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Executive Summary

The global financial crisis and its impact on therld economy have revived important discussions
about global macroeconomic imbalances and theitsrgo the current international monetary system
(IMS). This study aims to understand that relatijmsand the costs incurred by developing countries,
which in many cases have devoted substantial ressup build up reserves as a consequence. It also
provides an overview of proposed remedies to thablpm. With political momentum for reform,
politicians, officials, civil society groups andhets must begin to deal with the question of wioald: be
accomplished by new reforms.

The U.S. dollar is the world’'s reserve currency g&hd means of payment for international
transactions. The euro and other currencies arbleita compete with the U.S. dollar as the leading
reserve, since no other currency shares the dolisired characteristics in terms of yield, ligyiénd
safety. As a result, the U.S. enjoys an “exorbifamtilege”: world seigniorage power and the acamess
cheap financing in its own currency. The IMS hasvetd the U.S. to follow a pattern of growth
characterized by large current account deficitejp@ent capital inflows, and rising public sectebt

The large U.S. current account deficit has beercineat by a rising aggregate surplus sustained by
emerging economies accumulating massive foreighange reserves. International reserve accumulation
reached 13 percent of global GDP in 2009 — a tbiééfcrease over ten years. For developing caestri
reserves reached almost 10 months of imports aBgditent of short-term external debt in 2008. Many
analysts stress that the most important causééaniige size of reserves has been demand fromrigsunt
seeking ‘self-insurance’. Countries want to mitedheir vulnerability to sudden shifts of shortrter
capital and avoid International Monetary Fund iméettion in times of crisis. The recent global fingah
crisis may have reinforced this strategy. Meanwhidev-income countries accommodate the IMF's
policy recommendations on exchange rate regimesesmive accumulation, constricting both policy and
fiscal space to the detriment of the full absompid external funds on core public expenditures.

Moreover, the global macroeconomic imbalances titIMS generates are not only unstable but
also inequitable. The current system has three flaairs: 1) the “Triffin dilemma”: the U.S. must ado
an accumulation of fiscal and/or current accouriicde in order to preserve confidence in the dolla
while providing international liquidity to avoid deflationary bias and allow trade expansion; 2k it
tilted against deficit countries and in favor of@us countries, tending to generate global deftetry
bias; and 3) it is inequitable, as the accumulabérreserves transfers resources from poor to rich
countries.

The outstanding increase in reserve accumulatioedent years, although rational from an individual
country perspective, further worsened global imheds and highlighted the need for a reform to the

IMS. There are different proposals to reform therent system. Some only focus on diminishing the
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imbalance between deficit and surplus countrieslewdthers go further and suggest a complete ovérha
of the IMS.

For example, UNCTAD and the IMF propose two difféarapproaches to deter reserve accumulation
and solve some of the risks posed by financial lIshodNCTAD suggests the use of a ‘constant real
exchange rate’ rule to be put into practice withinmultilateral framework, while the IMF seeks the
implementation of a ‘global stabilization mechanig@®SM). According to the IMF, the GSM would be
an alternative to ‘self-insurance’, since it woaltbw fast and sufficient provision of financing &l its
members during a systemic crisis, to stem contagion

The main proposals for reform of the global monetystem as a whole include: an SDR-based
reserve system, a multi-currency system, and regiagreements. Many analysts suggest that a well
designed SDR-based global reserve system woulddoetpct the main flaws of the current IMS. Even
though countries would have to give up some serggm power, the general benefits of using SDRs as a
global reserve currency would be that SDRs alreadgt and would be a global reserve for a global
system, disconnected from the domestic monetargyof a single country. The practical problems of
adopting an SDR-based system, however, are signifeind should be addressed if the SDR is to become
a global currency.

A multi-currency monetary system seems the mostddiately feasible, since countries would be
simply encouraged to hold reserves in other cuiesniban the U.S. dollar. Countries could divertify
composition of their reserve assets and thus offsshbilities derived from fluctuations of a siagl
reserve currency. However, this system may caugkefuexchange rate volatility, to the detriment of
growth and investment. A fixed exchange rate redjatdeast for the reserve-issuing countries) may b
required, cancelling the benefit of flexibility theystem offers. Most importantly, a multi-currency
monetary system would not solve the main flaws hef system, since developing countries would
continue to accumulate reserves and transfer reseto reserve-issuing countries.

Proposals for regional agreements have also dranmerest, perhaps because they seem more
politically feasible, and several arrangements toald serve as vehicles are already in place.oNgoof
countries could create reserve associations intwiesources could be pooled to protect the regional
members. If the association proves successfuly atieenbers may be encouraged to join or form their
own association.

Those who favor a new international monetary systermat recognize that a complete reform may be
a longer-term goal that requires political visiomyltilateral efforts, and significant commitmenghort-
term objectives, however, may include the recognitby the international community that the current

system needs reform and that a collaborative, gleffi@rt is mandatory to achieve any progress.



Introduction

The global financial crisis and its impact on therld economy have revived important discussions
about global macroeconomic imbalances and theitsrbothede factointernational monetary system
(IMS) the world has used since the 1970s. Thisysaidhs to understand that relationship and thescost
incurred by developing countries, which in manyesabave devoted substantial resources to build up
reserves as a consequence. It also provides ani@wenf the most prominent proposed remedies to the
problem. With the flaws of the current internatibnzonetary system more evident than ever and the
pledge by French President Nicolas Sarkozy to ljghlthe need for monetary reform at the G20 next
year, civil society groups and others must begigquestion what could be accomplished by new reforms

