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Introduction

The 2008-2009 crisis has underlined the presencdetdcts at the basis of the international
financial architecture as well as the need for glalkeform. Several factors have been blamed for
determining the crisis and various actions haventstedied and put forward to solve the difficulties
and restore a growing and sustainable economic. J@dtls paper focuses its attention on the
monetary factors, in particular on the role plapgdturrencies and their use as reserve currencies.

If the focus is on the monetary side, of coursedbkar, its use as reserve currency and the US
economy are the starting points.

Recent US economic history has been characterigeal tumber of worrying intertwined signs:
persistent current account deficits and growingifpr debt, a number of bubbles (internet, credit,
real estate), private saving rates close to zehgglavolatility of the US dollar with a trend toves
progressive devaluation. In the background there leen a monetary policy which has been
generally accommodating and supportive of econ@rowth.

External debt, in particular, has experienced ghtening growth in the past quarter century and it
has changed in natureAt the time of the collapse of the Bretton Wo@&jstem, the deficit in the
US balance of payments was determined by movenoéctpital, that is United States investments
in the rest of the world. But, from 1982, the catraccount balance turned negative and the deficit
was financed by attracting savings from the resthefworld not to be reinvested abroad but to
finance domestic demand. This means that developimtries were, and still are, transferring
reserves to the industrialised countries, maing/Wg, that issue the reserve currencies, lending to
them at very low interest rates, and, in effectkimg it possible for them to live beyond their
means.

At the same time the world economic landscape hasged significantly and new world powers
have risen while others are on the way, changiagjtbbal scene into a multi-polar reality.

These developing and fast growing countries hawsvehan increasing demand for reserves as a
defence in a world of strong financial and termgrafie instability. The Asian and Russian crises of
1997-1998 have shown that developing and emergiogtdes are subject to strong pro-cyclical
capital flows that, if let free to cause exchangte rappreciation and current account deficits, will
eventually lead to balance of payments and domdistamcial crisis. Therefore these countries
reacted to the 2004-2007 capital inflows with aegahsurge in foreign reserves and the pursuance
of strong current account positions (also linke@xport-driven economies) in order to be prepared
for possible future crises, as a sort of “self-nasice”.
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As a result, reserve accumulation rose to 11.7%vaid GDP in 2007 versus 5.6% a decade
earlier. Reserve accumulations in the period 20WB/2amounted to an annual average of $777
billion a year or 1.6% of global GDP.

China represents a good — and the most strikingample of a new world economic power which
registered a number of consistent and repeatedusespwith a simultaneous building up of foreign
exchange reserves: China’s reserves stood at $2li# in June 2009. A good portion of these
reserves has been invested in US Treasury bondsdeosed as a “safe haven” (China does not
release the currency composition of its reservestie dollar is thought to make up around 65% of
the portfolio; euro assets make up most of the eehg with a small amount of pound sterling,
yen, and likely even a small amount of CanadianAwmstralian dollars).

Its currency, the Chinese yuan, until 2005 peggedhe dollar, is now linked to a basket of
currencies (among the heavier currencies: dollarp,eyen and Koreanwon;, among the less
important: sterling, Australian dollar, Canadiarlaio Singapore dollar, rouble, Malaysiamggit
and Thaibaht). Although the weight of each currency in the ledias not been communicated, the
Governor of the People’s Bank of China has exptaithat it depends on trading exchanges.

The EU, with the creation of the common curren@g played an important part in the international
monetary arena. The euro, which has recently cafetirits first decade of life, has proved its
capacity to give monetary stability to the arealtgning the euro-zone countries from a valuation
crisis. The European Central Bank has provideditjugdity needed to face the recent crisis with a
common European front. Euro bonds have been plagingincreasing role internationally:
nonetheless their market is still fragmented (bowfddifferent government offer different returns,
show different liquidity and involve different riskwhile the debate about the opportunity to issue
real EU bonds is still in progress and is facingr@an resistance.

Thus, the US dollar, even after the collapse of Bnetton Woods System and the rise of other
currencies in the international arena — abovehallcreation of the euro - has maintained its leadi
role: after the gold exchange standard and thedslandard, in a sense there has been a “fiduciary
dollar standard”.

Robert Triffin, back in the 1950s, identified avila- the “Triffin dilemma” - at the basis of the use
of a national currency, namely the US dollar, as ititernational reserve currency: positive US
balance of payments would have brought about atsiu of dollar shortage restricting global
growth while dollar deficits were necessary to @age global liquidity but brought about dollar
inflation and, at the same time, eroded confideéndbe dollar as a reserve currency.

At the beginning the dilemma was linked to uncettabver the ability to maintain the dollar-gold
parity. With the shift to a floating exchange ratarket the dilemma is now linked to large swings
in the current account imbalances of the US andcéted volatility of the dollar exchange rate,
together with the risk of a loss in value of theemes held in dollars by other countries.

Monetary authorities and related policies of theuntoy issuing the reserve currency are
continuously stretched between the need to resptiadtively and contemporaneously both to the
domestic needs of the economy to which they betorty on the other hand, to the needs generated
by the international use of the same currencyrasearve.

In effect, Chinese support for the US, through diigtematic purchase of US Treasury bonds with
the surpluses accumulated, has represented ongethgarlriffin dilemma which is as present as

2 Report of the Commission of experts of the Pregidérthe United Nations General Assembly Reforms of the
international monetary and financial system, draft version, May 2009.



ever: fears of a possible dollar inflation alreddzame real with the US dollar devaluation and the
consequent loss in value of Chinese reserves. dfieehaven may not be so safe.

