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Building a stable and equitable global monetary system

Bilge Erten and José Antonio Ocampo’

This paper was originated as a contribution to the work programme of the Committee for Development Policy
(CDP), a subsidiary body of the United Nations Economic and Social Council, on the United Nations development
agenda beyond 2015.This research effort aimed at analyzing and proposing alternative development models
that could contribute to a sustained improvement in human well-being worldwide. While the views expressed
here do not necessarily coincide with those of the CDP or the United Nations, the paper has benefitted from the
discussions conducted at various workshops and plenary meetings of the Committee. Additional information on
the CDP and its work is available at http://www.un.org/en/development/desa/policy/cdp/index.shtml.

Introduction

The recent global financial crisis brought back the reform of the international monetary system into the center
of global policy debates. Major concerns have been the problems generated by still having a national currency
at the center of the global monetary system, the recessionary (or deflationary, as they are usually called) effects
of the asymmetric adjustments of deficit opposed to surplus countries during crises, and the possible reces-
sionary effects of the accumulation of large amounts of reserves as a precautionary measure by developing and
emerging economies (“self-insurance”, as it has come to be called). One of the large holders of dollar reserves
called for the gradual replacement of the dollar with the Special Drawing Rights (SDRs) at the center of the
system (Zhou, 2009), bringing the world back to similar calls made during the early 1970s (Williamson,
1977). However, the collapse, at that time, of the Bretton Woods arrangement led to what effectively can be
characterized as a global monetary “non-system”.

This paper argues that the most promising way to the reform of the international monetary system to
increase its stability and equity characteristics is indeed to fully employ the SDRs, which remain as one of the
most underutilized instruments of international economic cooperation. When they were created, the Articles
of Agreement of the International Monetary Fund (IMF) were reformed to express the aspiration of “making
the special drawing right the principle reserve asset in the international monetary system” (Article VIII, Section
7 and Article XXII). However, after a promising start, as the initial issue in 1970-72 represented about 8 per
cent of global non-gold reserves, SDRs came to occupy a rather marginal role as a reserve asset, coming to rep-
resent only a fraction of one percentage point before the 2009 allocations. In its April 2009 London Summit,
the Group of 20 (G-20) revitalized this dormant element of global monetary cooperation, leading to the large
issuance of SDRs in history, which nonetheless brought its share in global non-gold reserves to only about 4
per cent. This also revived the policy and academic debates about the role of the SDRs in a more ambitious
global monetary reform.

1 'This paper also draws from work by both authors for the UN Department of Economic and Social Affairs. We thank
José Antonio Alonso and Norman Girvan for comments made on a prior version.

2 See, in this regard, United Nations (2009) and the symposium on the issue in the Journal of Globalization and
Development, Volume 1, Issue 2, 2010.
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Given the major problems that the current system faces, there are three distinct purposes for using this
mechanism of international economic cooperation in an ambitious way. First, placing the SDRs at the center
of the international monetary system could free the international monetary system from the vagrancies of
having to depend on the monetary policy of the leading country (or, if we want, countries or regions), which
may not be managed to take into account its international repercussions. The seignorage associated with the
additional demand for global reserves would also accrue to the IMF member states as a group. Second, by is-
suing SDRs in a counter-cyclical way, new SDR allocations during crises would have the potential of reducing
the recessionary bias associated with the asymmetric adjustments of surplus and deficit countries. Third, SDR
allocations could reduce the need for precautionary reserve accumulation by developing countries, and would
represent a lower cost of building self-protection than accumulating international reserves through borrowing
or building up current account surpluses.

There are also several potential benefits for developing countries in a new arrangement of this sort.
First, although, given the current structure of IMF quotas, more than half of SDRs allocations are distrib-
uted to developed countries, developing and emerging economies benefit from such allocations, particularly
because they tend to use them in a more active way. Second, following the discussions of the 1960s and early
1970s, there are also ways of including a “development link” in SDR allocations and in the way they are used
by the international community. One mechanism would be to include a criterion of demand for reserves in
SDR allocation. Another would be to design mechanisms by which unutilized SDRs are used to provide or,
as we would prefer, leverage financing for development. In the latter case, they can be also used to finance the
provision of global public goods. In both cases, they would represent part of the alternative “innovative financ-
ing for development” that have been a subject of significant attention in recent years.? It is important, however,
to clearly separate between the monetary functions of SDRs to which we referred in previous paragraphs from
their potential use as an instrument of development finance.

Any reform of the international monetary system should finally increase the voice and participation
of developing countries in international economy decision-making, as called for in the Monterrey Consensus
(United Nations, 2002). This implies a reform in the quota and vote share systems in the IMF to make them
more coherent with today’s global economy, as well as dynamic, and to improve other aspects of their govern-
ance structures. A more inclusive and equitable system could also be improved by building a multi-layered
architecture in which global institutions interact with a denser body of regional arrangements.

The paper is organized as follows. After this introduction, the next section will briefly analyze the
current problems of the international monetary system, the growing demand for international reserves, and
the history of SDR allocations up to date. The following section will make a novel contribution by focusing on
the “market” for SDRs, that is, how and why SDRs have been transacted. A major implication of this section
is that, if this is going to become a major instrument of international cooperation, the market for SDRs has to
increase substantially. The subsequent section focuses on ways of making a more active use of SDRs for global
monetary reform. The next section deals with the possible development dimensions of SDRs. The analyses of
all these sections indicate that most interesting proposals imply changes in the IMF’s Articles of Agreement
and a much larger “market” for SDRs. It is followed by a section which deals with governance reforms. Finally,
the paper will conclude by drawing major conclusions and policy recommendations.

3 See, among others, Landau (2004) and Atkinson (2005). See also the initiatives of the Leading Group on Innovative
Financing for Development (see in this regard, United Nations, 2011).
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The paper covers only part of the broader agenda of global financial reform. There are, at least, four
complementary issues not dealt with here: the need for stronger prudential regulation and supervision to
prevent financial crises, adequate IMF credit lines and associated conditionalities, capital account regulations
and international debt workout mechanisms (for an analysis of this broader agenda, see Ocampo, 2011 and
Griffith-Jones and Ocampo, 2012).