The first section of the paper explains how theenirmonetary system and its reliance on the U.S.
dollar encourage global instability and macroecocombalances. Emerging economies try to adapt
with a massive accumulation of reserves, but tbbajleconomic system remains structurally ineqietab
Meanwhile, low-income countries accommodate the '8folicy recommendations on exchange rate
regimes and reserve accumulation, constricting potity and fiscal space to the detriment of thié fu
absorption of external funds in core public expemds. The second section of the paper focuses on
different proposals to reform the current systearhebins by explaining two different approachedeter
reserve accumulation and solve some of the rislsegdy financial shocks. The first approach is
proposed by UNCTAD and suggests the use of a ‘aohstal exchange rate’, while the second approach
is presented by the IMF, which seeks the implentemteof a ‘global stabilization mechanism’. The
section continues with an overview of the main psads for reform of the global monetary system as a

whole: an SDR-based reserve system, a multicurrsystgm, and regional agreements.

|. Current International Monetary System

The U.S. dollar as a reserve currency

Under the 1944 “Bretton Woods” accords, the intéomal monetary system required countries to
have a fixed exchange rate that established pafitheir currencies in terms of gold within a plos
minus 1 per cent band. To keep market exchangs wathin the band, countries pegged their currencie
to the U.S. dollar. The U.S. linked the dollar tdyat a rate (initially $35 per ounce), which imrt was
used by foreign central banks to exchange dollargdld. The dollar acted as an international medns
payment across the world, providing a unit of actand a medium of exchange for cross-border trade
and financial transactions.

On August 15, 1971, the United States terminated/edibility of the dollar to gold. This action

changed the international monetary system fromld-gxchange standard to an informal fiduciary dolla



standard. As a result, the U.S. dollar became nigtthe means of payment for international trarisast
but also thale factoreserve currency of the rest of the world.

The U.S. currency is also the main store of vatuesévers, since no other currency provides thet ass
classes that the U.S. dollar has in terms of liguidafety, and yield. No other country offers tharket
volume of U.S. Treasury low-risk securities or thember of transactions in U.S. assets. As highdigiht
by Cooper (2010), it is like a common language pging “network externalities” — ‘the greater the
number of agents who use and accept it, the mailug is to everyone and the more entrenched it
becomes’.

As of now, the euro is unable to compete with th&.Wollar as the leading reserve currency
(Cooper, 2010; McKinsey Global Institute, 2009).efd is significant outstanding euro-denominated
public debt, but the market is much more fragmeiated much less liquid. Euro-denominated securities
are different amongst each other, meaning therebgralifferences depending on which government
issues them. For example, central banks will beenmone to hold securities issued by the German
government than those issued by, say, Greecelgr Mareover, Germany’s government debt is around
$1.6 trillion, but it only holds 30 per cent as ghterm debt, making the available liquid assetsse. As
for the Japanese yen, even though short term datbistantial, according to Cooper (2010), it poses
significant deterrents: the yield is below one patdn short term securities, and among the deeelop
countries it has the highest ratio of debt to GB®long as the U.S. capital market remains openitand
monetary and fiscal policies do not lose credigilthe U.S. dollar will continue to be the researal
transaction currency of the world, unless the itdgdonal monetary system is reformed.

The U.S. enjoys several advantages by issuing tred\w reserve currency. The U.S. benefits from
what French Finance Minister Valéry Giscard andsidient Charles De Gaulle called in the 1960s an
“exorbitant privilege”. This privilege refers todahgain from seigniorage, issuing non-interest Ingari
currency held worldwide, and to the access to loigrest rates, especially on government debt, given
international holdings on government securitiese ThS. borrows abroad at a lower cost and in ita ow
currency, never facing the risk of a balance ofnpayt crisis. In addition, the U.S. is the only covithat
enjoys true monetary independence (Ocampo, 20108). Treasury bills are perceived and used as the
safest assets in the world, which allows the Fédeeaerve to set interest rates levels indepengdentl
the U.S. exchange rate.

Recently, however, the McKinsey Global Institute GM conducted a cost-benefit analysis to
quantify the privilege the United States enjoys apestion how exorbitant it really is. The study
concluded that the net gains in a normal year ateden $40 billion and $70 billion (0.3-0.5 perceft
U.S. GDP). The benefits are derived from i) seigae revenue and ii) access to cheaper capital. The

first is calculated as the effective interest-flean generated by issuing additional currency ta-no



residents who hold U.S. dollars, which they estev&t$10 billion. The second benefit is calculasdhe
reduced cost of borrowing derived from the largecpases of U.S. Treasury securities by foreign
governments. They estimate that the U.S. borrowatg has been reduced by 50 to 60 basis points in
recent years, generating a financial benefit of ®8llon. The only cost is the loss of export
competitiveness that arises from the appreciatiothe U.S. exchange rate, estimated to be 5 to 10
percent higher than it would otherwise be if th&\Hollar was not the world reserve currency. Tée n
cost is calculated to be between $30 billion to Biiton.

MGI estimated that the net financial benefit inadypical year, such as one in crisis, is signifitan
lower. From January to June of 2009, the net firrenefit fell to between $5 billion and $25 ki,
because the dollar appreciated by an additiongletent due its status as a "safe haven." Coopé&0j2
further suggests that the net gains may be lowecesfunds are increasingly reallocated to higher-
yielding assets outside the U.S. through carryetrdthe MGI study concludes that the United Statag m
not be inclined to tighten its fiscal and monetaglicy to safeguard its dominant reserve currency
position, even if it perceives that status to bgeatuine risk.

Regardless of the net gains the system affordbdolkS., it has allowed the country to follow a
pattern of growth characterized by large currembaant deficits, permanent foreign capital inflowsd
rising public sector debt, without experiencing amant inflation. In fact, in the 2000s, the U.&sh
experienced the sharpest widening of its curreobaat deficit in history. Even though the deficitshits
counterpart in the deterioration of public and ptészdomestic deficits, the magnitude of the defitsb
reflects important changes in the rest of the woflitie increasing current account deficit was meddby
rising aggregate surpluses in many countries,quéatily in East Asia, commaodity exporter countrigsg

Japan. As a consequence, the U.S. dollar deprechtely but steadily (see Figure 1).