Theneed for a global supra-national reserve currency

As the Governor of People’s Bank of China has natetlis remarks prior to the G-20 London
Summit, held in April 2009, “The outbreak of thesgs and its spill-over to the entire world reflect
the inherent vulnerabilities and systemic risk¢hia existing international monetary system. [..&Th
price is becoming increasingly higher, not only tioe users, but also for the issuers of the reserve
currencies. [...] The desirable goal of reforming ihkernational monetary system, therefore, is to
create an international reserve currency thatgsatinected from individual nations and is able to
remain stable in the long run, thus removing theerent deficiencies caused by using credit-based
national currencies”.

The adoption of a supra-national global reserveecwy would eventually solve the Triffin
dilemma while, at the same time, making it posstblenanage global liquidity. It would bring the
international monetary system up to date with asnemy in course of globalisation, multi-polar
and interdependent. The advantages of a supraesgmasurrency are clear for the users in terms of
increased stability.

Nonetheless they apply also to the issuers ofriat@nal currencies. If the international role gdy

by the US dollar can be seen, in a sense, as ifegavand it certainly made it possible to the 0S t
borrow money at low interest rates — the “exorhlitpnvilege” indicated by Valery Giscard
d’Estaing - nonetheless it has a cost. The demandjlbbal reserves has been combined with
increasing current account deficits in the US vaitiverse effects on domestic demand. Responding
to the need of liquidity of the world can be a emdmore than a privilege. The crisis of the
international role of the dollar could free up US$metary policies, enabling them to focus on the
domestic economy. Furthermore, the US would alke tdvantage of a more stable and more
secure global financial and economic background.

The idea of a global supra-national currency is mew: back in 1942Keynes put forward the
proposal to internationalise the creation of ligtyidnot to leave it completely in the hands of the
US) with the construction of an international cag union based on a currency, tamcor, with a
fixed, but not immutable, content in terms of galtd accepted by all the members for the payment
of international debt. But the United Kingdom, whi@lso to maintain its role in the international
monetary arena) supported Keynes proposal at tletdBr Woods Conference, was heavily
indebted and could not but recognize the strenfitheoUS as the new hegemonic power and of its
currency. Thus, the plan prepared by White, chigérnational economist at the US Treasury,
prevailed and the idea of an international curremay left behind.

The SDR: past and present

If the idea of thebancor never made it into existence, nonetheless we dameed to start from
scratch: an international reserve asset alreadysexithe SDR (special drawing rights).

The SDR was created in 1969 by the IMF to supaBretton Woods fixed exchange rate system.
In particular, its aim was to supplement the officieserves of member countries in order to

s Already present, even if not refined, in {freatise on Money, 1930.



overcome the possibility (and fears) of liquidityostage that could hamper growth. In fact, the
international supply of two key reserve assets ld gnd the US dollar — proved inadequate for
supporting the expansion of world trade and finaindievelopment that was taking place. The
solution to the problem of inadequate reserve gnawtthe system lay in creating an international
reserve asset to supplement dollars and gold iniafireserve holdings. Some countries favoured
the creation of a new reserve unit, while the UScerned that such a unit would be a competitor
for the dollar, preferred to build on the existimgtomatic drawing rights (the gold tranche) in the
IMF. In accordance with its intended function, 8BR would circulate only in the official circuit:

it could be held by governments, central banks,|WE and a narrowly defined group of other
“official holders”.

Allocations

The first allocation of SDRs to IMF members (in poction to their IMF quotas) took place in the
1970-1972 period, for an amount of 9.3 billion.

The broadly held official view underlying the firatnendment was that the SDR mechanism could
provide a definite solution to the problem of mangghe supply of international liquidity, while
gold and reserve currencies were regarded to halyeaaminor incremental role in official reserves.
However, soon after the creation of these SDRs Bifetton Woods System collapsed and rates
were left free to float according to market forcegth the underlying idea that the “invisible hand”
of the market would adjust possible disequilibmia anake things work effectively.

A second allocation of SDRs was distributed in 22881, bringing the cumulative amount to SDR
21.4 billion. A proposal for a new allocation wast gorward in 1997 by the IMF's Board of
Governors but for years it lacked the needed agbtoy three fifths of the IMF membership with
85% of voting power (effectively US approval). Aated in the commitments that followed the G-
20 April 2009 Summit, the amendment became effedtivAugust 2009 and was implemented in
September 2009. This speéiallocation, about US dollar 33 billion, takes amebof the fact that
those countries which joined the Fund after 198aréhan one fifth of current membership) never
received an SDR allocation.

A general SDR allocation of US$250 billion, agaimogosed by the G-20 2009 Summit, became
effective on August 28, 2009. The allocation isdahsn a long-term global need to supplement
IMF members’ existing reserve assets and it previdgidity to the global economic system.

With the two allocations of roughly $283 billiorhe outstanding stock of SDRs has increased
nearly ten-fold to about $316 billion.