Problems of the International Monetary System and the Demand
for Reserves

The international monetary system shows three fundamental problems (Ocampo, 2010 and 2011). The first
one, which was highlighted by John M. Keynes during the debates that led up to the Bretton Woods agree-
ments, is that the present international monetary system has a bias against countries running balance of
payments deficits (Keynes, 1942-43). The countries in external surplus have no strong incentive to adjust, and
thus the burden of adjustment falls mainly on deficit countries. Adjustment generally takes place with a lag
and rather abruptly when deficit financing suddenly dries out. The asymmetric adjustment tends to generate
a global recessionary effect if the corrections that deficit countries need to adopt to balance their external ac-
counts do not find financing in adequate quantities, and if those adjustments are not offset by expansionary
policies in surplus countries. This problem can be called the anti-Keynesian bias of the system.

The second problem, which has become known as the 77iffin dilemma, after the pioneering work by
Robert Triffin (1961, 1968), arises from the fact that an international reserve system based on a national cur-
rency (the U.S. dollar) has some inherent instabilities. In particular, the only way that the rest of the world can
accumulate net assets in dollars is if the United States runs a balance of payments deficit. But that can lead to a
loss of confidence in the dollar. By and large, this has led to strong cycles in the value of the main international
currency and in the U.S. current account deficit, which strongly affects the rest of the world economy. More
generally, global monetary conditions are largely determined by the monetary policy of the U.S., which is
designed with no regard to its global repercussions. According to the reformulation as a “general dilemma” by
the late Padoa-Schioppa (2011, pp. 63-64), “the stability requirements of the system as a whole are inconsis-
tent with the pursuit of economic and monetary policy forged solely on the basis of domestic rationales in all
monetary regimes devoid of some form of supranationality”.

The third problem of the current international monetary system is its inequitable character. The need
to accumulate international reserves forces developing countries to transfer resources to those countries that
issue reserve currencies. This inequity bias has been magnified in recent decades by financial and capital market
liberalization and by the strongly pro-cyclical behavior of the capital flows toward developing and emerging
economies. This behavior has generated a massive accumulation of foreign exchange reserves as a form of
self-insurance against abrupt interruptions in international financing. This accumulation can also be seen as a
rational response by each country to a system that lacks a “collective insurance” in the form of adequate IMF
emergency financing. It also generates a “fallacy of composition”, as the collective attempt by these countries
to accumulate reserves may generate current account surpluses that act as a global recessionary bias, or increase
the demand for “safe” assets which, if not matched by an increased supply, may have global financial repercus-
sions, particularly on the risk premia of those assets considered “safe”. Inequity may thus lead to instability; for
this reason, we can call this problem the inequality-instability link.
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Figure 1: International reserves by level of development, 1980-2010
(percentage of GDP)
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Source: Total reserves minus gold series, World Bank, World Development Indicators, based on information from IME

Note: Data for China and the Gulf countries is reflected on the right axis

Reserve accumulation in developing countries has indeed risen sharply since the 1990s and diverged from
the advanced country trends. Figure 1 and table 1 indicate that the foreign exchange reserves of low-income and
middle-income countries were not unlike those of high-income countries in the early 1980s, about 3-4 per cent
of GDP. The initial point of divergence took place in the 1990s following the 1980s debt crisis of Latin America
and Africa, and intensified after the 1997-98 East Asian crisis. The essential reason, as already noted, is that many
developing countries sought instruments to protect themselves against global financial instability and to manage
pro-cyclical flows of capital which are particularly destabilizing. Together with the intentions to avoid condition-
alities associated with IMF lending, this generated a massive accumulation of reserves.

Before the recent financial crisis in 2007, middle-income countries excluding China, held reserves equiva-
lent to about 20 per cent of GDP and low-income countries about 9 per cent. China’s reserve accumulation has
doubled from about 20 per cent in 2002 to over 40 per cent in 2007, which is, of course, much beyond the “self-
insurance” motive and reflects an explicit policy to keep an undervalued exchange rate and run current account
surpluses. The resulting reserve accumulation process was a massive transfer of resources from developing and
emerging world to reserve-issuing industrialized countries. The “self-insurance” motive did pay off, however, as
reflected in the reduced vulnerability of many parts of the developing and emerging world during the recent global
financial crisis. After the use of some reserves for liquidity purposes during the crisis, the share of reserves in GDP
fell and then rose over 20 per cent for middle-income countries and over 1 per cent for low-income countries in

2009, though they declined slightly in 2010.
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In contrast to this pattern of reserve accumulation, the trend for high-income core OECD countries
remained fairly constant at about 2 per cent. The only high-income OECD country that followed a different
pattern was Japan, particularly up to 2007. It has since then slightly reduced its reserves, which nonetheless
still represented a little less than 19 per cent of its GDP in 2010. In turn, the most aggressively accumulating
countries have been the Gulf countries, whose reserves reached 49 per cent of GDP in 2007 and an astonishing
127 per cent in 2010. This reflects the decision to save a large part of the windfall generated by high oil prices
since 2004, in a significant break with past policy of overspending oil price booms. They were followed by
China with reserves of close to half of GDP.

Overall, the world accumulation of reserves as a share of GDP increased from 4.3 per cent in 1991 to
12.0 per cent in 2007, and reached 15.2 per cent of world GDP in 2011, or from 4.5 per cent to 8.8 per cent
and 11.0 per cent if China and Japan are excluded. During the period 2003-07, reserve accumulation was US$
475 billion on average when China and Japan were left out, and continued at a dissimilar pace in 2008-10,
US$ 439 billion. The associated amounts have been US$ 821 and US$ 912 billion with the inclusion of both

countries.

SDRs are defined by the IMF as an “international reserve asset”.* However, under the current rules,
countries have to pay interest on allocations of SDRs, but receive interest on holdings. In this sense, SDRs are
peculiarly both an asset and a liability, and perhaps should be best considered as a credit line which can be used
unconditionally by the holder —that is, an unconditional overdraft facility. This is, of course, a legacy of the
debates of the 1960s, when France, against the view of most countries (including the United States) opposed
the idea of creating a pure reserve asset (Solomon, 1977, chapter VIII; Lombardi and Milsom, 2012).