Figure 1. U.S. current account deficit and reahaxge rate
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During the global recession of 2008-2009, howethar,current account deficit did begin to narrow.
The surpluses of countries were significantly ecbde commodity prices dropped and trade collapsed.
The dollar remained strong due to the “flight talify” in financial markets and the demand for lidjty
in U.S. dollars as part of the de-leveraging preaesridwide.

Even though U.S. current account deficit has begumarrow as a result of the recession, the
aggregate surpluses in many countries, fueled bgaotionary demand for reserves, will continue to
grow once recovery begins. In order for this demaind.S. dollars to be met by a supply, the U.Suldo
have to continue expanding its current accouncdeRelleiner (2010) points out that, in the wakehe
crisis, ‘there is no great enthusiasm in the U@. this scenario’ and that people within President
Obama’s administration are beginning to speak worfaf ‘global rebalancing’—which may be a first
step to acknowledge the problem. Fred Bergstennfaurential analyst, argues that U.S. policymakers
now ‘must recognize that large external deficitg dominance of the dollar, and the large capifédws
that necessarily accompany deficits and currenegid@ance are no longer in the United States' nationa
interest’(Helleiner, 2010).

The accumulation of foreign exchange reserves by developing countries

The traditional reasons that explained the demandadfeign exchange reserves typically included
the management of demand and supply that derivad frurrent account transactions. For example,
Carvalho (2010) states that countries need to aglatenreserves to guarantee payment for imports. A
country may pay for its imports derived from 1) ttepital inflows generated by exports of goods and
services and 2) by the import of capital, whiclycally volatile. If a country heavily depends arfew
agricultural exports or mining commodities, capitdlow generated by exports may also be volatie]
thus one should expect that the central bank wdlenulate reserves to guarantee the payment farnaior
imports. According to Rodrik (2006), the rule ofuthb for central banks was that foreign exchange
reserves should be equivalent to three months pbita.

Another common source of demand for internatioaaérves may be financial (Carvalho, 2010). For
a developing country, the launching of a largeeadalestment plan may create an extra demand for
international means of payment. A country may berm the foreign financial markets or accumulate
reserves in advance to cover such payments.

In recent years, analysts have argued that manyresgented industrializing countries, particujarl
in East Asia, accumulated reserves to prevent exghaate appreciation (Helleiner, 2010). In thesam
line of argument, Greenwald and Stiglitz (2010bygmst that after the Uruguay Round, developing

countries were deprived of ways to prevent theiméxs from being undersold by subsidized farmers in



industrialized countries and thus pursued low emgbarates with the consequent accumulation of
international reserves.

However, these reasons do not explain why foreigim@nge reserves have increased so dramatically
in the last 15 years, nor explain why countrieg tttanot pursue an export-oriented growth modett{su
as poor countries in Africa) have also followed ##ne reserve accumulation strategy. International
reserve accumulation reached 13 percent of glold# @& 2009 — a threefold increase over ten years,
mostly in U.S. dollars. For developing countriessarves have reached almost 10 months of impodts an
475 percent of short-term external debt in 2008eimg markets holdings rose to 32 percent of their
GDP (26 percent excluding China) (IMF, 2010a). Ehesserves represent an important part of the
aggregate surpluses that counter the magnitudeedf 1S. current account deficit, shown in Figure 1.

Reserve accumulation has particularly increasediddle income countries and to a lesser extent in
low-income countries (LICs). High income countriesse maintained levels below 5 percent in the past
30 years, Japan being the only exception (see &igur Asian countries have accumulated the most
reserves as a percentage of GDP, followed by Shhf8a Africa (see Figure 3).

Figure 2. International Reserves (% GDP) Figure 3. International Reserves by geographic @e&DP)
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Many analysts stress that the most important céuséhe recent outstanding size of reserves has
been demand from countries seeking ‘self-insurdraféér the painful experiences of financial criges
Latin America and the Asian crisis of 1997-1998 ri@¢ho, 2010; Greenwald and Stiglitz, 2010a;

% The definition of ‘self-insurance’ is still open tlebate. Some may argue that countries are insagaimst
sudden stops of capital inflows, but this may becanarrow definition, as countries may also acdateureserves
to mitigate the impact surges of capital inflowsdin exchange rate and current account deficia@m, 2010b).
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Helleiner, 2010; Ocampo, 2010a). During these sriseuntries were vulnerable to the sudden shifts o
short-term capital movements and many had to nelinternational Monetary Fund (IMF) financing with
strict conditionality, experiencing reversals imeamic growth and development.

Moreover, the volume of global net private capftalvs going to emerging markets has increased
sharply in the last decade, despite the crisesriarging markets—from $90 billion in 2002 to $600
billion in 2007 (IMF, 2010a). Even though capitaflows provide financing to countries with limited
savings, surges of capital inflow complicate macom®mic management. The pro-cyclical nature of the
flows may fuel a boom in domestic demand lendingt ttan lead to accelerated inflation and/or a
widening of the current account deficit through #gpreciation of the real exchange rate. Pastsrise
indicate that current account deficits are a strpngdictor of economic recessions when the capital
account cycle declines (Ocampo, 2010b). Since neangrging markets have small financial systems
compared to the large inflows they can attract, mathy have embraced policies that allow free chpita
flows (e.g. elimination of capital controls, floadj exchange rate regimes), the alternative waydtept
their countries from a sudden shift in capital fowr a balance of payment crisis is to accumulate
reserves.

