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The current global reserve system evolved out of the unilateral decision by the U.S.
in 1971 to abandon the gold-dollar parity and convertibility of dollars for gold for
governments and central banks established at Bretton Woods. Although other
currencies can compete with the US dollar as international means of payments and
potential foreign exchange reserve assets, this competition has been weak due to
the “network externalities” in the use of currencies and the fact that the USA has
by far the largest market for liquid Treasury securities. Thus, according to the
International Monetary Fund (IMF) data on the composition of allocated foreign
exchange reserves, in third quarter of 2013, 61.4% were held in US dollars, 24.2% in
euros and 14.4% in other currencies. On top of that, over 80% of foreign exchange
transactions are managed in US dollars. So, in a significant sense, the current
system can be called a fiduciary dollar standard. The other feature is that alternative reserve currencies float against each other – an issue that links to the debate
on the exchange rate system (or, rather, “non-system”), an issue that would not be
discussed here.

The Problems of the System
This system can be characterized as facing three distinct problems, which in fact
may be said to have arisen (or at least identified) in a historical sequence (Ocampo,
2010a and 2010b). The first is the problem that Keynes (1942/43) emphasized in his
proposals for a global monetary system in the years leading to the Bretton Woods
agreement, and that, as he pointed out, was also a feature of all international
monetary systems that we have known: the asymmetric adjustment pressures that it
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imposes on deficit versus surplus countries. As the former are forced to adjust,
whereas the latter are not, this creates a clear recessionary pressure on the world
economy. This problem is, of course, felt with particular severity during global
recessions, when deficit financing dries out. This problem may be called asymmetric
adjustment problem.2

Chart 1: Current Account Balances of Euro Area Countries
% of GDP

Source: International Monetary Fund, World Economic Outlook Database.

There is perhaps no better example in history of this problem than the experience of
the euro area countries during the current crisis. As chart 1 shows, the peripheral
countries –Greece, Spain, Portugal and Ireland, in that order – have experienced
massive current account adjustments since 2007, in the order of 9 to 14 percentage
points of GDP. Italy has more recently joined this trend, though in much smaller
amounts. In contrast, surplus countries – Germany, Netherlands and, to a lesser
extent, Austria –have not reduced their surplus in any significant amounts and some
have even increased it.
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The second problem is that generated by use of a national currency, the US
dollar, as the major international currency. It was formulated in the 1960s by the
Belgian economist Robert Triffin and thus came to be known as the “Triffin
dilemma” (see Triffin, 1961 and 1968, and for a recent formulation, PadoaSchioppa, 2011). The essential issue is that provision of international liquidity
requires the reserve issuing country (or countries) to run a balance of payments
deficit(s), either in the current or the capital account, which could eventually lead to
a loss in the confidence in that currency. In the 1960s this was reflected in a tendency
of the USA to gradually lose gold reserves. However, if the U.S. tried to correct its
deficit to avoid a loss of its gold reserves, it would have generated a scarcity of
international liquidity. After failing to manage the loss of gold reserves through the
Gold Pool (Eichengreen, 2007, chapter 2), the USA finally took the decision to
abandon convertibility of dollars for gold in 1971.
This changed the nature of the Triffin dilemma. The USA was essentially left
with no effective constraint to run balance of payments deficits. This generated both
a long-term trend toward rising current account deficits, and strong fluctuations in
the exchange rate of the dollar against other currencies. Both problems are shown in
chart 2. The first could be said to generate world expansionary (and, under some
conditions, inflationary) pressures during the periods when the USA is running
deficits; in turn, reductions of the US current account deficit have always been
associated with global slowdowns or recessions (1980-82, 1990-91, 2008-09, but
much less in 2001). Thus, the system may be said to alternate between expansionary
and recessionary biases. The instability of the US dollar exchange rate may be
understood, in Triffin’s terms, as cycles in the confidence in the US dollar as a
reserve currency. It also means that the dollar lacks since the early 1970s what
should be an essential feature of the currency that is at the centre of the global
monetary system: a stable value.
Being at the centre of the system generates, of course, several advantages for the
U.S.: the appropriation of seigniorage from the use of the dollar as a global currency,
the ability to borrow at low interest rates and an increased demand for the services
provided by its financial industry. But it also has costs, particularly if it involves
current account deficits, as it normally has in recent decades, as this is a leakage in
aggregate demand. This means, in turn, that the effectiveness of its expansionary
policies is reduced by the spillovers it generates on the rest of the world during
periods of dollar appreciation. This is what happened in the aftermath of the Lehman
Brothers collapse in September 2008, which implied that part of the stimulus of US
expansionary policies was exported to the rest of the world.3
3
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Chart 2: US Current Account and Real Exchange Rate