According to existing rules, the IMF makes general allocations of SDRs following three criteria: (i)
a long-term need, (ii) of a global character, and (iii) with the purpose of supplementing existing reserve assets.
Five-year-period reviews are undertaken to decide whether there is such a need. So far there have been three
general SDR allocations. The first was done in 1970-72 for a total amount of SDR 9.3 billion, and the second
in 1979-81 for SDR 12.1 billion. The last round that took place in 2009 included two different decisions: (i)
an allocation that had been approved in 1997, partly to compensate members that had joined after 1981 and
never received SDRs before; this allocation had been included in the Fourth Amendment of the IMF Articles
of Agreement, which was finally approved by the U.S. Congress in 2009; and (ii) in response to the global
financial crisis, the G-20 agreed to boost liquidity through new SDR allocations, which involved the issuance
of SDR 161.2 billion, equivalent to US$ 250 billion.

Interestingly, although allocations are made according to the long-term needs, the 2009 allocations
were clearly argued on counter-cyclical grounds (IME 2009b). The sudden stops and reversals in capital flows
in several developing countries during the crisis increased the need for reserves as a buffer against these shocks.
Given the large contraction in the global economy, the restricted availability of external financing was expected
to last a long time. This was seen as a major justification for the allocation.

SDR allocations are made according to quotas of each country in the IME and therefore they are
much larger for high-income countries. Table 2 shows that during the first set of allocations in 1970-72, high
income countries received 74 per cent of total allocations (with a very tiny share for the non-OECD group),

4 See, for example, htep://www.imf.org/external/np/exr/facts/sdr.htm
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while middle-income countries received 23 per cent and low-income countries only about 3 per cent. The
distribution improved slightly over time. With the second round of allocations in 1979-81, the share of high-
income countries declined to 69 per cent (with a significant increase in the share of the non-OECD group)
while the middle and low income countries’ shares rose to 28 per cent and those of low-income countries
marginally so. In 2009, the quota redistribution benefited slightly more the middle-income countries, with 29
per cent of the allocations, while the low-income countries actually saw their share decline from 2.8 to 2.0 per
cent. The decline in the share of OECD countries was mostly reflected in the rise of the share of non-OECD,
mainly the Gulf countries.

Table 2: SDR allocations by selected country groups according to the level
of income, 1970-2009 (SDR million)

Allocations (in SDR million) Allocation to each group as a4

percentage of total allocations

1970-72 1979-81 2009 1970-72 1979-81 2009
gg;gli)ncomet 6,818 7,956 114,905 73.8 66.2 62.9
Japan 377 514 11,393 4.1 43 6.2
Excluding Japan 6,441 7,442 103,512 69.8 61.9 56.7
United States 2,294 2,606 30,416 24.8 21.7 16.7
High income: 41 363 10,797 0.4 3.0 5.9
Gulf countries 1 286 8,835 0.0 2.4 4.8
f;‘i‘ii‘ig Gulf 40 77 1,962 0.4 0.6 1.1
Middle income 2,144 3,359 53,347 23.2 28.0 29.2
China 0 237 6,753 0.0 2.0 3.7
Excluding China 2,144 3,122 46,594 23.2 26.0 25.5
Low income 230 338 3,604 2.5 2.8 2.0
Total allocations 9,234 12,016 182,653 100.0 100.0 100.0

Source: International Financial Statistics, the International Monetary Fund.

As the demand for reserves has ballooned, one additional complication of the reserve system is the
growing scarcity of “safe assets”. The securities issued by the U.S. Treasury have so far been perceived as the
safest assets, a fact that is facilitated by U.S. securities having the largest and most liquid market in the world.
This has allowed the United States to pursue an entirely autonomous monetary policy. While the safe haven
status of the dollar has not yet been disrupted, the ongoing global imbalances, in which the United States
continues to run current account deficits, maintain the risk that confidence in the U.S. dollar may be eroded
at some point in time. Furthermore, the euro crisis has generated a sense that the second global reserve asset
is riskier than it had been perceived. Under these conditions, it can be argued that the demand for SDRs to
supplement existing reserve assets has significantly increased. As it would be argued below, SDRs can also play a
role in the prevention of a disorderly collapse of a reserve currency —an issue that came to the fore in the 1970s
when proposals for an IMF “substitution account” were presented.
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The “market” for SDRs (transactions of SDRs)

SDRs are “central bank money”, since essentially only central banks accept them as means of payment and
private parties are not allowed to hold them under the current rules. In addition, SDRs can be used to pay the
IMF and they can be used by a few other international organizations such as the Multilateral Development
Banks and the Bank of International Settlement. The core difference of SDRs from other reserve assets is that
they cannot be directly used to intervene in the foreign exchange market. They have to be converted into the
currency needed to undertake those interventions.

There are two ways in which SDRs are transacted: (i) transaction by agreement, and (ii) transaction by
designation of the IMF. Transactions by agreement require a bilateral agreement between participant countries,
after which the IMF typically mediates the transaction. If a member country has balance of payments needs
which require to engage a large volume of SDR transaction that exceeds the system’s absorption capacity, the
IMF would designate members with strong external positions to exchange SDRs for freely usable currencies in
order to maintain the liquidity of the SDRs. The transactions by designation guarantee that the SDR market
clears in the case that voluntary transactions fail to meet the demand. Under the current IMF Articles, the
IMEF has the legal right to designate members to provide reserve currencies and accept SDRs up to the point
where their holdings above allocation (i.c., excess holdings) are equal to twice their allocation amount. For
over two decades, all transactions have taken place by agreement and there has therefore been no need to use
the designation mechanism.

Central banks differ in terms of the nature of their use of SDRs. Some use a passive holding strategy,
which means that their net drawings rely on the transactions demand for SDRs involving two major objectives.
First, central banks use SDRs to finance their balance of payments needs. This is most obvious during crisis
periods, when international private financing dries out, and it results in converting SDRs into other reserve
currencies through voluntary arrangements. Second, central banks use SDRs in transactions that involve the
IME mainly to pay back the IMF; the IMF cannot use those SDRs to lend, an issue to which we return
below. Third, some central banks have a more active management of their SDR holdings as part of their
reserve portfolio strategy. This active strategy also involves voluntary agreements between members that wish
to transact SDRs in return for currencies under the mediation of the IMF. These “market makers” involved
in voluntary agreements include Austria, Belgium, Denmark, the European Central Bank, Finland, France,
Germany, Japan, Netherlands, Norway, Sweden, Switzerland, United Kingdom, and Venezuela. All of these
participants have two-way arrangements of buying and selling SDRs, except Germany, which has only a one-
way arrangement to sell SDRs (IME, 2009b).