SDR valuation

While initially the SDR was defined as equivalemit888671 grams of fine gold (the par value of
the US dollar under the Bretton Woods System),9i4lthe SDR was redefined as a basket of
currencies of the 16 IMF members with at leastrtem of world trade. This basket proved to be a
poor unit of account because it was difficult tpligate and included some currencies that were not
widely traded. In 1981 the valuation criteria wdmrged to the currencies of the five member
countries with the largest exports of goods andises in the previous five years and was thus
simplified to a five currency basket: the US dqlllie Japanese yen, the Deutsche mark, the French
franc and the pound sterling. The currencies tleatrdhine the value of the SDR, the amount of
each of these currencies in the basket and thaedialainstruments used in determining the interest
rate are reviewed every five years.

* Allocations under the special amendment to thechesi of Agreement would not be made in proportmguotas but
rather pursuant to a methodology that would briagigipants’ net cumulative allocations-to-quotda#o a specific
common benchmark.



The five currency basket was simple enough to hdilereplicable by financial markets while still
ensuring that the value of the SDR would be fastiyble in the face of wide swings in exchange
rates.

With the introduction of the euro in 1999, the Dmmlte mark and French franc in the basket were
replaced with equivalent amounts of euro, withdwrging the relative weight of the continental
European currencies in the basket.

In the 2000 review (effective from 2001) a secoekkction criterion was introduced to ensure that
the currencies included in the SDR valuation basket among the most widely used in
internaéional transactions. For this purpose threeticies included in the basket need to be “freely
usable®.

The most recent review dates back to November 20@bbecame effective on January 2006: the
weights of the four currencies were revised basethe value of the exports of goods and services
and the amount of reserves denominated in the ctgpecurrencies which were held by other
members of the IMF.

The value of the SDR in terms of the US dollarakualated daily by the IMF (and available on the
IMF website) as the sum of the market values imseof the US dollar of the amounts of each of
the four currencies. The actual share of each woyrén the basket depends every day on the
exchang%e): rates prevailing on that day (since tihésamount of each currency that is fixed and not
the shard.

The SDR interest rate

While initially set by the IMF at a fixed rate (¥ba year, then 5%), the SDR interest rate is now
set weekly on the basis of the weighted (using eghts the currency amounts in the valuation
basket) average of interest rates on short-teriruiments in the markets of the currencies included
in the SDR valuation basket. The effective weighftshe financial instruments representing each
currency reflect not only the level of exchangeesaand currency amounts in the basket (as
happens for the valuation) but also the level tdrgst rates in each currency.

The SDR interest rate provides the basis for theutzion of the interest charged to members on
regular IMF loans, the interest paid and chargesiémbers on their SDR holdings, and the interest
paid to members on a portion of their quota supsons.

SDR shortcomings and limitations

Notwithstanding the initial intentions, until nolwe SDR has had only a limited use as a reserve
asset and its main function has been to serveeasirth of account of the IMF and some other
international organizations. The initial expectatthat SDRs would become a major component of
global reserves was not fulfilled. If now the preiis linked to the provision of total liquidity are
less important, except during extraordinary circtamses, the problem of the dependence of global
liquidity on the vagaries of US macroeconomic gekcand balance of payments (or, rather,
imbalances) remains. Furthermore, most countridsnsed to increase their reserve holdings to
buffer their economies in the face of expandingenirand capital account fluctuations, and most
of them still have limited or no access to borrayvim the capital markets

® A currency is freely usable if the IMF Executivedd determines that it is widely used to make penymfor
international transactions and is widely tradethimprincipal foreign exchange markets.

® On November 24, 2009 the SDR was equal to 1.60#idligr, with the US dollar accounting for 40%, @ 38%,
Japanese yen 13% and pound sterling 9%.

" See P. Clark, J. Polakternational Liquidity and the Role of the SDR in the I nter national Monetary System, IMF
Working Paper, December 2002. The paper alreadystgrl the idea of modest allocations of SDRs tetrtiee
expected growing demand for international reseragdt would be costless and would reduce systeskc



The main problem is that the SDR is not a curreasythe IMF itself remarks: “The SDR is neither
a currency, nor a claim on the IMF. Rather, it {goéential claim on the freely usable currencies of
IMF members. Holders of SDRs can obtain these oaies in exchange for their SDRs in two
ways: first, through the arrangement of voluntargh®nges between members in a managed
market; and second, by the IMF designating memba&tfs strong external positions to purchase
SDRs from members with weak external posit?dns

Another important item is linked to the actual carsition of the SDR basket (US dollar, Japanese
yen, pound sterling and euro) which does not take account the increasing role played by new
world powers and their growing international weightnumber of countries, whose economies are
acquiring an increasingly bigger stake worldwides eonsequently interested in playing a bigger
role in the international monetary arena and hawracied attention on this point for the inclusion
of their currencies.

Then, the SDR circulates only in the official citcit can be held by governments, central banks,
the IMF and a narrowly defined group of other “oiffil holders”. But it cannot be used in the other
transactions in which central banks and governmentgge. It cannot be used to intervene in
foreign-exchange markets, or in other transactiwite market participants. This means that the
SDR is not an attractive unit for official resertes

While the SDRs still represent only a minimal fraotof world reserves, the efforts to promote its
use in private markets have also been largelyaaéffe. A limited market in private SDRs emerged
in the mid 1970s when some banks began to acaept deposits in SDRs and some companies
began issuing long-term debt securities in SDRsthege attempts did not prove to be successful.
They did not gain the scale needed for a new maokepen and be attractive and, above all, could
not face and overcome successfully US dollar supcgm

Furthermore, the SDR is not a market-based ass&isialways been administratively controlled by
the IMF in every respect, from its valuation andlgito who may hold it and what it may be used
for. This means that the value of the SDR and ig&dyare not market-determined nor are free to
respond to excess supply or demand pressures fiegtrehanges in the value or yield of its
constituent currencies or financial instrumenth@athan a market clearing price.

