particularly relevant for large pro-
grammes, where the ‘anticatalytic effects’ dominate
(Krahnke 2023). When a programme is too large and it is
sustained for a prolonged period, the IMF imposes sur-
charges, which increase the cost of credit. Surcharges were

5 Morris and Shin (2006). For the empirical results, see Diaz-Cassou
et al. (2006), Edwards (2006), or Erce and Riera-Crichton (2015).
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established in 2009 to mitigate credit risk by providing
members with incentives to limit their demand for IMF
assistance and encourage early repayment while allowing
the IMF to accumulate precautionary balances.

For countries that borrow from the GRA, the IMF
imposes surcharges (IMF 2016a), which can add up to 300
basis points: 200 basis points to the portion of the credit
outstanding greater than 187.5% of the member’s quota
and 100 basis points on the portion of credit exceeding the
threshold of 187.5% of the quota for more than 36 months
(or 51 months under an Extended Fund Facility).

In the current economic context, the balance of pay-
ments needs of countries in distress are so large that several
countries have borrowed large amounts for long periods.
Because both level- and time-based surcharges apply, bor-
rowing costs increase by 300 basis points, increasing bor-
rowing costs to 800 basis points per year (as of the first
quarter of 2024). Today, out of 33 countries paying charges
for GRA credit lines (Stand-By Arrangements and Extended
Fund Facilities) 22 are paying surcharges.®

A Proposal for Reform

The IMF’s lending practices need reform to avoid procycli-
cality, reduce the spillovers from advanced economy cen-
tral bank tightening on developing countries, and ensure the
IMF’s effectiveness. The decision to alter the IMF lending
rate is not without precedent. For instance, the basic rate
was historically adjusted to reflect the Fund’s operative
costs, but during the financial year of 2007 this would have
implied a basic rate of 350 basis points (due to the reduc-
tion in the amount of credit outstanding), and this level was
deemed ‘too high’ (IMF 2016c: 10). In response, an excep-
tional circumstances clause was added to allow the margin
for the rate of charge to be set on a basis other than estimated
income and expenses. The Executive Board also modified
the lending practices in 2014, when they established a floor
of five basis points, in the context of low international inter-
est rates that threatened to dip the SDRi below zero.

Because the reduction of the basic rate -currently 100
basis points- is not enough, a partial solution is to put a cap
on the SDR rate to reduce the lending rate. This could be
complemented with a surcharge-sliding scale, which means
that the surcharge rate should increase when the SDR rate
decreases and vice versa. The Executive Board can change
the surcharge policy without changing the IMF Articles of
Agreement.

6 Angola, Argentina, Armenia, Barbados, Benin, Costa Rica, Cote
d’Ivoire, Ecuador, Egypt, Gabon, Georgia, Jordan, Kenya, Moldova,
Mongolia, North Macedonia, Pakistan, Senegal, Seychelles, Sri
Lanka, Tunisia, and Ukraine.

Table 1 IMF Income for FY 2023 and FY 2024 (in millions of SDRs)

FY 2023 FY 2024
Operational income 2,822 3,825
Lending Income 2,650 2,739
Surcharges 1,420 1,472
Investment Income 66 936
Interest free resources 97 135
Reimbursements 9 15
Expenses 1,131 1,141
Net operational income 1,691 2,684
Net income position 1,829 2,924
Reserves 22,900 22,600

Source: IMF (2023a). The fiscal year 2024 starts May 1, 2023, and
ends April 30, 2024

Considering its feasibility and its positive effects, we pro-
pose to set the cap at a reasonable level, for instance, 500
basis points. This could be achieved either by establishing a
limit on the lending rates or by introducing a surcharge-slid-
ing scale (so the surcharge component falls when the SDR
rate increases, and vice versa) (Sander and Krahnke 2020).

In 2011, the Executive Board approved a new model to
move away from relying on lending income as the primary
source of revenue, to minimize the institution’s exposure
and sustain a steadier flow of income during times of low
lending activity. This new income model intended to ensure
the institution accumulated enough reserves to reduce the
need to resort to the burden-sharing mechanism, which is
triggered when a member incurs in prolonged arrears and
implies an upward adjustment of the lending rate and a
downward adjustment of the remuneration rate (IMF 2011).
Despite these changes, lending income represents about
95% of the income for the projections for the fiscal year
2023, and about 71% for the fiscal year 2024 (Table 1).

The latest IMF policy paper on this issue states that the
current surcharge policy allows the institution to accumulate
precautionary balances, provides members with incentives to
limit their demand for IMF assistance, and encourages early
repayment (IMF 2016b). While the IMF’s income model
explicitly requires the accumulation of precautionary bal-
ances, it is unclear why these should come from surcharges.
Money is fungible: reserves could be accumulated from
other sources of income. Moreover, countries that request
assistance from the IMF for the balance of payment needs
will almost by definition not have access to other sources
of affordable financing (and may not be able to afford early
repayment) to bear the cost. Yet, as can be seen in Table 1,
surcharges already provide a significant source of income
for the IMF. While a reduction in the lending rate will most
likely affect its income, there is no reason to believe that the
institution will not be able to fulfill its mandate if it would
reduce some lending income.