The review of history indicates certain trends in the SDR market that are important for understanding
how the market has so far functioned. The first important fact to notice is that there is a small but growing
amount of SDR transactions, which tend to intensify during global crises. Figure 2 shows the change in net
SDR drawings by IMF members, which is an approximation of the flow of SDRs.” The peak points correspond
to global crises of one character or another. They include: the U.S. dollar depreciation of the late 1970s,
which led the Untied States to use part of its SDRs; the 1980-84 Latin American debt crisis; the crisis of the

5  Net drawings are estimated as the absolute value of all negative net SDR position of individual countries, and is the
measure used here of the stock of drawings (see Figure 3). In turn, the change in net asset positions is considered as an
approximation of the flow of SDRs (see Figure 2).
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Figure 2. Change in total net drawings, 1971-2010 (in absolute amount and as a
percentage of allocations)

(a) Change in total net drawings (in millions of SDRs)
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Note: Figure 2b shows the change in total net drawings divided by total allocations.
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Figure 3: Total net drawings of SDRs, 1970-2010 (in absolute amount and as a
percentage of allocations)
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European exchange rate mechanism in the early 1990s; the series of crises in emerging economies in the late 1990s and
early 2000s; and the 2008-11 ongoing global financial crisis. In turn, the pronounced upward trend in the szock of net
drawings shown in Figure 3 indicates that market for SDRs has grown over time, with accelerations during periods of
global financial stress. Total net drawings as a percentage of total allocations have actually been large, fluctuating be-
tween 30 to 50 per cent since the early 1980s. The peak years of 1980, 1983, 1992, and 1999 coincide again with crisis
periods. As a proportion of allocations, the market for SDRs of course fell substantially with the large 2009 allocations.

Table 3 shows the net SDR holdings of countries according to their levels of income at the peak years identi-
fied above, as well as 2008 and 2010. There are several interesting patterns that emerge from this disaggregation.
Interestingly, high-income OECD countries excluding Japan have been large users of SDRs allocations, a fact that
indicates that they are an important reserve asset even for the richest countries of the world. Such net use take place
during global crises, but are still small relative to the large size of allocations they receive. Japan has been mostly in the
buyer side of the market, accumulating SDRs above its allocations, except for 1992. The United States drew almost
SDR 2 billion in 1980 and was a still a net seller in 1983 but has been a net buyer in subsequent peak years. In turn,
high-income non-OECD countries have overall been net buyers of SDRs except for the year 1999. The Gulf countries
play a large role in this regard. Excluding the Gulf countries, the rest had rather small net drawings in 1980 and 1992
in both absolute and relative terms.

In any case, developing countries tend to use their SDR holdings more frequently. According again to Table 3,
middle-income countries had significantly large net drawings in all peak years. China has been the exception, drawing
its SDR allocations only in 1980, and accumulating SDRs over its allocations since then. As a share of allocations to
the group, the middle-income countries excluding China drew much larger shares compared to high-income countries,
ranging from 18 to over 68 per cent depending on the peak year. In turn, the use of SDR drawings in allocations is
highest for the low-income countries. During the recent financial crisis, they drew close to 80 per cent of their allocated
SDRs, prior to the large 2009 issuance.

The role of high-income countries in the market for SDRs is again highlighted in table 4, which shows a list of
the largest participants in SDR exchanges for the periods of highest SDR usage. It was predominantly the high-income
countries and oil-rich middle-income countries which bought and sold large amounts of SDRs during peak periods.
Among these, the United States was the largest drawer of SDRs in 1980 followed by the United Kingdom, Australia,
and Canada. On the net holder side was Japan, followed by Germany, Belgium, Saudi Arabia, and Iran. Saudi Arabia
remained among top five net buyers of SDRs in the subsequent peaks, but Iran was replaced by Libya. China joined
the net buyers in 1999, and climbed to third largest buyer position in 2008 and 2010, following the U.S. and Japan.
On the other hand, the United Kingdom stayed on the seller side of the market, and interestingly the largest seller until
2010, when Ukraine displaced it from that position. The other top five varied among Australia, France, India, Italy,
and more recently Brazil and Serbia.

Three major conclusions can thus be derived from looking at the market for SDRs. First, despite their low
share in allocations, developing countries tend to use their holdings frequently for their balance of payments needs.
Allocations of SDRs and, particularly, asymmetric allocations —an issue to which we would return below— would thus
have positive development implications. Second, SDRs are, in any case, an important reserve asset for developed coun-
tries, as reflected in their dominant role both on the buyer and seller side. Finally, however, the market is very small, as
their peak net drawings have only reached slightly over SDR 10 billion, a minute proportion of global reserves.
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SDRs as an element of global monetary reform

There are several constraints that must be taken into account for a more active use of SDRs, many of which
would require changes in the IMF Articles of Agreement, but others have to do with the nature of SDRs. All
proposals also require a much larger market for SDRs, which can still follow the current scheme, that is to say,
have the participation of governments only, or also allow for some participation by private agents. However,
although participation by private agents could certainly increase the market for SDRs, it is not strictly es-
sential, as long as countries (central banks) maintain the existing commitment to accept SDRs as payments
from other countries (central banks). For this reason, in the proposals that we present, we assume that SDRs
will continue to have their current character of “central bank money”. We will briefly return to the question
of private use below.

The most important constraint to the greater use of SDRs relates to the fact that the IMF accounts
are divided between the “general resources” and the SDR accounts. This severely limits the use of SDR alloca-
tions. In particular, under the current rules, and in contrast to other money creators (central banks), it is not
possible to finance IMF lending using SDR allocations. The most important reform that should be introduced
is, therefore, a change in the current rules that will make the SDRs the major and, indeed possibly, the unique
form of financing of IMF lending, entirely replacing in the latter case both quotas and Arrangements to
Borrow. The simplest way of doing so would be for the unused SDRs to be treated as deposits in (or lending
to) the IME which would use these funds to finance its lending to member countries in need (United Nations,
2009; Ocampo, 2011). This would also be a step to fulfill Polak’s (1979) proposal to make the IMF a fully
SDR-based institution. A substitution account would have to be created to allow the IMF to regulate changes
in demand for national (or regional) reserve currencies by central banks, an issue that is critical in the transi-
tion to a more fully SDR-based system (see below).