Chinese proposal to use SDRs as supra-sover eign reserve currency

In March 2009 the Governor of the People’s BankCsiina, Zhou Xiaochuan, put forward a
proposal with a number of actions to promote the okthe SDR as a supra-sovereign reserve
currency. Even if until now SDR’s role has beentregsed by limitations on its allocation and
scope of its uses, “it serves as the light in thenel for the reform of the international monetary
system”. Furthermore, “the SDR has the featurespamential to act as a supra-sovereign reserve
currency”. In his proposal he also underlined teechfor an enlargement of the SDR basket of
currencies and suggested that part of the IMF membantries’ reserve be entrusted to the
centralised management of the IMF through the &stabent of an open-ended SDR denominated
Fund which would allow subscription and redempiioithe existing reserve currencies by various
investors.

8 Provision of such foreign exchange is an obligat participation in the SDR Department. A pagait’s obligation
to provide currency, however, is limited to twide tumulative allocation of SDRs, unless agreeereilse. Since
1987 no transactions by designation have takenepltmrause all exchanges of SDRs for currencies baea
accommodated through voluntary transactions plan.

% See B. Eichengree@ommercialize the SDR, Project Syndicate, 2009.



The Chinese point of view is backed by other caastrsuch as Russia and Brazil. India has also
expressed interest in buying IMF SDR-denominatettbo

In particular, the Russian proposal at the Londe20Gummit held in April 2009 calls for a reform
of the international monetary and financial systeEmenhance its stability and eliminate global
economic disproportions. It supports the view thatIMF should study the possibility to introduce
a “supra-national reserve currency to be issuednisrnational financial institutions. It seems
appropriate to consider the role of the IMF in threcess and to review the feasibility of and the
need for measures to ensure the recognition of S&R&s "supra-reserve" currency by the whole
world community”.

On the contrary, the US — through the words of ThgaGeithner (Treasury Secretary) and Ben
Bernanke (Chairman of the Fed) — have rejectedtidse

For the EU, the European Economic and Monetary ilsff@ommissioner, Joachin Almunia, in
response to the Chinese proposal has reaffirmetdghdollar’s role as the world reserve currency,
which “will continue to be there for a long periotitime.”

It is true that a weakening of the US currency,clihis an implication of central banks’ shifting
away from the US dollar, would be unwelcome to @olnakers in the euro-zone, worried about the
possibility of stronger pressure on the euro antheir exports. However, taking into consideration
these common fears and studying the possible sakito prevent further pressure on the euro, with
the goal of achieving a more stable financial baskgd in mind, Europe should support the
Chinese proposal.

The track record of stability introduced with ther@ and the experience in the progress to the
common currency would constitute important contiidns to the international debate and
construction of a supra-national reserve currency.

Moreover, if the US dollar has shown its limitssaeserve currency, a switch to another currency —
the euro - or to a double system would not soleepitoblem and should not be supported by the
EU. Even though the euro has proved to be a stablency and its entrance into the international
monetary system has brought about the possibifiyiversification, replacing the dollar with the
euro as the international reserve currency wouke tas back to the starting point. A multiple
reserve system, with the US dollar and the eurvirsgras reserve currencies, would offer some
diversification but would still face the Triffin l@mma and would add an element of instability
linked to the exchange rate volatility betweendbeencies used as reserve assets.

Only a supra-national currency, not linked to adividual national economy, could make it
possible to overtake the global imbalances andfittencial turbulence experienced, laying the
ground for a safer and more stable internatiomarfcial platform.

Possible actions for the use of the SDR as a reserve currency

If one has to consider using the SDR as an intematreserve currency, a number of actions need
to be taken to overcome past limitations. The debetund it has put forward some proposal:

- reform of the IMF After years of neglect, the IMF has recently reee international support for

a revived activity. In line with this idea variossiggestions have been put forward in order to
strengthen its activities. Also to support the neaid the SDRs, a reform of the IMF is needed.
This reform would involve the activities to be ¢ad out by the IMF, the funds at its disposal
(currently inadequate), governance both in termgoorning bodies and majorities required for its
activities to be carried out and of quotas andesgntation.




In terms of governance the EU, in particular, stidake an important step by grouping its present
seats into one (or into two initially as alreadggested by Bini Smaghi, one for the euro area and
one for other EU countries, which would then beswbidated into one): this would enhance its
influence and at the same time free up seats fdemnrepresented emerging markets. The risk in not
taking this step is a continuous loss of influercel legitimacy of the IMF itself. If different
countries within the EU have different opinions abthe IMF’s activities, preferences concerning
IMF relevant issues are relatively homogeneous. felse that the IMF is historically concerned
with issues regarding — at least in part - exchaages, together with the fact that roughly half of
EU members have the same currency (and therefersatine exchange rate), points strongly in this
direction.