Note: The real exchange rate is depicted here to show an increase when there is a real depreciation
(the opposite convention to that used by the IMF).
Source: IMF, International Financial Statistics.

The third problem is the inequities generated by the need that developing countries
face to accumulate foreign exchange reserves to manage the strong pro-cyclical
swings of capital flows, which are nothing other than transfers of resources to
reserve-issuing countries. This inequity bias became very visible in the 1990s and,
particularly, in the aftermath of the sequence of emerging country crises that started
in East Asia in the late 20th century. As chart 3 indicates, until the 1980s the foreign
exchange reserves of low-income and middle-income countries were not unlike
those of high-income countries: around 3% of GDP. Since then, they started to
diverge, and sharply so since the Asian crisis. Prior to the recent (and, in a sense,
still ongoing) North-Atlantic financial crisis (end of 2007), middle-income countries,
excluding China, held on average reserves equivalent to slightly over 20% of GDP,
and low-income countries over 13%. With the exception of Japan, high-income
countries continued to hold reserves equivalent to around 3% of GDP.
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Chart 3: Foreign Exchange Reserves by Level of Development

Note: Left-hand scale except China and the Gulf Countries.
Source: Total reserves minus gold series, World Bank, World Development Indicators, based on
information from the IMF.

This phenomenon, which has come to be known as “self-insurance”, involves not
only accumulating reserves to face an eventual “sudden stop” in external financing
but also absorbing through reserve accumulation large part of what countries
consider excess capital inflows. The basic rationale for this policy is avoiding appreciation pressures and growing current account deficits during periods of booming
capital inflows which, as past experience indicates, are strong predictors of crises
during the downswing of the capital account cycle. There is increasing evidence that
strong reserve positions and avoidance of overvaluation and current account deficits
significantly contributed to relatively good performance of developing countries
during the North-Atlantic financial crisis.4 So, in a broad sense, self-insurance is
nothing else than a prudential or counter-cyclical macroeconomic policy aimed at
moderating the domestic effects of pro-cyclical capital flows. Despite this positive
4
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effect, it must be emphasized that this policy generates “fallacy of composition”: if
many countries adopt a policy aimed at generating surplus or small current account
deficits, they contribute to the generation of global imbalances.