An ambitious reform to address the problems of the current reserve system and the shortfall of safe as-
sets would thus be to design an SDR-based global reserve system, or at least move to a fully SDR-funded IME
The major advantages of IMF acting as a quasi-world central bank are threefold: (i) sharing seignorage (e.g. the
seignorage would accrue to the IMF member states according to their quota distributions or alternative SDR
allocation formula, instead of the reserve-issuing countries): (ii) delinking the creation of international reserve
assets from any particular national or regional currency, thus helping to overcome the Triffin dilemma; and (iii)
controlling liquidity in a counter-cyclical way.

Proposals for SDR allocations follow two models: one-time (e.g., IMF allocations for five-year periods
when judged necessary) vs. regular allocations. In order to ensure a stable source of liquidity in world markets,
in either case the SDRs should be allocated on a counter-cyclical basis. This means increasing the supply of
SDRs in periods of global financial stress and reducing their supply, including by partly destroying them when
financial markets become more stable. Such counter-cyclical allocations are crucial to offset any inflationary
pressures that might otherwise arise.

Proposals of the amount of new SDR allocations vary based on the criteria used. The most recent IMF
report uses three conventional criteria: reserve coverage of imports (which is not important today), coverage of
short-term debt and broad money (IME 2011b). Their estimates suggest a considerable rise in the projected
demand for reserve assets. While the 5-year estimates for 2009 (IMF, 2009b) range of of an additional demand
of about US$ 700-900 billion, the projection for the same period has gone up to US$ 800-1,600 billion
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starting in 2011. On an annual basis, the IMF recommends SDR allocations of US$ 117-133 billion a year
for three years beginning in 2014 to maintain a stable level of supply for global reserve assets.

Table 5 provides a list of studies that have proposed allocation of SDRs, their methods of estimation,
and the amounts of issuance estimated. Regardless of differences in estimation techniques, it is seen that most
recent studies propose a consistent amount of regular allocations ranging about US$ 200-300 billion annually.
Studies generally rely on an indicator of global demand for additional reserves with a precautionary motive.
One of the effects of these regular allocations would be a significant diversification of reserves. For example,
the IMF (2011a) estimated that an annual allocation of US$ 200 billion would increase the share of SDRs in
total reserves to about 13 per cent by the 2020s. Many analysts, notably the Stiglitz Commission, have made
the case for regular allocations, and suggested that they should be in the range of US$150-300 billion a year
(United Nations, 2009, chapter 5). More recently, one of us has suggested that, given that average annual
reserve accumulation in the period 2003-2008 excluding China and Japan, an allocation of something in the

Table 5: Estimates of needed SDR allocations by various authors

Study

Method of estimation

Proposed Amount to Issue

International Monetary Fund
(June 2011)

Precautionary demand for reserves estimated
based on (i) imports, (ii) short-term external
debt, and (iii) broad money.

US$ 117-133 billion annually for three years
beginning in 2014.

Ocampo (2011)

Close to but slightly less than average reserve
accumulation in 2003-08 (excluding China and
Japan)

US$ 250-300 billion annually

Stiglitz and others
(2011)

Recommendation based on the previous issue of
SDRs equivalent to 250 billion by the IMF in
2009.

SDR 150-250 billion annually over the next
three years, which equals US$240-400 billion at
current exchange rates

International Monetary Fund
(January 2011)

Half of the average precautionary demand for
reserves over 2000-09 (Obstfeld, Taylor, and
Shambaugh, 2008).

US$ 200 billion annually

International Monetary Fund
(2010)

Less than average reserve accumulation over

2000-9

US$ 200 billion or more annually for some years

Kenen (2010)

Recommended “to raise the share of the SDR in
total reserves”.

SDR 200 billion annually, which equals US$320
billion at current exchange rates

Williamson (2010)

Annual average increase of the holdings of non-
gold reserves over 2003-08.

SDR 457 billion, or more realistically SDR 200
billion annually, but asymmetrically distributed:
about 80% of allocations to developing countries,
and 20% to industrial countries, with allocations
within each group determined according to IMF
quotas.

Greenwald and Stiglitz
(2008)

Global reserves were about $3 trillion in 2008.
Assuming the demand for reserves increases at
the average rate of world trade (about 7%), this
amount would satisfy the demand for reserves
without a US payments deficit.

US$ 200 billion annually

upper bound.

Bergsten Seen necessary for a “more balanced composition | Annual distributions totalling US$1 trillion over
(2009) of global reserve assets”. the next five years

United Nations Average annual reserve accumulation in 1998- | US$150-300 billion annually

(2009) 2002 as lower bound, and that in 2003-07 as

Source: Authors’ compilation.
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order of US$ 250-300 billion a year would be reasonable (Ocampo, 2011). A more recent recommendation
by a group of experts is even larger: US$ 240-400 billion (Stiglitz and others, 2011).

An implicit assumption in all these estimations is that, although the allocation of SDRs would provide
alternatives to the Treasury securities issued by the United States and other reserve currency issuing countries,
the rapid increase in the demand for “safe assets” by central banks implies that they meet the criterion of “sup-
plementing” existing reserve assets.

In the transition towards an SDR-based reserve system, one of the technical difficulties that IMF faces
is the creation of a “substitution account,” which would allow countries to exchange their dollar reserves and
those denominated in other currencies for the SDRs and SDR-denominated assets issued by the Fund through
off-market transactions. This would prevent an abrupt depreciation of the dollar or the euro if large holders
of such reserve assets try to sell them in the foreign exchange market. In this sense, the substitution account
would be essential to maintain the stability in exchange rate movements, and it would be also highly useful and
perhaps an essential instrument in a multi-currency arrangement to prevent excessive exchange rate volatility.

By allowing countries to transform their dollar reserves or reserves denominated in other currencies
into SDR-denominated assets in an off-market reserve pool, the creation of a substitution account is a neces-
sary ingredient of a substantial reform of the international reserve system. Similar to the three-stage transition
envisioned by Kenen (2010), one can think of three periods in which the functions of the substitution ac-
count change to eventually transform the SDR into a fully developed reserve asset. In the earlier period after
which the substitution account is established, countries can exchange the reserve assets they have for SDRs
issued for that purpose by the substitution account. The potential costs arising from maintaining the value
of the reserves deposited in the account can be shared between the reserve-issuers (the United States and the
Eurozone countries) and the reserve-holders (the majority being developing and emerging countries). In the
subsequent period, each county that has a need to intervene in the foreign exchange market would be able to
freely transfer some of its SDR claims for the currency of intervention through the substitution account, or
by selling its normal SDRs allocations to the country issuing the currency that it needs to access. In the final
phase, the substitution account can be consolidated with the general accounts of the IMF and any distinction
between the SDRs created through substitution and SDRs created by periodic allocations would disappear. A
substitution account could still be kept to help the IMF regulate changes in the demand by central banks for
other reserve assets.