- change and increase in SDR allocatiodstil now SDR allocations have been rare and the
required 85% voting power majority has given sonseintries an effective veto power. The
decisions taken at the April 2009 G20 Summit shioat & general consensus about the need to push
forward on this issue has been reached but, ajgent ihdividual actions, other reforms are needed.
In this respect the Commission of experts of thesiglent of the UN General Assembly, studying
the possible “Reforms of the international monetand financial system”, puts forward some
proposals, regarding the opportunity to: 1) makdRS8sues automatic and regular, 2) adjust total
issues in a counter-cyclical way; 3) allocate SR criteria based on need and not merely on
quotas. The IMF should also be able to providetamtdil liquidity in case of shortadfe

- review of the basket of the component currencidgee SDR basket now comprises only four
currencies: the US dollar, the euro, the Japaneseagd the pound sterling. The next review of the
basket is due in late 2010: that could be the mgiportunity to revise the basket to better refteet
changes in the world economy, together with thesasing role played by some countries. In fact, a
number of countries, whose currencies are now dedufrom the basket, have auspicated an
enlargement of the number of currencies in the étadihe Governor of the People’s Bank of China
in particular has declared his support for an gelarent of the basket “to include currencies of all
major economies, and GDP may also be includednssght”.

A number of issues need to be addressed and agpeadn view of the next review:

* how many currencies should be included in the naskét? The trade off is between the
need to enrich its current composition providing rendiversification on the one hand
against the risk of getting back to a too crowdaskiet, which could be difficult to replicate;

* which criteria are to be followed to select thereacies and their amount in the basket? As
previously mentioned the use of the GDP has alréaey put forward. Perhaps the weight
of the different currencies in the basket couldfiked in the Agreements in function of a
valuation of each currency based on “economic foretdals which also include elements
which are not today counted as economic, such amsahudevelopment, ecological
sustainability, the concentration/diffusion of dsseand incomes, the demographic
composition of the population and their tendencies”

» do commodities, such as gold, need to be includelde basket as some have suggested?

» is the five year review timing now in place appiaf? Does it match the stability required
from the SDR to become a reserve currency?

0 See B. Eichengreen.
" The suggestion is made by A. lozzo and A. Mosdartheir proposal of a world currency unit (wcu).
Since the measurement of these values is todayatdh and can lead to discussions, a procedorédihave to be
designed to revise the Agreement to modify the titsign future, when reliable and shared measureneee
available, the revisions could become automatie dithors suggest one could think about an evalditan SDRs to
the wcu like the one which took place from the Ban unit of account to the ecu. See A. lozzo, Asdbni, The
foundation of a cooperative global financial system. A new Bretton Woods to confront the crisis of the international role
of the USdollar, Federalist Debate, June 2006.
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While the IMF will continue to calculate and publidaily the value of the SDR in terms of the US
dollar, with the development of the role of the S@RShould be encouraged its quoting in the
different markets, as happened with the ecu. Thaslavprovide a real valuation, made in the
market, which could differ from the theoretical opeovided for by the IMF, taking into
consideration the demand and supply present agiaen time.

- the establishment of a settlement system betweeSDR and other currenctésThe SDR could
thus become a widely accepted means of paymentemational trade and financial transactions.

- promotion of the use of the SDR in internatiofralde, commodities pricing, investment and
corporate book-keepitig This could reduce the fluctuation of prices deimated in national
currencies. For example, oil pricing in a globaprsusovereign currency, as already suggéted
would help to stabilise the price, which would rander be influenced by foreign exchange
expectations.

- The opportunity to introduce a “substitution aaat) at the IMF was also recently discussed (for
example in 2009 by the Commission of Experts of Rnesident of the United Nations General
Assembly, also known as the Stiglitz Commission batbre by Bergstéf). The proposal for a
substitution account was first discussed in the [E870s to facilitate reserve diversification away
from the dollar without creating the risk of a mapbollar crisis. This proposal envisaged the
possibility for central banks to deposit dollaree®s in a special substitution account at the IMF,
to be denominated in SDRs. Official holders coudghakit their unwanted holdings in the account
(instead of converting dollars into other currescithus through the market depressing the former)
and would be credited with a like amount of SDRscWitould be used to finance future balance of
payment deficits and other legitimate needs, redeerthe account itself or transfer to other
participants.

The exchange rate risk would not disappear bubiild/be shifted to the IMF and could be covered
through the generation of higher returns by the By guarantees from member states.

- issue of SDR denominated securities

SDR denominated securities

The issue of SDR denominated securities would beaal starting point to increase the appeal of
the SDRs and as the forerunner of SDR denominateddial assets. Reference to the experience
of ecu bonds for possible similarities and differenis interesting.

The market for SDR denominated securities

- Issuers.

One can make the hypothesis that initially the IM&elf, some Governments and special
international financial institutions such as thedfdank could issue SDR denominated securities,
which could then be followed by banks and non-fmahfirms. In fact, in those markets where
global imbalances emerged, there is the more inmgedind greater need to have debt securities in a
supra-sovereign reserve currency. If the positmnthe various parties concerned in the issue are

12 See Zhou XiaochuaiReform the International Monetary System, March 2009.
13 5ee A. lozzo and A. Mosconi.
% How to solve the problem of the dollar, Fred Bergsten, December 2007.



considered, this feature could also allow for tlehievement of considerable volumes and a
possibly adequate level of liquidity.