Reforming the System
These deficiencies of the global monetary system are, in variable ways, at the center
of the reform proposals formulated in the beginning of the crisis. They included the
proposal by the central bank governor or China to gradually eliminate the role that
the US dollar plays at the center of the system (Zhou, 2009). In turn, the Stiglitz
Commission, convened by the President of the UN General Assembly, proposed
that reforms of the global reserve system should be at the center of the global reform
agenda (United Nations, 2009). The Palais Royal Initiative (2011), convened by the
French government, also presented a series of reform proposals. However, actions
have been limited and the reforms of the international monetary system did not fully
enter into either G-20 or IMF debates.
There are essentially two ways forward, which in fact can be mixed in a complementary solution.5 The first one, which in a sense is the inertial solution, is to
enhance the potential multicurrency character of the current system. The increasing
use of the euro for global transactions and as a global reserve asset is one of the
possibilities – though the recent crisis has shown that this currency has to overcome
the sense that it is an imperfect substitute for the US dollar, as it is backed by a
heterogeneous group of countries with uneven strength and there is in fact no
homogeneous Eurobond market. The internationalization on the renminbi is a
complementary possibility. It is a process that is being pushed by market forces and
facilitated by Chinese authorities, particularly by allowing Hong Kong to play the
role of intermediary in the process. The constraints are given here by limitations of
domestic financial development in China and by the inconvertibility of the renminbi
(Yu, 2014). However, full convertibility may not be necessary for the renminbi to
play the role of reserve asset (though full convertibility for central banks that hold
renminbi as reserves would be essential) and may be inconvenient for the Asian
giant, as it can lead in the transition to destabilizing forces which other developing
countries are familiar with. On top of the euro and the renminbi, other currencies
can play a secondary role, and local currencies can be used in a broader scale for
5

There are, of course, other alternatives. One would be going back to some form of gold
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includes the growing demonetization of gold since the 1970s. It would also go against the
“embedded liberalism” of the post-Second World War arrangements, as emphasized by
Eichengreen (2008).
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intra-regional trade, following several successful experiences of the sort that sprang
up during the recent and past crises.
The basic advantage of a multicurrency arrangement is that it allows reserve
holders – notably, as we have seen, emerging economies— to diversify the composition of their foreign exchange reserve assets, and thus counteract the instability
that characterizes all individual currencies under the current system. In this regard,
however, exchange rate flexibility among alternative reserve currencies would be an
advantage but also a potential risk. Exchange rate flexibility would make the system
more resilient than the fixed gold-dollar parity that led to the collapse of the original
Bretton Woods arrangement. However, if central banks around the world actively
substitute among currencies to enjoy the benefits of diversification, this could
increase exchange rate volatility among major reserve currencies. For this reason, a
multicurrency arrangement may actually need an IMF “substitution account” to
serve as a stabilizing mechanism, which means that it may have to rely on at least
some elements of the second solution (see below).
This reform would also not address any of the other deficiencies of the current
system. The benefits from the reserve currency status would still be captured by
industrial countries and eventually by China, so the system would continue to be
inequitable. It would not solve the asymmetric adjustment bias of the current system
either, nor would it reduce emerging and developing countries’ demand for self-insurance. Finally, in the light of the growing demand for reserves, the dominance of
the U.S. dollar could worsen the net external liability position of the U.S. and
associated problems highlighted by the Triffin dilemma.
The second alternative is to move toward a global currency, possibly in the first
stage only as a reserve asset. Although other possible routes may be considered,6 the
best is unquestionably the use of Special Drawing Rights (SDRs) issued by the IMF,
indeed fulfilling the aspiration that was written in the Fund’s Articles of Agreement
when this instrument was created of “making the special drawing right the principle
reserve asset in the international monetary system” (Article VIII, Section 7 and
Article XXII).7 As Triffin (1968) envisioned, this would complete the transition
since the nineteenth century of placing fiduciary currencies at the center of modern
monetary systems.
Proposals for periodic SDR allocations follow two different models. The first
are counter-cyclical allocations, thus concentrating them in periods of world financial stress and possibly partially destroying them once financial conditions normal6
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The reform could also be implemented by creating a new institution (a Global Reserve Bank)
or a network of regional arrangements. See, in this regard, United Nations (2009, chapter 5).
But creating new institutional frameworks would be time-consuming and may not be
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led to the creation of SDRs.
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ize (United Nations, 1999; Camdessus, 2000; Ocampo, 2002; Akyüz, 2005). This
would develop a counter-cyclical element in world liquidity management. The
second model proposes regular allocations in proportion to the additional global
demand for reserves. Most estimates indicate that allocations for the equivalent of
USD 200–300 billion a year would be reasonable.8 Even such allocations would only
increase the share of SDRs in non-gold reserves to somewhat above 10% in the
2020s, indicating that they would still largely complement other reserve assets.
Under current rules, IMF makes allocations of SDRs on the basis of a long-term
need a global character, and with the purpose of supplementing existing reserve
assets. So far there have been four general SDR allocations: the original one, in
1970–72, for SDR 9.3 billion; a second in 1979–81 for SDR 12.1 billion; a third
proposed in 1997, partly to allocate SDRs to members that had joined after 1981,
was not effective until the Fourth Amendment of the IMF Articles of Agreement (of
which it was part) was approved by the US Congress in 2009; and a fourth, and
largest in history, for USD 250 billion (SDR 161.2 billion) agreed by the G-20 in
2009 as one of the measures to boost international liquidity during the global
financial crisis. Allocations are made according to IMF quotas, and therefore are
much larger for high-income countries. Table 1 indicates that the share of high-income countries has gradually declined through time, but was still close to 70% in
2009, with the falling share of OECD countries partly compensated by the rise of
high-income non-OECD (mainly Gulf) countries. Middle-income countries have
increased their share in allocations by 6 percentage points since the early 1970s,
with China taking more than half of that. In contrast, low-income countries have
seen their share reduced from in any case marginal levels.
SDRs are defined by the IMF as an “international reserve asset”.9 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. Moreover, since countries that use them make net interest payments to the
Fund, they should perhaps be considered as a credit line which can be used
unconditionally by the holder –i.e., an unconditional overdraft facility. However, the
fact that all central banks accept SDRs makes them effectively an international
reserve currency. Use of SDR allocations is quite active and works rather smoothly,
with developing countries making a frequent use of them but also industrial
countries at different critical conjunctures (Erten and Ocampo, 2013).