Some analysts have found the SDR-based reform of the reserve system inadequate because a major
boost to the role of the SDRs relies on its transformation into an asset held by the private sector (Cooper,
2009; Eichengreen, 2009; Padoa-Schioppa, 2011). However, even aside from the fact that this imposes ad-
ditional demands on the reform of the system, the private use of SDRs could generate problems of its own,
particularly speculative changes in the demand for this global reserve asset, as well as strong opposition to a
reform of the system by the United States. For this reason, it may be better to think of an SDR-based system
in which national or regional currencies continue to play the major role in private transactions.

Indeed, the absence of private participation in the market for SDRs does not prevent their use as a
central bank asset and payments instrument. As long as central banks agree to accept SDRs from one another
in exchange for convertible currencies, the SDR performs the function of medium of exchange in inter-central
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bank transactions. It could be argued that the inability of SDRs to be used for central banks to intervene in
the foreign exchange market raises the question of whether SDRs are attractive assets for central banks to
hold (Williamson 2009). However, this inconvenience can be overcome again as long as each IMF member
maintains its obligation to freely accept SDRs in exchange for their currencies. One of the functions of a
permanent substitution account could be for it to provide national or regional currencies for intervention by
central banks.

The IMF had a framework to issue bonds that was approved in the early 1980s but was never used
before 2009. When the IMF began facing cash flow problems in financing its administrative costs in 2008, the
proposal to issue bonds was revived. In 2009, the IMF began issuing SDR-denominated bonds to attract fund-
ing from emerging economies (IME 2011). However, these bonds were designed to be traded only between
IMF and the central banks of its members. They pay an interest rate linked to the SDR interest rate and have
a short maturity, ranging from 12 to 18 months.

The SDR-denominated bonds bring several advantages for emerging and developing countries. First,
they reduce the dependence of central banks on U.S. government securities, and thus allow countries to
diversify the currency composition of their reserve holdings as the SDR itself is composed of four different
currencies. As long as the interest rates earned by government securities of the United Kingdom, Japan, and
the Eurozone countries are higher than the U.S. Treasury bills (as is currently the case), the SDR-denominated
bonds are also an attractive investment. The SDR-denominated bonds also allow developing countries to limit
their financial support for the IMF to a particular period, instead of an open-ended commitment through

the New Arrangements to Borrow (NAB), thus also providing them leverage to push further quota reforms
(Prasad, 2009).

A first and moderate step for the IMF to enhance private agents” participation in the SDR market is
to expand the issuance of SDR-denominated bonds and to allow these bonds to be held by the private sector,
with the IMF itself and/or major central banks acting as “market makers” that provide liquidity to the instru-
ment. In the long term, once sufficient market depth and liquidity are established, the SDR-denominated
securities could replace other global assets in pricing risk globally, and thereby become “an embryo of global
currency” (IMF, 2011).

The development dimensions of SDRs

Development dimensions of SDRs as a monetary instrument

There are three development dimensions of SDR allocations as a purely monetary instrument. First and fore-
most, since developing countries tend to use their SDRs more frequently, a larger SDR allocation would
benefit them in particular. It would basically give them an unconditional overdraft facility over which they can
draw when external financing dries out.

Second, keeping SDRs as a strict monetary asset, there is the possibility of asymmetric allocation
rules. This idea is similar to the proposals presented by developing countries in the debates on global monetary
reform of the early 1970s (Committee of Twenty, 1974), but the reasons are different today. Beyond the fact
that IMF quotas do not accurately reflect the share of developing countries in the world economy today, the
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evolution of reserve accumulation indicates that, due to the procyclical shocks they experience from global
financial markets, emerging and developing countries have a “revealed” preference for a much higher level of
reserves. To overcome these problems, there is both a need to reform quota allocations at the IMF regularly to
reflect the changing shares in the world economy, but possibly also to include as a criterion in SDR allocations
the divergent demand for reserves among countries of different levels of development.

One alternative, which has been proposed by Williamson (2010) would be to issue to emerging and
developing countries 80 per cent of SDR allocations (a proportion close to their demand for global reserves)
and the remaining 20 per cent to industrial countries, with country allocations within each group following
IMF quota distributions. Another alternative, as indicated, would be to explicitly introduce the demand for
reserves into the criteria for SDR allocations. One simple way of doing so would be for quotas from middle
and low-income countries to be weighted by a factor that represents the several times they tend to demand re-
serves as a proportion of GDP relative to high-income economies. For example, their quotas could be weighted
by a factor of 5, which is in fact significantly below the recent historical ratio of the demand for reserves as
a proportion of GDP in middle-income in relation to what is typical of high income countries;® quotas for
low-income countries could, of course, be weighted by a larger factor for strictly redistributive purposes. One
benefit of any of these mechanisms of asymmetric SDR allocations is that they would reduce the transfer of
resources from developing to industrial countries.

Third, Ocampo (2011) has proposed a “development link” in SDR allocations that avoids the fiscal
implications of SDR donations. The alternative draws from a proposal by the Group of Experts convened
by UNCTAD in the 1960s (UNCTAD, 1965) as well as one alternative version of that proposal presented
by developing countries during the 1972-74 discussion on international monetary reform (Committee of
Twenty, 1974; Williamson, 1977, chapters 5-6; Toye and Toye, 2004, chapter 10). It would allow the IMF
to use the SDRs that are not utilized by member states, and which, as indicated above, would be treated as
deposits of (lending by) countries in the IMF, to buy bonds from multilateral development banks, which
would then finance development or global public objectives. Alternatively, countries with excess holdings of
SDRs could invest in bonds of multilateral development banks. This proposal was also endorsed by the Stiglitz
Commission (United Nations, 2009). Given that such bonds would be at market rates, they would be used for
non-concessional lending by multilateral banks. However, if this source of financing could carry some grant
element (that could be possibly financed by revenues from a currency transactions tax, but could also rely on
traditional ODA), it would also help finance concessional lending by multilateral development banks. This can
be done on an individual basis or collectively if there is a reform of the SDR mechanism.