Among the Governments, the US could provide a go@inple for other countries: if it agrees that
a shift towards a more stable and globally balano&stnational monetary system is desirable it
could issue part of its bonds not only in US dallaut also denominated in SDRs. If one thinks
about the amounts of US Treasury bonds issuedcenteyears and about the needs ahead - the US
will have to borrow some $3.5 trillion more in thext three years; on top of that, the Treasury has
to refinance, or roll over, a huge amount of shernn debt issued during the financial crisis - even
accounting for a needed and hoped for reductiotmendeficit and considering a small portion of
Treasury bonds denominated in SDR, it would shomsitterable figures. They should encounter a
warm welcome from world investors. If recent evdmse diminished the credibility of the US as a
supplier of high-quality financial assets, the ploitisy to focus its policies on the internal sicend

its support for the introduction of a global reseurrency not linked to the US economy would
help in re-establishing it and rebalancing the donlonetary system. The importance of such a step
would constitute a good example to be followed theo countries.

However, considering the current US resistancénése proposals, it is unlikely that the US open
the market for SDR-denominated securities. The rkesnmade by the Governor of the People’s
Bank of China are supportive of a market for theRSienominated assets. It has been suggested
that therefore they could issue SDR denominatedd®@nd encourage other G-20 members to
follow their exampl&. This would be important because it would fostarket liquidity for SDR
denominated securities, and it would be more ingmirthan buying IMF SDR denominated bonds

- which they are already doing - since the IMF ooadnnot be traded according to current rules.

The IMF for its part is widely recognized to hamadequate resources to pursue its current and, all
the more, possible future tasks. As of early 20@FRund had some US dollar 200 billion of quota
resources and could tap additional some 50 USrduilloon through borrowing arrangemeHtsAt

the April 2009 G-20 Summit it was agreed to adthm future some 500 US dollar billion through
the N?’ Arrangements to Borrow (NAB), and half bistamount has been promised by G-20
leaders".

Therefore, there is room for the IMF to raise furmshsl a step in this direction has already been
taken: at the beginning of July 2009, the ExecuBeard of the IMF approved a framework for
issuing notes to the official sector. Issuance hed hotes (denominated in SDR) would enable
members to invest in IMF paper, while providingienmediate supplement to IMF resources for
financial assistance to members. The actual isguahamotes would occur at the time of a loan
disbursement to a member.

The first note purchase agreement, following the@oofunity introduced by this decision, was
signed in September 2009 between China and theftviB2 SDR billion (roughly US dollar 50
billion).

15 EichengreerCommercialize the SDR, Project Syndicate, 2009.
'8 Through two agreements—the General Arrangemer®tmw (GAB) and the New Arrangements to Borrow
(NAB)—a number of member countries and institutistend ready to lend additional funds to the IMF.
The NAB currently comprises credit arrangement$\@ members and institutions for a total amourg@BR 34
billion (equivalent to $51 billion). The IMF has the past also temporarily supplemented its ressutltrough bilateral
borrowing agreements. A recent example is the IME8 loan agreement with Japan.
7 As of July 2009 substantial progress toward th20Goal of $250 billion in immediate resource aiddis has
already been made: three bilateral borrowing agesgsrare effective for an amount of roughly US atoll25 billion
(Japan $100 billion, Norway $4.5 billion, and Caa&d.0 billion); European Union members have pledgads worth
€75 billion ($100 billion), Switzerland has pledgaiiout $10 billion. EU has announced an additicoaimitment for
€50 billion, bringing the total to €125 billion.
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- Investors

When the issue of ecu denominated securities belgannterest for these securities was mainly to
be found in the private market. Unlike what happewéh the forerunner of the European common
currency, the market for SDR denominated securigi@sstitutional.

In particular, a number of countries want to inseeand/or diversify their reserve holdings: such
countries have been looking for high quality fin@h@ssets to invest into and have, until now,
acquired large amounts of US dollar denominateddboRor the reasons mentioned earlier, they
share common fears about the value of their invesstsnand it is believed they would be available
not only to diversify their investments (which theyready can do with euro bonds whose
international role has surged but whose markettils feagmented) but to switch to a supra-
sovereign global currency.

China is already investing in the SDR denominattlsties now available. At the beginning of
September, the IMF and the People’s Bank of Chimelsigned an agreement under which the
People’s Bank of China would purchase up to SDRIiB®n (around US$50 billion) in IMF notes.
The note purchase agreement is the first in theryief the Fund, and follows the endorsement by
the Executive Board on July 1, 2009 of the framdwfor issuing notes to the official sector.

Also the other countries have expressed this ilenRussia, Brazil (which in the past sought IMF
assistance) and India have indicated their willegmto invest in notes issued by the IMF, US
dollar 10 billion respectively.

It has been arguédithat pension funds and insurance companies amrggnon the demand side
for government bonds as they match the maturitheir obligations and they would be interested
in SDR denominated bonds as well. However, a pmlpersists in that SDR denominated bonds
would not match the currency denomination of thiabilities.

- IMF support to the market

Apart from being one of the issuers of the SDR Ispiitdhas been suggested that the IMF should
also act as market maker to support the market iniial phase.

As argued by Barry Eichengreen in a recent IMF Fiﬁm:entral banks use their reserves to smooth
their countries’ international transactions andiritervene in foreign exchange markets. Thus,
“making the SDR an attractive unit in which to haentral bank reserves presupposes deep and
liquid markets in SDR claims.” Moreover, “historilya composite currencies traded commercially
have not offered attractive combinations of liqtydind return. For this to happen, someone would
have to act as market maker and subsidize the tigpermaf the market until it acquired scale and
liquidity. The obvious someone is the IMF.”