8
9
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Table 1: SDR Allocations by Level of Development
Millions of SDRs

Source: IMF; International Financial Statistics.

Perhaps the most important and simplest reform that can be adopted would be to
finance all IMF lending and in fact to make all IMF operations with SDRs, thus
making global monetary creation similar to how central banks creates domestic
money. This idea goes was suggested by the IMF economist Jacques Polak (1979)
more than three decades ago. According to his proposal, IMF lending during crises
would create new SDRs, but such SDRs would be automatically destroyed once
such loans are paid for. The alternative, I have suggested would be to treat the SDRs
not used by countries as deposits in (or lending to) the IMF that could then be used
by the institution to lend to countries in need (Ocampo, 2010a). Either of these
proposals would involve eliminating the division between what are called the
General Resources and the SDR accounts that is an inheritance of the debates
of the 1960s and make SDRs a relatively limited instrument of global monetary
cooperation (Polak, 2005, part II).
If SDRs are used to finance IMF programmes, this would also help correct the
significant imbalances that have been built up by lags in increasing the size of the
Fund in relation to that of the world economy, and particularly of international
capital flows (IMF, 2010). An additional problem is that, despite the reallocation of
quotas agreed to since 2006, and particularly in 2010, quotas do not reflect the
shares of different countries in the world economy today. The under-representation
of developing countries in quota allocations enhances the inequities associated with
the fact that the largest demand for reserves essentially comes from developing
countries.
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This implies, of course, that efforts to reform quota allocations must continue.
The inequities can also be partially corrected with a mix of two types of reforms
(since they are not mutually exclusive). The first is an asymmetric issuance of SDRs,
which would imply that all or a larger proportion of allocations would be given to
those countries with the highest demand for reserves –i.e., essentially developing
countries. One simple formula that Williamson (2010) has proposed is giving 80%
of allocations to emerging and developing countries, and 20% to industrial countries,
with allocations within each group determined according to IMF quotas. The second
would be to create a “development link” in SDR allocations. One alternative would
be to allow the IMF to use the SDRs that are not utilized by member states to provide
or, better, leverage financing for development, for example by allowing unused
SDRs to be used to buy bonds from the multilateral development banks or institutions that provide global public goods (such as climate mitigation and adaptation)
(United Nations, 2009).10
A reform such as this would go a long way to correct some major problems of
the current system, particularly the Triffin dilemma and the inequity bias, but it
would not solve the asymmetric adjustment bias. This problem could be partly
solved by two complementary reforms: (i) the creation of at least a moderate version
of Keynes’ overdraft facility;11 and (ii) withdrawing allocations of SDRs to countries
with “excessive reserves”, using a definition of such “excess” that would take into
account the high demand for reserves that developing countries have.
As already indicated, SDRs should also be used to create a “substitution
account” similar to that proposed in the debates of the late 1970s, which would
allow countries to transform their dollar reserves (or those denominated in other
currencies) for SDR-denominated assets issued by the Fund (Bergsten, 2007). This
instrument would provide stability to the current system and, as already pointed out,
may actually prove essential to manage some of the instabilities generated by the
multicurrency arrangements; it would also be an essential transition mechanism of
an ambitious reform effort (Kenen, 2010b). Of course, it is essential to negotiate how
to distribute the potential costs of this mechanism, but backward simulations by
Kenen (2010a) based on historical data for 1995–2008 indicate that such costs may
be small.
10