Note that this “development link” does not require asymmetric issuance but would make a more posi-
tive use of allocations to developed countries and other countries with excess reserves, such as China and the
Gulf countries. If adopted, the resources available for development finance could be proportional to unused
SDRs allocated to high-income countries. If the IMF goes with US$ 240-400 billion annual allocations, the
funds going to industrial countries would be over US$ 144-240 billion and a conservative estimate of US$
100-200 billion could be used to finance development and/or global public goods.

6 Indeed, for the period 2000-2010, reserves as a proportion of GDP were on average 15.9% in middle-income
countries, excluding China, vs. 1.7% in high-income countries, excluding Japan. So, a simple ratio between the two
would be 9.2 times.
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Use of SDRs as an innovative source of development finance

The idea of using SDRs issued to industrial countries for development purposes and the provision of global
public goods has been proposed by Soros (2002) and Stiglitz (2006), among others. In the Copenhagen cli-
mate change conference of 2009, George Soros also suggested using SDRs to create a “fast-start green fund”,
an idea that was backed in January 2010 by the then IMF Managing Director, Dominique Strauss-Kahn and
has been supported by civil society organizations (ActionAid, 2010). Again, the idea of using part of the SDRs
for international aid goes back to the discussions of the 1960s and early 1970s.

Donating SDRs for development or climate change purposes is possible but costly for the donating
country, since it would still have to pay interest on the donated SDRs to the IME An alternative would be to
pay the interest from IMF accounts through a reassessment of gold reserves. Indeed, Soros (2009) called for
this option if the industrial countries agreed to donate their unutilized SDRs from the 2009 allocation to a

Global Green Fund.

The difficulty of all these proposals for funding global public goods or development is that they mix
monetary and fiscal operations. Since SDRs are strictly a monetary asset that can only be used by central banks
and international financial institutions under the current rules, their allocation for development purposes or
global public goods means that they have to be donated or transferred by a central bank or an international fi-
nancial institution. This essentially entails using them as a frsca/ instrument, which goes beyond their function
as a strictly monetary instrument. The fiscal use of SDRs can create problems in practice because each time
the donation would have to be approved by national parliaments in each member country. Moreover, it might
even be legally complex (or even illegal) to make a fiscal use of a central bank asset (Ocampo, 2011). Of course,
a reform of the IMF Articles of Agreement could open the possibility for the use of SDRs for this purpose.

An alternative proposal is the creation of “trust funds”, which can be the capital, for example, of a
“Green Fund” (but it can be also a development fund with other objectives, such as infrastructure). Industrial
as well as other countries would place their unused SDRs into the trust funds as “equity”, possibly oversub-
scribing the required equity to guarantee the liquidity that is essential for a reserve asset. One of the advantages
of investing the unused SDRs over donating them is that the transferring countries would not bear the cost of
making interest payments to the IMF. The interest required could easily be obtained from the return on the
equity of the Green Trust Fund (Bredenkamp and Pattillo, 2010). It would, of course, make sense for this Fund
to prioritize its lending —whether concessional or not— to developing countries.

Reform of governance structures’

Substantive reforms of the international monetary system must be matched by the design of appropriate gover-
nance structures. As already noted, the call to increase the “voice and representation” in international economic
decision-making goes back to the Monterrey Consensus, to which we must add the fact that developing coun-
tries’ shares in IMF quotas do not reflect their shares in the world economy today. In 2006 and 2008 modest
agreements were adopted on reforming quotas and votes in the IMF Board, which entailed a redistribution of
the quotas and a tripling of basic votes. In October 2010, just before the heads of state meeting in Seoul, the
ministers of the G-20 agreed on, and the IMF Board approved in November 2010 a more ambitious reform. It

7 'This section draws extensively from Ocampo (2011).
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Figure 4: Redistribution of quotas and votes in the IMF by country groups
(2010 governance and quota reform versus pre-2006 situation)
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included doubling the quotas, revising the allocation of quotas and voting power of developing countries while
protecting those of the poorest countries, reducing by two the European representatives in the IMF Board and
electing all of its members.

Relative to the pre-2006 situation (i.e., prior to the Singapore 2006 annual meeting), the accumulated
increase in the quotas (3.9 percentage points) and voting power (5.3 points) of developing and transition
economies was less than expected by these countries, and the large gains by some of them (China, Republic
of Korea, Brazil, India, Mexico, and Turkey, in that order), which adds up to 7.3 and 6.7 percentage points in
terms of quota and voting power, respectively, came partly at the expense of other developing countries (figure
4). Furthermore, although the quota and voting power of European countries was reduced, its over-represen-
tation continued to be a problem, as is the under-representation of some emerging economies relative to their
actual share in the world economy. Given relative trends in the growth of different countries, this problem is
likely to worsen over time. There is, therefore, a need for agreement on a transparent formula that would allow
quotas to be regularly revised to reflect changes in the shares of different countries in the world economy

To these we must add other important proposals on governance made on various occasions, including
by the 2009 Commission for IMF Governance Reform headed by Trevor Manuel (IME 2009a): a reduction in
the threshold of votes needed to approve important IMF reforms from the current 85 per cent to, for example,
70-75 per cent; the creation of a Council of Ministers with effective powers to adopt the most important po-
litical decisions, thus replacing the International Monetary and Financial Committee; and a clear redefinition
of the relations among this Council, the Board, and the Administration. The G-20 also agreed that the senior
management of the Bretton Woods Institutions (BWIs) should be chosen on the basis of transparent and open
processes, based on the merit of the candidates and not on their nationality. However, these principles were
only very partially followed during the election of the IMF Managing Director in 2011 and the President
of the World Bank in 2012, which therefore saw the continuity of the unwritten rule that has been in place
for close to seven decades according to which the IMF is headed by a European and the World Bank by an
American. It would also be useful for the staff of these institutions to be more diverse, not just in terms of
nationality but also in terms of gender, education, professional experience, and schools of thought.

The broader issues on global economic governance relate, however, to what one of us has called “elite
multilateralism” —i.e., to the G-20 (Ocampo, 2011). The creation of this G at a leaders’ level was, of course, a
step forward compared to the G-7, in terms of representation of developing countries. But this solution also
created problems of its own because of the ad hoc nature of the co-operation mechanism adopted, including
the way in which the membership was defined, which implies the exclusion of some large countries (Nigeria is
the most prominent case in terms of population) and (once again) the over-representation of Western Europe.
Beyond that, however, this has created a distorted system of governance, by which a body that represents the
full membership (the IMF Board) has become a mechanism to rubber stamp in some occasions the decisions
made by a limited number of them (those that are G-20 members). It also represents a distortion of IMF
governance, as most members of the IMF Board represent constituencies and not individual countries.