In short, a deep and liquid market in SDRs requaresitical mass of SDR issuance and a critical
mass of trading; aside liquidity it requires algburn rates comparable to those of the US dollar
debt securities in order to make them attractiviee TMF should stand ready to buy and sell SDR
claims to all new comers, private as well as adficat narrow bid/ask spreads competitive with
those of the dollar, subsidizing the market inaatsip phase until private market-makers would be
able to provide those services at comparable cbbis.was done by the Fed in 1920 when it started
buying and selling dollar acceptances, backstoptiiegmarket. This action by the IMF implies a
cost: the members should agree to sustain it iarammove towards a more balanced international
monetary architecture.

18p, EichengreenrThe dollar dilemma, Foreign Affairs, September/October 2009.
9 B. EichengreerQut of the Box Thoughts about the International Financial Architecture, IMF Working Paper, May
2009
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- Clearing system

The experience with the ecu — the forerunner oftn® — has clearly shown that the setting up of a
clearing system is a crucial point. Despite theoenaging signs coming from the market of the

private ecu in the early 1980s, only a limited nembf market players were involved and the ecu’s
spread had still a long way to go. From the begignbanks operating in the ecu market had to find
a way to overcome the hindrance to transactions tduthe need to continuously bundle and

unbundle the basket of currencies.

The establishment of a clearing system for thefaecilitated its use and the growth of the market,

proving to be the best way to build up liquidityhéelBank for International Settlements was called
to act as clearing house.

Similarly, but considering the different naturetibé market of SDRs (public rather than private), it
can be said that the setting up of a clearing sydt& central banks investing in SDRs would
constitute a step of great importance.

SDR basket

Another issue that needs to be addressed is littkélte adoption of a closed or open basket to be
used for the SDR denominated securities. In skbduld the definition of the SDR change through
the maturity of the securities in line with theioidl definition reviewed by the IMF or remain the
one valid at the time of the issue notwithstandhgperiodic reviews?

The experience of the ecu may offer interestingshilivhen Kredietbank started to accept time
deposits in ecu (or in SDRs), it was decided tsdmn the basis of a closed basket: the basket of
currencies composing the ecu (or the SDRs) remdinedsame throughout the lifetime of each
individual time deposit. The aim was to inspire fodence and reliability maintaining the
composition of the currencies stable. When bondhk Winger maturities rather than simple time
deposits began to be issued in ecu and SDRs ahdheitdevelopment of the market the problem of
a closed or open basket presented itself againitamés more real: there were in effect more
chances of revision, by the European Commission tardIMF respectively, of the basket of
currencies composing the currencies during thértike of the securities issued.

To maintain closed baskets, the risk was to havearsingle, growing and transparent market but to
end up with many sub-markets linked to many diffiérecu. Therefore, as a general rule all
different types of ecu (or SDRs) business turnetthéoopen basket formula (the same basket at any
given time, even if different from the one adoptdthe time of the issue), providing for an
automatic and instantaneous following of any officlecision to change the ecu or the SDR.

Would it be reasonable to apply the same critevigauays for the SDR denominated bonds?

The interest rate of SDRs

Apart from the theoretical value of the intereserset weekly by the IMF, if a market for SDRs is
to develop and if the SDR is to become a globamescurrency it should also pay interest at a rate
attractive enough to encourage its use as an imesstfor central banks’ reserves. To support the
growth of a steady demand of SDR denominated d&sione should expect initially a positive
difference between market rates and theoreticabr&ian we expect a progressive reduction of this
positive difference over time?

Of course, the different SDR denominated securiissed by different governments (or, later,
firms) would show different spreads linked to thes@ciated ratings of the countries and/or
corporate issuers.

Is it therefore reasonable to expect a trend o’eagence of these interest rates once the market of
SDR denominated securities is well established?

Could it be that the denomination in SDR ends updgeonsidered a favourable item in the issues?
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Within the euro-zone the process of convergence limked to the common currency and to the
presence of the Growth and Stability Pact but veaatwe expect in this case?

Conclusions

The economic and financial world landscape is chrangt a fast pace: flows and trends of capitals,
goods, services and people are shaping a newyrealit

On the monetary ground, even with the emergencewfcurrencies (namely, the euro) and of new
economic powers, the US dollar still plays a preohamt role in the international financial markets
and in the building up of world reserves. Nonetbglats international role is in crisis, suffering
from the Triffin dilemma which now presents itselfthe form of dollar inflation, large US deficits,
widespread worries on the risk of losses in theiwadf the reserve currency. In short, what is
usually referred to as global imbalances.

Recently many calls have been made for a refortheinternational monetary system. The 2008-
20009 crisis have further underlined the urgencyiambrtance of such a reform.

This paper provides some idea of the present defmteerning the use of the SDR as a reserve
asset and on the issue of SDR denominated sesuritie

To overcome the current limitations linked to thee wf SDRs, many items lie on the table and
should be addressed by the public debate, suak\dsw of the basket of currencies included in the
SDR, actions to foster liquidity of the SDR marketgcking of the global currency, changes
required in the IMF (activities, funds needed, goamce), clearing system, the use of open or
closed baskets for the SDR denominated securities.

As far as the issue of SDR denominated bonds isezord, a number of factors point in favour of
issues by the IMF and Governments, to be placedennstitutional market. In fact: 1) this market
has the greater need for a supra-sovereign resarvency and here global imbalances aroused; 2)
these actors could ensure substantial amountotader an adequate level of liquidity. It has been
argued that to support the market the IMF showdd att as market maker, at least initially. For the
interest rate of these securities, it should beactive enough to encourage their use as an
investment for central banks’ reserves.