One should expect that the ‘self-insurance’ stratiegfollowed more by middle income countries,
which attract significant private capital inflowthan by low-income countries, whose capital inflaave
predominantly official flows (e.g. government loarisreign aid grants). However, recent studies by
Singh et al. (2008) and Dorsey (2008) found thaitahinflows to LICs increased from about 4 peitcen
of their GDP in the 1980s to more than 10 percé@DP by 2006, and that they were mostly driven by
private inflows in the form of foreign direct inwagent and remittances. The studies associate 4barri
capital inflows to the overall improvement in curr@ccount balances and sustainable debt. Integhsti
these findings apply to all LICs, as private flols/e surged in Africa, India, and other South-Eesan
LICs in broadly similar proportions in terms of GD®ince private inflows have increasingly become an
important source of external vulnerability for LIG$ is plausible that reserve accumulation by low-
income countries also follows a ‘self-insuranceipo

The recent global economic recession may have proe value of the ‘self-insurance’ reserve
accumulation strategy. Many countries had to us& thternational reserves to protect their curiesc
against aggressive and sudden capital outflows tandrovide liquidity in their domestic markets.
Maintaining immediate liquidity is particularly arial for LICs, as they are dependent on externadifu
to finance core public expenditures (Ambrose andcihala, 2010b). As Figures 4 and 5 show, the
accumulation of international reserves by develgmountries dropped significantly in August 2008 an

recovered in the first quarter of 2009. In 2008rld/@apital inflows moved back to 16 percent ofithe



2007 volume. The flows consisted primarily of polii equity and fixed-income investment (IMF,
2010Db).

Figure 4. Variation of International Reserves, 2Q000 Figure 5. Total International Reserves, 2000-2010
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Note: “Total” includes a sample of 20 countriesg@ntina, Brazil, Chile, China, Colombia, Czech Rajmi Hungary,
India, Indonesia, South Korea, Malaysia, MexicauP@hilippines, Russia, South Africa, Thailandrkay, Venezuela,
and Vietnam. Countries cover all geographic regemm were selected based on their contributioret@ldping
countries’ GDP and population.

A final explanation for reserve accumulation, whictay be reinforced as a result of the recent
financial crisis, is that countries accumulate rese as a way to demonstrate their creditworthiness
compared to other emerging markets with a simikk profile, in order to compete for capital (IMF,
2010a). This may be rational, as studies have shbatrCredit Rating Agencies use the ratio of nolig
foreign exchange reserves to imports as an impodaterminant of credit ratings for developing
countries (UNCTD, 2008). It is difficult to calcuéahow this drives reserve accumulation, and tdyaaa
whether this behavior applies solely to middle meocountries. However, as capital inflows to low-
income countries begin to follow a pattern simitathe one observed in middle income countrieshéur

research to understand the rationale behind reseotanulation in LICs should be conducted.

IMF policy recommendations regarding foreign exchange reserves

IMF policy recommendations regarding foreign exdemeserves are not specific in the adequate
level of reserves all countries should maintairi,thay do encourage reserve accumulation to métithe
volatility of capital flows, although not for thesposes of maintaining competitiveness. The Indéeen
Evaluation Office (IEO) for the IMF has recentlatgtd that it might evaluate the soundness of INF st

recommendations regarding reserve accumulationeémtedium term. As a motivation for the study, the

10



IEO staff argued that many countries maintain reseivell in excess of what appears optimal, based o
models of current account transactions as welliqgdity and capital account considerations. They
suggest that persistent intervention in the foredgonhange markets may undermine monetary policy
objectives and exacerbate global imbalances (IBDOR

Even though the IEO has not conducted a world-widejepth evaluation on the issue, it has
published two studies with interesting findings.al2007 evaluation titled ‘IMF and Aid in Sub-Sadvar
Africa’, the IEO concluded that PRGF-supported rmaconomic policies generally mandated the use of
incremental aid in higher stocks of reserves thegded, and in some countries additional aid wasbr
to be saved to increase reserves. They also fdwadhe threshold determining whether the increasegd
should be used to expand current account deficit® ancrease reserves was two to three months of
imports.

As shown in Figure 6, for countries with reservedoty a threshold of 2.5 months of imports,
absorption of incremental aid was nearly zero; éhosuntries had to use aid to build their reserkes.
countries with reserve levels above the threstaiddorption averaged 100 percent of incrementalFaid.
countries with high stock reserves, 79 percenthef ¢ountries with inflation below 5 percent were
allowed to implement a net fiscal expansion. Mastirdries with inflation above this threshold were

asked to reduce domestic debt (see Figure 7).

Figure 6. Absorption of Aid Increases Figure 7. Spending ad Acreases
Average programmed current account response to Average programmed use of anticipated aid increases
increases in aid in SSA PRGFs in SSA PRGFs with high stocks of reserves
(In percent of anticipated aid increase) (In percent of anticipated aid increase)

) Inflation
High stocks helow
of reserves 5 percent

Inflation
Low stocks sbove
of reserves 5 percent i
. Increases in net imports (absorption) Increased reserves Net fiscal expansion (spending) Domestic debt reduction/crowding in

Source: Independent Evaluation Office Report on Bl Aid in Sub-Saharan Africa, 2007.

In response to the allegation that required researe in excess of what is optimal, IMF Board
members have argued that models of optimal reseceemulation appear to ignore other important
considerations, like the ones highlighted in thetiea above. For example, countries with higheeress

are often better prepared to weather crises, asmgnated in the recent global recession. Moredter,
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costs of a balance of payment crisis are so gheatiMF staff considers it is ‘better to err on #ide of
caution in building reserves beyond what may bédt (IEO, 2007a).

An additional evaluation in 2007 by the IEO on thH-'s advice regarding exchange rate policy for
the period of 1999-2005 concluded that IMF stafhayally supported a country’'s accumulation of
reserves. About half of the sample of 30 econoiniesered in the review accumulated significant
reserves in the evaluation period, especially oené years. Their motives, according to the IECorep
(2007b), included: (1) ‘self-insurance’; (2) intergerational and Dutch disease considerations (in
countries with large natural resources or aid flpvasd (3) concerns about competitiveness and &xpor
industrial performance. IMF staff generally enddrdbe accumulation of reserves on precautionary
grounds and in countries with large natural ressuendowments. But they have advised against
accumulating reserves aimed at slowing the apprecieof the exchange rate to support export
competitiveness (including in low-income countr@sce international reserves had reached a prudent
level). However, the IEO argues that explicit aseyof an adequate level of precautionary reserves
(linked to the exchange rate regime, nature of lshagnd country conditions) was often absent, hod t
the assessments of the appropriateness of sudy padiasures were highly subjective.