This preference for “Gs” over representative international institutions has deep historical roots in the
case of major industrial countries, and reflects a revealed predilection of these countries for mechanisms over
which they can exercise greater influence, but such bias may now be affecting other G-20 members. The basic
problem is the challenge of overcoming the tension between representativeness and the legitimacy associated
with it, on the one hand, and power structures, on the other. This issue is sometimes expressed as the tension
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between inclusiveness and effectiveness, but this is clearly a wrong way to pose it, as national democracies
have shown that representative institutions can be effective. It is, of course, true that some decision-making
processes may require small bodies, but this is not inconsistent with the principle of representation, as those
small bodies can be embedded in larger representative institutions that elect their members according to agreed
criteria.

Therefore, although Gs can play an important role in placing new issues on the agenda and facilitating
consensus among major powers, and in general in steering changes that generate a consensus among the most
influential countries, no structure of governance can generate legitimacy as long as decision-making processes
are not inclusive. For this reason, the G-20 should be seen as a transition to a more representative, and thereby
legitimate, mechanism of international economic co-operation, such as the Global Economic Co-ordination
Council proposed by the Stiglitz Commission (United Nations 2009b, ch. 4; Ocampo and Stiglitz, 2011).

Finally, the global monetary architecture should rely more broadly on regional institutions. Indeed,
in a heterogeneous international community, the creation of networks of global and regional institutions can
provide a better system of governance than arrangements based on single global organizations. This is based on
old federalist principles: regional and sub-regional institutions give stronger voice and a sense of ownership to
smaller countries. These institutions are, therefore, more likely to respond to their demands. This has already
been recognized in some areas, such as the system of multilateral development banks, where the World Bank is
complemented by regional development banks and, in some parts of the world, by sub-regional (in particular,
in Latin America and the Caribbean, as well as in Europe) and inter-regional banks (the Islamic Development
Bank). Although the density of institutional arrangements is quite diverse around the world, their historical
record is broadly positive.®

The creation of such an institutional network is particularly urgent in the monetary arena, where the
IMF should make more active use of regional institutions, such as the Chiang Mai Initiative and the Latin
American Reserve Fund, and support their creation in other parts of the developing world. The creation of a
European Financial Stability Facility and the more permanent European Stability Mechanism are also major
steps in that direction. Indeed, the IMF of the future should be designed as the apex of a network of regional
reserve funds (or equivalent regional arrangements) rather than a mere global fund (Ocampo, 2006). Aside
from its benefits in terms of participation by all countries, this design would be much better to promote
macroeconomic policy dialogue and crisis prevention and management at the world level.

In the design of such a structure, careful consideration should be given to the links between global
and regional arrangements. In this regard, during the recent crisis, Europeans chose rescue packages that mixed
resources from the IMF and the European Financial Facility. In contrast, as access to Chiang Mai swap credit
lines beyond a certain limit (20 per cent of the agreed lines, now increased to 40 per cent) requires an IMF
program, countries that may have used the initiative during the crisis (Indonesia and the Republic of Korea)
chose not to do so as they were unwilling to agree on any such program. In turn, the use of the Latin American
Reserve Fund has traditionally been delinked from any IMF program. The links between the IMF and regional
arrangements must be subject, therefore, to flexible designs and possibly to a variable geometry.

8  See, in this regard, the contributions to Ocampo (2006), and the evaluation of the contribution of different regional
mechanism to international monetary stability by McKay, Volz and Wolfinger (2011).
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Conclusions

This paper argues that it is possible to make SDRs a more relevant instrument of international monetary
cooperation by transforming it openly into a pure reserve asser (rather than an unconditional overdraft facil-
ity) and moving into a fully SDR-funded IMF. Under the recommended system, SDRs would be issued in
a counter-cyclical way and would be treated as deposits of countries in (or lending to) the IMF, which this
institution can in turn lend to countries. This is true even if SDRs are kept as a means of payment among
central banks. Such a system would go a long way to correct some of the three basic deficiencies of the current
global monetary system. This reform would benefit developing countries in particular owing to the fact that
part of the seignorage associated with global monetary creation would be allocated to all countries, and that
developing countries tend to use their SDR allocations more frequently.

Different estimates of SDR allocations indicate that a range of US$ 200-300 billion a year is a safe,
even a conservative estimate. If issued in a counter-cyclical way, the amount of issuance during crises can be
substantially higher. The most recent Fund proposal is to allocate US$ 117-133 billion a year for three years
beginning in 2014.

Several development dimensions could be added to such reform, including: (i) asymmetric allocations
of SDRs, which favor developing countries or take into account the demand for reserves in the allocation
formula; (ii) allowing the IMF or member countries to use unutilized SDR allocations to buy bonds from
MDBs, and (iii) converting the unutilized SDRs of industrial and other countries into equity of global funds
for leveraging resources to finance development, climate change mitigation and adaptation or to provide other

global public goods.

Complementary reforms include a substitution account which would allow an orderly and smooth
transition from major reserve currencies to SDRs, and the issuance of SDR-denominated bonds as an alterna-
tive to other major short-term assets.

A major policy implication of this paper is that, if SDRs are going to become a major instrument of
international cooperation, the market for SDRs has to increase substantially. The analysis of the SDR market
has shown that net drawings of SDRs were only slightly over SDR 10 billion at their peak levels, which is a tiny
proportion of global reserves. Also, although developing countries tend to use their holdings more frequently,
the developed countries play a dominant role both on the buyer and seller side of the SDR market, indicating
that SDRs are also an important reserve asset for developed countries, and that their increased supply would
benefit these countries as well, especially during periods of financial turmoil.

All these reforms must be accompanied by major reforms of global governance. These include, first of
all, the use of formal institutions that include all countries rather than only the largest of them. It also includes
regular mechanisms to update IMF quotas, a reduction in the threshold of votes needed to approve IMF
reforms, a redefinition of the relations among this Council, the Board, and the Administration, and strong
rules that guarantee that senior management of the BWIs are chosen on the basis of transparent, open and
merit-based processes. Finally, in terms of contributions to global stability as well as voice of smaller countries,
the system should rely on a network of the IMF and regional monetary arrangements.
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