@ Springer
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Counter Arguments

No one profits from countries facing debt overhangs, nei-
ther citizens from debtor countries, nor their creditors that
expect to be repaid. Still, as with all potential reforms, atten-
tion must be given to potential losers of any changes made.
In evaluating said changes, a trade-off seems to emerge:
the lending rate reform can either more heavily impact
the Fund’s income, by reducing its lending income, or the
IMF’s net creditors, by asking them to cover the costs. How
IMF members decide to resolve this trade-off is ultimately
a political choice.

Regarding potential objections to the proposal of setting
a cap on the lending rate, there is an ongoing discussion con-
cerning the permissibility of rechanneling SDRs via Mul-
tilateral Development Banks (MDBs), where some central
banks have emphasized the importance of the SDRs retain-
ing their reserve asset characteristics, which is typically
understood to require that the SDR must be readily avail-
able for use by the Member and high quality (i.e. low credit
risk).” The proposed changes to the level of the SDR rate
do not impact the status of the SDRs held by the members.

A cap on the surcharges would directly reduce the IMF’s
income as charged over the monetary policy cycle. If a 5%
cap is implemented without offsetting measures, this would
reduce income from surcharges by at least 1.9-2 billion SDR
for each year that the lending rate is 8%. This would trans-
late into lower inflows for the IMF’s precautionary balances
across the monetary policy cycle since surcharges would
be lower when monetary policy is restrictive but remain
unchanged when monetary policy is accommodative.

There are three ways in which the IMF can deal with
lower income. One would be for the IMF to run down (or
to slow down the rate of accumulation of) its precautionary
balances. The second would be a cap on the remuneration
rate (which is also the SDR rate) to reduce the remunera-
tion that flows from net debtors to net creditors inside the
GRA. The third option would be to increase surcharges in a
low-interest rate environment. This would mean the Fund’s
income goes down when monetary policy is restrictive but
goes up relative to where it would be if monetary policy is
accommodative. A plausible proposal may perhaps combine
these three elements.

These options also have implications for the IMF’s trust
funds. An SDR rate cap would reduce the need for pledging
subsidies to the PRGT and RST. A lower SDR rate (at which
the Trust Fund’s creditors get remunerated) lowers the
needed funds to subsidize the PRGT’s concessional loans,
reducing pressure on PRGT finances -which are already

7 IMFC Statement by Christine Lagarde President European Central
Bank Forty-Sixth Meeting, 13—14 October 2022, https://meetings.imf.
org/-/media/ AMSM/Files/ AM2022/IMFC/ECB.ashx.

@ Springer

under strain owing to substantially stronger demand for its
loans. For the RST, an SDR rate cap would reduce lending
rates, increasing the pace of reserve accumulation and eas-
ing the financial constraints that these funds face. This is
because the contributors of the RST deposit account -which
is meant to generate investment income for the trust- are
remunerated at the SDR rate. Hence, an SDR rate cap would
immediately increase the ‘profit margin’ of the deposit
account. Finally, an SDR rate cap would directly reduce
the interest rate burden for countries that tapped their 2021
SDR allocation. Reducing surcharges instead would leave
the PRGT’s subsidy needs, the RST’s reserves accumula-
tion, and the cost of SDR drawings unchanged.

On the discussion regarding the rechanneling of SDRs
via MDBs, the proposed changes do not impact the status
as reserve asset of the SDRs held by the members. One
concern with capping the SDR rate versus adjusting sur-
charges is that it could negatively impact the tradability of
SDRs. But SDRs can exclusively be exchanged for freely
usable currencies in transactions by agreement, primar-
ily through the Voluntary Trading Arrangements (VTAS).
Transactions rely on countries’ goodwill to exchange, say,
US dollar reserves against SDRs. A lower SDR remunera-
tion could therefore discourage them from making such a
trade. However, SDR holdings are small relative to over-
all foreign exchange reserves. A decision to cap the SDR
rate temporarily would be taken by the member countries
of the IMF who could commit to continue undertaking any
SDR transactions despite a slightly lower return on potential
positive net SDR holdings. An SDR rate cap could therefore
be accompanied by a VTA reform in which major creditor
countries commit to maintain VTA liquidity. Finally, lower-
ing surcharges would not negatively impact VTA liquidity,
as they do not change the rate at which SDR holdings are
remunerated.

A Way of Conclusion. What is to be Expected
of our Proposal?

The IMF estimates that rates will remain high for at least
two years (IMF 2023Db). To avoid this, we propose the adop-
tion of a cap on lending rates at 500 basis points. We expect
this policy to have a substantial impact on borrowing coun-
tries. Countries that are currently paying surcharges will
face a reduction of 300 basis points from current levels.
This policy will affect the IMF finances, but the institution
already holds substantial precautionary balances (Table 1)
and there is no reason to expect a shortfall of incomes with
rates that are at most 500 basis points per year.
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