11

There is also the possibility of using the allocation to industrial countries to directly finance
additional official development assistance and the provision of global public goods (Stiglitz,
2006, chapter 9). In the same line of reasoning, IMF Managing Director Strauss-Kahn raised
during its tenure the possibility of using them to finance programmes to combat climate
change. These proposals have many virtues but pose the problem that such transfers are fiscal
in character, and may thus require in every case the approval of national parliaments.
As already indicated, a possible interpretation is that SDRs, as currently designed, are in fact
such facility (Erten and Ocampo, 2013).
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The reform could also include more currencies into the SDR basket (notably the
renminbi) and could allow the broader use of SDRs in private transactions, as
some authors have suggested through the years (Kenen, 1983; Eichengreen, 2007;
Padoa-Schioppa, 2011). One simple reform could be allowing deposits by financial
institutions in central banks (either reserve requirements or excess reserves) to be
held in SDRs. However, the system could also work as one in which the only
uses of SDRs are as a reserve asset and a means of financing of IMF lending, so
long as central banks keep the basic commitment to convert SDRs into convertible
currencies when asked to do so, which is what makes the SDRs an effective monetary
instrument for transactions among central banks. Furthermore, allowing the broader
use of SDRs would make the reform costly for the USA and therefore likely to face
greater resistance from this country, and could make SDRs subject to the instability
that characterizes private markets. In any case, it may be necessary to embed the
reform in rules that make holding SDRs attractive for central banks (an adequate
return) and/or other rules that guarantee that there is an active demand for SDRs
(e.g., commitments not to reduce SDRs held by individual central banks below
certain limits relative to the allocations they have received, obviously if they are not
borrowing from the Fund).

Conclusions
The most desirable reform of the current global reserve system involves moving to a
fully SDR-based IMF with a clear counter-cyclical focus. This would include
counter-cyclical allocations of SDRs and counter-cyclical IMF financing, made
entirely in SDRs. In the first case, it could include criteria for SDR allocations that
take into account the very different demand for reserves by industrial vs. emerging
and developing countries. The use of SDRs to finance IMF programs would help
consolidate the reforms of the credit lines that have been introduced during the
recent global financial crisis, particularly the creation of contingency credit lines
and the much larger levels of financing relative to quotas. The introduction of a
substitution account by which central banks can exchange for SDRs the reserves in
currencies they do not want to hold would make the latter a complement to the
multicurrency arrangement that may be emerging. The introduction of a substitution account would in fact make the SDR complementary to a multicurrency system,
a fact that would make the reforms more attractive for the USA. This mix is probably
the best practical option for moving forward.
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