The IEO report included several case studies tp@uphis evidence. For example, it states that IMF
staff—with support from the boarcdvised against reserve accumulation in South Korez they
determined that the country had sufficiently rebuit reserves after the crisis, and argued that
intervention should only be undertaken in disordarhrket conditions. In Peru, IMF staff was suppert
of higher reserves until about 2004, when they bdgaargue for limiting the reserves buildup and fo
following greater flexibility of the exchange ratéinally, in Tanzania, IMF staff supported authiest
stance on building reserves by using only a portibraid receipts to limit the monetary impact of
increased government spending. From 2002, the dithffot see a problem with the level of the exgiean
rate and called for a greater absorption of for@ggistance.

The IMF continues to advise in favor of reserveuatglation for precautionary purposes. In its
recent Global Financial Stability Report (2010)e thMF suggests policies for liquidity-receiving
economies to mitigate the risks related to camitbws fluctuations. The first one is to have exible
exchange rate, since it provides a natural buffgairest surges in global liquidity.,The report
acknowledges, however, that appreciation of thenaxge rate may affect the tradable sector, and thus

advises to intervene in the foreign exchange matketlow appreciation if the exchange rate is not

% The countries and/or regional monetary unions satewere WAEMU, Australia, Bulgaria, Egypt, Bragiduinea,
China, Euro area, Morocco, Ecuador, Rwanda, HomgpgKtzeland, Saudi Arabia, El Salvador, South Adrigapan,
Lithuania, Jamaica, Tanzania, Korea, Norway, MexiMalaysia, Russia, Peru, Singapore, Ukraine, driiates,
United Kingdom. The criteria of selection includednong others, systemic importance, size of cuaeobunt
imbalance, volatility of exchange rate and chamcaternational reserves.
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undervalued. The second policy recommendation isatcocumulate reserves, using sterilized or
unsterilized intervention as appropriate, to protee country from a financial shock.

Note that the IMF does not advise in favor of aypetof capital control intervention, such as theon
implemented by Brazil or Taiwan in 2009 to curb itapinflows. Academics such as Arvind
Subramanian and John Williamson question the IM&E& of support to capital account intervention by
individual countries. They argued in ti@nancial Timesthat ‘by recognizing that in some instances
sensible curbs on inflows might be a reasonablepaagmatic policy response, the Fund could elin@nat
the market-unfriendly stigma that actions of the®lian type might otherwise risk incurring.” They
suggest that, ‘the world needs a less doctringmaraach to foreign capital flows’ (Bretton Woods
Project, 2009).

Why the current system is unstable and unfair

The current international monetary system is neegueed by a specific institution with a mandate to
support the demand of international means of paynmana national monetary system is established.
International liquidity is provided by the U.S. ol as a byproduct of U.S. domestic monetary jadic
which are decided exclusively with domestic goalmind.

One of the problems that arise with the currentesyds called the “Triffin Dilemma”, after the work
of Robert Triffin in the 1960s. The fact that aioaal currency is given the role of an internationa
currency creates a dilemma. For the U.S. to proviens of payment for international transactions,
other countries must have access to dollars. Ehisnly possible if the U.S. generates deficitstin i
balance of payments. With global economic growtb,\talue of transactions increases and so thedmalan
of payments deficits must increase to continue iging international liquidity. The growth of deftsi
undermines confidence in the stability of the doli@opardizing its role as the international stofe
value. The dilemma: avoid an accumulation of fissmadi/or current account deficits in order to preser
confidence in the dollar while providing internat& liquidity to avoid a deflationary bias and allo
trade expansion.

A second flaw of the current system is that itlted against deficit countries. This tends to gate
global deflationary bias: the adjustments that aileftountries must adopt to balance their external
accounts when financing is not available in sugiti amounts will not be matched by expansionary
policies in surplus countries, which do not fead tiressure to adjust (Ocampo, 2010a). As Greenwald
and Stiglitz (2010) put it, the United States Hasstbecome the consumer of last resort—making up fo
the deficient in aggregate demand elsewhere, dgmothat has become worse as other countries have
learned to follow prudent monetary and fiscal felic At the same time, as other countries strivad&e

sure that they do not have large trade deficisiI8. has also become the deficit of last resort.
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A third important flaw of the system is that ititeequitable, as the accumulation of reserves teagsf
resources from developing countries who demandvesdo developed countries who issue reserves. As
Ocampo (2010b) explains it ‘is nothing other thamding to rich countries at low interest rates’.
According to Carvalho (2010), developing countf@se two different types of costs associated with t
accumulation of reserves. In the case of resehatsrésult from capital account surpluses in exoéss
current account deficits, the cost of holding steterves is the spread between the rates of ihjeaeb
to service external debt and the rates receivadtamest securities used as reserves. Since rasaree
held in highly liquid, low-yield securities, the rglad is negative. For reserves that derive fromeotir
account surpluses, it is the opportunity cost ofnta@ning those resources invested in low-yielding
securities. The following chart (Figure 8) summesizhe flaws of the current system.

Figure 8. Flaws of current International Monetaggt®m
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Given the difficulty of calculating the second typgeodrik (2006) calculates the first type of cost
associated with holding reserves (the spread betwee external cost of funds and the yield on tqui
reserve assets). From the total amount of res@aesountry, he excluded the component that is tozld
traditional, current-account financing purposes,icivhhe assumed to be 3 months of imports. He
concluded that the cost of excess reserves wasxpmtely 1 percent of developing countries’ GDip. |
his words: ‘It is a multiple of the budgetary cadteven the most aggressive anti-poverty programs
implemented in developing countries and it is rdughe same order of magnitude as the projecteasgai
for developing nations from a successful conclusibthe Doha round of trade negotiations’.