A proposal about the use of SDR as a supra-sovereggrve currency has been put forward by the
Governor of the People’s Bank of China earlier g@ar, together with a suggestion to entrust the
IMF with the management of part of its memberseress. Russia and Brazil have supported the
use of the SDR as a reserve currency. India as hadl expressed interest in buying SDR
denominated bonds issued by the IMF. On the conttae US have rejected the idea, together with
the EU.

While the debate is heating up on this issue tlaeee on the one hand, optimistic comments on
Chinese proposal and, on the other hand, sceptiecsdo not believe in a future for the SDR. The
latter, in particular, argue that the US dollastil to retain a strong share of global reserves its
leading role in the monetary scene in the yeac®ine.

It is certainly true that it is in nobody’s intetesstrong shift away from the dollar by centrahksa
and a consequent further devaluation of the dotiat:for the US, nor for the emerging markets
with US dollar reserves in their central banks, fasrexporting countries which would see their
currencies appreciated vis-a-vis the dollar. Tlaesdnot mean that we do not have the tools (nor
even study the possible) tools to exit from thaatibn that led to the crisis and that a projectafo
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global supra-sovereign currency cannot be purslieere should be studies on the possible options
(and necessary actions) to implement in order tee hlggins on every side — a win-win situation.
Furthermore, studies on a global reserve currencyad mean an abandonment of the initiatives of
regional integration of currencies: on the contridugse two efforts (regional currencies and global
currency) are not alternative and should go alaggther, with the same stability objective. For
example, the presence of regional currencies irSIBR basket would help in the review with the
trade-off between not too crowded and not suffityerepresentative.

New global economic powers ask for an increasiihg irothe setting up of a new architecture of the
international monetary and financial system, havahggady acquired an increasing share of its
value. The US cannot discard as not important #marks coming from China, considering
Chinese central reserves, accounted to includeast some US dollar 1 trillion. Furthermore, the
US has, as well, the interest of overcoming thégjlambalances linked to the use of its currency as
global reserve currency. The “exorbitant privilege& US enjoyed is presenting its bill: it may be
convenient for them as well to move forward=rom the Obama administration arrive signs thet t
US will not continue to be the world's consumer @ngorter of last resort. As recently argéed
there is a recognition that US influence can bemomised if it is dependent on foreign investors
to bail out its financial sector (as in the earytpof this crisis) or to finance its fiscal prafiicy (as
China and other surplus countries have been daing fong time). The US also recognises that it
might not be able to finance large external defigit the future at an acceptable price so to some
extent it is making a virtue of necessity.

Europe has an important role to play. Europe shbattk the Chinese proposal. Its experience with
the creation of the common currency and the pdtbwed — from the European unit of account to
the ecu and then to the euro — and with the estabknt of the European Central Bank constitute
valuable items. The success of the euro in termstadfility and its affirmation worldwide should
constitute a good example and not the reason faglatracted by the temptation of replacing with
the euro the US dollar’s role as international meseurrency. To play an important role in thisktas
the EU has to speak with one voice. This would &isoly the consolidation of its IMF seats into
one (or two, one for the euro-zone countries ardatner for other EU countries). Such a move
would enhance EU influence and at the same tineeupeseats for emerging countries, giving more
legitimacy to the institution.

If this is an exceptional crisis and these are ptiopal times, exceptional measures need to be
taken and agreements need to be reached. Whatevieody involved and the ways adopted, a new
“Bretton Woods Conference” process should take eplpoviding the discussion on the issues
involved in the changes and setting out a new ondtiér clear mechanism in place going forward,
so that regular decisions and functioning of thieuvant institutions (with a revised role for the
IMF) would do their job in the future. On severaicasions throughout the 2@entury, political
leaders in major countries sought internationakagrents on the global economic or financial
architecture and many efforts failed, with the magxception of Bretton Woods. Experience
show$? that a successful reform in response to a criigiires three ingredients: effective and

20 See F. Bergsten, “U.S. policymakers, thereforestmecognize that large external deficits, the demée of the
dollar, and the large capital inflows that neceysaccompany deficits and currency dominance aréonger in the
United States' national interest. Washington shauditome initiatives put forward over the past yiegChina and
others to begin a serious discussion of reformiiregititernational monetary systeriitie dollar and the deficits,
Foreign Affairs, November/December 2009.
2L See F. Bergsten and A. Subramanian. Amesdoaot resolve global imbalances on its own. Financial Times, August
20 20009.
22 gee J. Boughton, Aew Bretton Woods?, Finance and Development, IMF, 1 March 2009.
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legitimate leadership combined with inclusive papition; clearly stated and broadly shared goals;
and a realistic road map for reaching these goals.

In 1996 a seminar organized by the IMF on the fuirthe SDR saw the participants divided on
many key issues and concluded by expressing dalatst the possibility for the SDR to become
the principal reserve asset in the internationahetary system and showing only support for the
present (minimal) role of the SDR.

But, since then, the consensus on the need toategihle creation of global liquidity and to correct
the present sources of global imbalances has rseraid by the Governor of the People’s Bank of
China earlier this year “the creation of an intéior@al currency unit, based on the Keynesian
proposal, is a bold initiative that requires extdaoary political vision and courage”.

Time is ripe for discussion and decision: the delais now to focus on concrete solutions.
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