Even though it is understandable that developinghttees accumulate reserves, one must ask if the
benefits of reserve accumulation are worth 1 peroémheir GDP. Rodrik and Velasco (2000) explain
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that if a country complies with a denominated Gttie®reenspan rule of holding reserves equal to at
least its short-term debt, it reduces the annuahadility of experiencing a sharp reversal in cdiows

by 10 percent on average. If the output cost afi@ntial crisis is approximately 10 percent of GE#en

the expected value of holding reserves (0.10x0.1@glals their cost (1 percent of GDP).

However, as Rodrik (2006) also points out, thisuargnt overlooks the fact that liquidity could be
achieved in other ways. He argues that policy nsakemain reluctant to pursue capital account
management. Perhaps measures such as taxing oollbogicapital inflows could diminish the need for
developing countries to increase reserve accumulabiut such measures would not address the rest of

the flaws of the current international monetarytesys

I1. Proposalstoreform the International Monetary System

Concerns related to the deficiencies of the systame gained momentum in the last two years given
the rising fiscal deficits and the unprecedentedhet@ry expansion that the U.S. implemented to asoid
world financial meltdown in 2008-09 (Ocampo, 2010d)e outstanding increase in reserve accumulation
in recent years, although rational from an indialdaountry perspective, further worsened the global
imbalances and highlighted the need for a refornth® IMS. In the years leading to the crisis, the
demand for reserves in U.S. dollars grew rapidigpite the widening of U.S. deficits, allowing theSU
to maintain low benchmark yields. This was a sowfceast, cheap money that allowed financial agents
to underprice risk and misallocate capital. It tfags been suggested that this, coupled with fighnci
deregulation and the fact that reserve holding t@sreinvested their dollar reserves back in U.S.
assets, may have been important drivers of thadiahcrisis (Helleiner, 2010). This section fipsesents
the proposals by UNCTAD and the IMF to deter depilg countries from increasing reserve
accumulation and in general to improve the curiatérnational monetary system. It then explains

different proposals for an overhaul of the IMS Hiighting their key costs and benefits.

Proposals to deter reserve accumulation and reform current IMS

In a recent policy brief, UNCTAD (2010) calls fonaultilateral response to address the volatilitg an
misalignment of exchange rates. It states that tci@snshould have policy space to limit the spekd o
capital flows and be able to change their directidren appropriate. UNCTAD proposes a ‘constant real
exchange rate rule’ (CRER) that will, as its namads, maintain constant real exchange fa@RER
could be maintained if nominal exchange rates titriollow inflation differentials; higher inflatio

would be automatically offset by the devaluationief nominal exchange rate.

* Several academics have proposed different fornfised exchange rate regimes, following the sameceomof
exchange rate volatility and financial shocks. Exeimple, see Williamson (1987) and Cooper (2006).
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The policy brief highlights that some of the betsefa CRER policy could bring are: i) curbing
excessive currency speculation of carry tradepri@venting unsustainable current account defigitd a
debts, and iii) minimizing the need to hold intdiomal reserves, since with symmetric obligatiomsai
countries to apply the constant real exchangertdde no country will have to hold reserves to defis
currency. Countries will only intervene in the figre exchange markets to compensate for potential
volatility of export returns (particularly for ecomies dependent on commaodities).

Even though the report recognizes the significafitipal commitments and technical difficulties the
policy will require, it stresses the importanceimplementing a multilateral, coordinated response a
opposed to encouraging individual country respansesther discussions to assess the benefits and
feasibility of this policy are needed, but a maliral framework such as this could reduce ‘mutual
recrimination over exchange-rate management anthtbat of trade wars’, as the brief suggests.

On the other hand, in a recent publication titlBéserve Accumulation and International Monetary
Stability’ (2010a), the IMF considers three sepanatutes to diminish global reserve accumulatipn: i
agreeing on an “adequate” level of reserves fotaurBonary purposes; ii) trying to tackle diredthe key
factor underlying precautionary demand (capitalvly and iii) options to reduce accumulation of non
precautionary reserves. It also states that pnogidlternatives to ‘self-insurance’ should be cdemed to
complement the other three routes.

First, the IMF stresses that better and more fregomnitoring and collection of data is needed, and
that the Fund should be the one consolidating sufdnmation, which should be reported on a common
framework set out by the IMF. Second, in orderdcea on an “adequate” level of precautionary reserv
and to tackle sudden shifts of capital flows, th#-Istresses the need for a multilateral framewdHe
concerted framework would agree on capital acchietalization for all countries, while acknowledgi
the need for measures such as capital controlswngr specific circumstances. The conditions tieat
IMF highlights as necessary to allow the implemeotaof capital controls are: i) consensus at @alo
level of when the use of the controls is appropri@g. ‘when a sharp increase in capital flow tiitha
was triggered by an easing of global monetary dandi rather than by policy issues in destination
countries’); and ii) implementation of concertedi@es to limit volatility of capital flows, such ahe
adoption of pro-cyclical capital charges basedloba economic cycles rather than domestic cycles.

To reduce accumulation of non-precautionary reseve IMF proposes two approaches. The first is
‘a gradual process in which, for instance, coust@aelopt in a systematic way flexible exchange rate
regimes with reduced foreign exchange interventaaay from pegs to other currencies), while reserve
issuers agree to adopt a macro-economic policydvamrk (fiscal rules) to sustain credibility in thei

currencies.” The IMF is indirectly suggesting tlatintries such as China adopt a free floating engha
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rate regime, while the U.S. should agree to adapedium-term fiscal policy established and approved
well in advance by the multilateral framework.

The second proposed approach is to impose penaltiageserve requirement on “excess” reserves
that are above acceptable level of reserves. Anahggestion is an automatic tax on countries with
persistent current account imbalances beyond aigdtireshold, regardless if the imbalance is @ekiv
from a surplus or a deficit. This would be simitarthe global imbalance tax initially envisioned by
Keynes.

As for the alternatives to ‘self-insurance’, whitte report says should be considered to complement
the routes explained above, the Director of Stsat€glicy, and Review Department, Reza Moghadam,
explains that the IMF is considering a ‘Global Sitaation Mechanism’ (GSM), a framework that would
‘allow proactive provision of financing during assgmic crisis to stem contagion’ (iMFdirect, 2010).

The IMF has been working with South Korea (cur®20 chair) on this proposal and is expected to
be widely discussed at the G20 summit in South EaneNovember 2010. According to the IMF, the
‘Global Stabilization Mechanism’ policy would enablhe Fund to provide financing to its members,
expand the resource base, and boost liquidity (I8&10c). The idea is to make consensual and
simultaneous multi-country offers to approve FléxiGredit-Line-type arrangements that would be
initiated automatically during systemic crisis. TBEM policy would include modalities for coordinai
the IMF’s response with relevant monetary authesitand regional financing arrangements, and for
seeking voluntary private involvement. The GSM wabbk a Board-centered process, to reinforce the
credibility of the response, and the Board woultivate the mechanism when it determines that a
“systemic event” has occurred. Figure 9 (next pagehymarizes how the IMF envisions the mechanism
would work.

However, former chief economist of UNCTAD, Yilmakyiz, raises a fundamental criticism to the
GSM proposed by the IMF: ‘After almost every mafimancial crisis the IMF seeks a new role. This is
almost always construed in terms of expansionsofiitsis lending capacity. But the IMF's main bess
is the prevention of instability and crises, nasisrfinancing. It has so far missed, not justedilto
prevent, every major crisis of its lifetime’ (Brett Woods Project, 2010b). Akytz further suggesas ih
would be better to respond to crisis by combiningndatory debt work-out mechanisms, including
temporary debt standstills and exchange contrdt, @nmergency lending rather than to keep on hilin

out international creditors.’
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Figure 9. The Global Stabilization Mechanism
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Further discussion and analysis will be neededkpdoee the elements of the GSM proposal and its
feasibility to provide the necessary liquidity tontain a crisis. The analysis could include thesjimlity
of creating a global safety net in an incrementay werhaps beginning with low-income countrieg tha

are more dependent on external funds to meet fuadtnexpenditures in time of crisis.

An SDR-based reserve system

The proposals by UNCTAD and the IMF detailed ab@emcentrate on improving the current
international monetary system, focusing on mitiggitthe impact financial flows and crisis have on
countries. However, the proposals do not addresgettt of the flaws the current system has, exgtain
Section I. In different publications, Ocampo (20@R07/8, 2010a, 2010b) and others such as China’s
Central Bank governor (Zhou, 2009), Clark & Pol2k@4), Cooper (2010), and Kenen (2010), among
others, have stated that a properly designed SBRebglobal reserve system would help correct tha ma
flaws of the current international monetary systém.fact, this is even stated in IMF's Article of
Agreement No. 22:...each participant undertakes to collaborate withe tFund and with other
participants in order to facilitate the effectivanttioning of the Special Drawing Rights Departnient
and with the objective of making the special draiight the principal reserve asset in the intefoaal
monetary system’

SDRs, or Special Drawing Rights, are a “reservetasseated by the IMF Board; the first allocation
in 28 years, totaling over $283 billion, was iniéid by the G20 in 2009 in response to the globalrfcial
and economic crisis. Ocampo (2010a, 2010b) propesasig SDR allocations in a counter-cyclical way,
concentrating them in periods of financial strasd possibly cancelling them once conditions norpeali

Another approach is to issue regular allocatiora tkflect the global demand for reserves. Ocampo
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points out that a simple reform such as the latteuld correct some of the flaws of the IMS by partl
mitigating the Triffin dilemma and the inequitiesthe system, and if the counter-cyclical comporient
added, it could mitigate the deflationary bias.

Ocampo further suggests, however, that comprehensform should include additional features,
such as making SDRs the only mechanism for IMFniiitag and adopting allocation rules for SDR
issuances that meet the world demand for intemaltioeserves. To guarantee sufficient demand for
SDRs, countries should commit to maintain an irgiregproportion of their foreign exchange reseines
SDRs or intervene to counter depreciation pressofréiseir currencies. In turn, the IMF would haee t
create overdraft facilities that could be used mdd@mnally by all IMF members up to a certain Gapl
for a pre-established time period.

The allocation rules for SDRs issuance could btidiged on the basis of GDP, or SDRs could be
invested in multilateral banks bonds, as the $zigliommission and Helleiner (2010) suggests. An#ros
and Muchhala (2010a) further add that distributionild be linked to ‘development indicators, relativ
poverty levels, or more specific macroeconomicdexcsuch as shortfalls in a country’s foreign excjea
reserve levels’.

Even though countries would have to give up songnagage power, the general benefits of using
SDRs as a global reserve currency would be thatsSiMeady exist and would be a global reserve for a
global system, disconnected from the domestic naopgiolicy of a single country. The IMF (2010a)
highlights that using SDRs as reserves would gémetability, since ‘with a value defined in terofsa
basket of major currencies, the SDR diversifies ¢herency and interest rate risks of its constituen
currencies’. Ocampo points out that the benefiprividing only-SDR funded IMF lending is that the
Fund could overcome the deficiencies associateld guibtas and “arrangements to borrow” as ways to
provide resources. Quotas force the IMF to managkipte currencies, most of which cannot be used,
while arrangements to borrow give extra power tontoes that provide funds. Finally, to avoid moral
hazard derived from unconditional IMF financingifiéies, there is a proposal to set up an inteoretl
debt workout mechanism (Akytiz, 2005).

Some experts have suggested that in order to tnanghe SDR into a major world reserve asset,
SDRs should also be the international means of pay@nd used in private transactions. However, this
would make the transition more complicated andlgpand would likely face more resistance from the
U.S than only making SDRs a reserve currency.

China’s Central Bank governor, Zhou Xiaochuan, balked for a global reserve currency, even
suggesting a SDR-based reserve system to safegloda economic and financial stability. Zhou (2P09
called for a world currency that is disconnecteahfran individual nation’s economic and sovereign

interests. Moreover, he strongly suggests the woudency be anchored to a stable benchmark and
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issued according to a clear set of rules that enswderly supply, in a flexible way that allows
adjustments of demand. He even suggested that 8®Rsed as means of payment in international trade
and financial transactions by setting up a settignsystem between the SDR and other currencies.
Creating SDR-denominated assets would, he addddwumrease the appeal of the plan.

However, the practical problems of adopting an Si2Red system are significant and should be
addressed if the SDR is to become a global curreRoy example, Cooper (2010) mentions that the
current decision-making arrangement for creatiorSBRs is ‘inappropriately cumbersome and time-
consuming’. He points out that the use of SDR2(igh the IMF) takes several days, when central dank
need to decide to intervene in foreign exchange&ketsiwithin hours. The political will and coordirat
needed to implement measures that can discourageséof the U.S. dollar will be significant.

Greenwald and Stiglitz (2010a, 2010b) and Stigl2206) consider a variation of the SDR-based
system explained above. They suggest that gradwatiyoup of countries should join a system in hic
they agree to only hold a new reserve currencgntiugh countries join such “club”, there would lne a
incentive for any country that currently is a regecurrency to join as well. Every year, each & th
members would contribute a stipulated amount tatbbal reserve fund (GRF), and at the same tirae th
GRF would issue “global greenbacks” of equivalesitie to the country, which they would hold in their
reserves—a kind of swap of claims for assets. Woigld allow a country to obtain an asset it caninse
times of emergency, and at the same allows othantdes to call upon it in times of need. Sinceheac
country is holding global greenbacks as resertesetis no need to hold dollars or euros as reserve

The proposed global reserve fund offers the sammefite as the SDR-based system in terms of
reducing the global imbalance and providing liqyidor countries in time of crisis to avoid excessi
reserves accumulation. However, its main drawbsacthkat a high level of political coordination woudd

required to set up a new global monetary governaricastructure to manage the global reserve fund.

Multiple currencies

At first glance, a multi-currency monetary systezeras the most feasible, since countries would be
simply encouraged to hold reserves in other curesrtban the U.S. dollar. The advantages wouldhae t
countries could diversify the composition of thedserve assets and thus offset instabilities derfiram
fluctuations of a single reserve currency, whileintaning authority over their exchange rate regime
However, as highlighted in Section |, as of nowr¢his no other currency that provides the desirable
characteristics for a reserve currency better tharJ.S. dollar.

Moreover, even if the euro or yen or other curresggh as the yuan becomes more attractive as a
reserve currency, none of the other deficiencieshef current monetary system would be addressed

(Ocampo 2010b). The system would continue to bquitable, as developing countries would continue
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to accumulate reserves and transfer resourcesstrveeissuer countries, and the system would do
nothing to reduce the asymmetry that forces defmiintries (more so than surplus countries) tosadju

A multi-currency system poses an additional impartost: exchange rate volatility. The McKinsey
Global Institute (2009) conducted a survey amongcatives questioning the cost of exchange rate
volatility. Results show that ‘both the level ofolvange rates and exchange rate volatility havege la
and growing, negative effect on profits and invesiindecision making’. Therefore, a multi-currency
reserve system may require some form of fixed exgbaate among reserve currencies, which in the end

would eliminate the virtue of flexibility that theystem provided.

Regional agreements

While a global monetary system may be the ideal aptimal solution, proposals for regional
agreements have also drawn interest, perhaps ledtaey seem more politically feasible, and several
arrangements that could serve as vehicles aredglieglace. The Stiglitz Commission noted thatugro
of countries at a regional level could create nsessociations in which resources could be powed
protect the regional members. The reserves coultelskin a new common currency. If the association
proves successful, other members may be encoutageit or form their own association.

Regional attempts are already underway. For exanthke ASEAN+3 formed the Chiang Mai
Initiative (CMI) after the Asian financial crisi$i1997 as an initiative to manage regional shomte
liquidity problems. In turn, Bolivia, Colombia, G@asRica, Ecuador, Peru and Venezuela have formed a
multilateral organization called the Latin Americd&eserve Fund, with the participation of their
respective central banks. Moreover, prompted bydilet crisis in Greece, Daniel Gros and Thomas
Mayer proposed a European Monetary Fund for a aimpilirpose. As the Bretton Woods Project (2010a)
highlights, ‘the main point of difference betweée regional approaches is the role of the IMF,caltjin

IMF involvement is explicitly required for certalevels of lending under the Chiang Mai Initiative.

Concluding remarks

The global financial crisis of 2008-2009 undersdotiee important flaws of the current monetary
system, and although reform proposals were alreadiyne table, concerns arose as the continuinglfisc
and current account deficits of the U.S., the uagerconfidence on the U.S. dollar as a store dieja
and the persistent volatility of capital flows dehmomentum for significant reform.

Even though the IMF, through different publicatiomsd reports, has acknowledged the need to
reform the system, they favor an “enhancement’hef ¢urrent system, focusing on modifying facility
arrangements, strengthening their role as superarsb provider of liquidity, and implementing meges.

to mitigate volatility of capital flows. Even tholnghey explore coordinated, multilateral effort€lsuas
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the ones detailed above to allow some form of ahpiintrols, they do not favor a complete overladul
the international monetary system.

Those who favor a new international monetary systamt recognize that a complete reform may be
a long-term goal that requires ‘extraordinary pcdit vision and courage’, as Zhou (2009) puts it.
However, short term objectives may include the ged@mn by the international community that the

current system needs reform and that a collabesagiwbal effort is mandatory to achieve any pregre
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