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Reforming the international monetary system

Luis Monroy Gómez Franco

As the global recovery strengthens its pace, the urgency to reform the global institutional framework becomes more
pressing for setting the basis for an era of sustained and sustainable economic growth. This reforms should be inclusive
for all the countries that have an important weight in the global economy, in order to make them follow the general
interest and not only the interest of several important players. As a key part of the global institutional framework, the
reform of the International Monetary System (IMS) is critical in order to achieve this goal.

The objective of any reform to the IMS must be the construction of a more stable international economic environment.
In that sense, Mexico considers necessary to discuss the subjects of the regulation of the capital flows, and the volatility
of the exchange rates.

Capital inflows are a double-edged sword. They enable an economy to finance investment projects, for which there are
no resources inside the country. However, they can also threat the stability of the financial sector, they can cause credit
booms that lead to asset bubbles, deteriorate the external balance of the economy and cause an excessive appreciation
of the national currency (Ostry et al., 2011). Thus, it is desirable to reduce the negative side-effects of the capital
inflows, as it will help to create a more stable economic environment. Recent literature (Ostry et al., 2010 and
Eyzaguirre et al., 2011) suggest that short-term capital controls can help to address the risks emanated from capital
inflows to financial stability through a change in the composition of the flows. Following these results, Mexico
proposes the adoption of a scheme of short-term capital controls based on unremunerated reserve requirements (URR).
This kind of controls has proven to be substantially effective in changing the composition of the inflows from short-
term liabilities to Foreign Direct Investment (FDI), as the cases of Chile and Colombia prove. This change helps to
diminish the risks posed by the capital inflows without diminishing their capacity to fund investment projects and
contribute to economic growth.

The introduction of this kind of measures will require the adjustment of several Bilateral Investment Treaties and Free
Trade Agreements that currently impose restrictions over the regulation of the capital inflows. As this could pose a
political and legal difficulty for the introduction of the URR, it is necessary to remark that the construction of a more
stable environment will benefit the growth and development of all the countries of the world. Another benefit
generated by the adoption of this kind of capital controls is that by reducing the risks associated to short-term capital
inflows, the controls could also contribute to diminish the demand for precautionary currency reserves, helping to the
correction of the global imbalances.

Mexico currently operates under a managed-floating exchange rate regime which has allowed the monetary policy to
target inflation. Among the drawbacks of this kind of regime, the incentives that generates for the accumulation of
precautionary reserves by central banks stand out. This accumulation occurs as a response of central banks to the risks
associated with exaggerated depreciations of the national currency. The most negative side effect of this policy is that it
deepens the global imbalances by creating a greater demand for assets issued in US dollars, contributing to the
conservation of the US current account deficit. A way of reducing the quantity of reserves accumulated is to increase
the access of the economies that need resources to stabilize their currencies to non-conditional liquidity lines issued by
the IMF. This should be considered as a short term solution, as it only addresses the superficial problems of the current
system anchored to the dollar. Also, it is necessary to consider that the creation of this liquidity lines must be followed
by the creation of a regulatory frame that reduces the risks of moral hazard incurrence by the borrowers.

One of the principal structural problems of the current reserve system is the magnified effect over the world economy
of the policy decisions of several economies, as the current pro-liquidity policies in the US have demonstrated. Mexico
deems essential that a transition towards a new reserve system takes place in the medium term. A multi-currency
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reserve regime is considered undesirable, as it will magnify the current volatilities due to the speculation among the
anchor currencies. Because of that, Mexico supports the proposal made by the Commission of Experts of the President
of the United Nations General Assembly on Reforms of the International Monetary and Financial System and by the G-
24, which calls for a greater role of the Special Drawing Rights (SDR) towards its consolidation as an International
Reserve Asset (IRA). The instauration of an IRA should help to diminish the volatility of the monetary system, as it will
not be subjected to the monetary policy of a specific country, and its value would be determined by a basket of
currencies, making it more stable.

All these measures should help in the short and medium term to stabilize the global economic environment. However,
it is crucial to address the long-term determinants of the instability that has predominated in the international economy
for the last 30 years. In that sense, it is necessary to create a new monetary arrangement that would succeed the current
non-arrangement that emerged from the end of the Bretton Woods system. As this is a long term goal that will
represent a benefit for all the agents involved in the international economy, Mexico proposes the creation of a
commission of experts on the subject with the task of generating recommendations for the G20 on the necessary steps
for the creation of a new monetary arrangement.

Mexico considers that the new regulatory frame of Basel III is a positive step towards the resolution of the issues that
augmented the impact of the 2007-2009 crisis. The calculated cost of the new regulatory frame (-.05% to -.15% in
worldwide GDP growth per annum, in a five year period, according to Slovik and Cournède, (2011)) is considered
affordable as the attenuation of the procyclicality of the banking sector and the raise in the capital requirements help to
strengthen the banking sector and make it more resilient to future shocks. However, Mexico considers necessary that
further steps in the regulation of exchange rate exposure by banks are taken in order to enhance the stability of the
national banking systems. Regarding the Over-the-Counter instruments, it is necessary to create an international
regulatory standard that enhances the scrutiny over the instruments with the objective of eliminating the incentives to
take high risk positions that diminish in a considerable manner the financial strength of the national financial systems.

On the subject of the Credit Rating Agencies (CRA), Mexico shares the concerns addressed by the European Central
Bank (ECB) regarding the market power that the principal CRA detain and the lack of transparency in the rating
process of national debt bonds. For these reasons, Mexico proposes the creation of a new regulatory frame that forces
the CRA to disclose the methodologies by which the rating of the national debt is obtained. Also, this new regulatory
frame must create a standardized set of definitions for key concepts of the rating process. As a form to reduce the
concentration of the market of rating agencies, Mexico proposes the creation of five1 Regional Credit Rating Agencies
(RCRA) whose duty will be to rate the quality of the national debt issued by the countries in the region for which the
RCRA was created. Their operation would be funded by all the countries of the region and would be in accordance with
the amended regulatory frame proposed above. The objective behind the creation of the RCRA will be to give the
markets new sources of information that follow a transparent and accountable process of rating the national debt bonds.
This, in turn, would put pressure over the private CRA to accelerate the transition to more transparent and accountable
rating processes. However, these RCRA should be seen only as a middle term solution because in order to enhance its
capability of rating the national debts and to give these institutions more credibility it is essential to consider their
fusion in one single International Public Rating Agency.

Reforming the International Monetary Fund

As the institution in charge of supervising the functioning of the IMS, the International Monetary Fund (IMF) must be
reformed in order to adjust it to the reformed IMS. However, not only because of this it is desirable to reform the IMF.
This institution has suffered to adapt to the post-Bretton Woods international economy, causing it to lose the capacity
to achieve the goals for which it was originally created. In this sense, the reform of the IMF has as its general objective
the adaptation of the institution to the new economic environment and to provide it with enough flexibility to adapt to
changes that are sure to happen in the international economy.

1 The proposal of five RCRA is based on the five Area Departments of the IMF.
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In order to make the IMF an efficient institution, capable of achieving the purposes for which it was created, it is
necessary to strengthen its credibility. The most important reasons behind the lack of credibility of the IMF are the
failure of several major restructuration programs endorsed by the Fund and the opacity of several decision processes of
the IMF. Regarding the failure of a number of restructuration programs endorsed by the Fund, it is necessary to
consider that in any intervention by the IMF the risk of failure is always present. Nevertheless, it is indispensable that in
the case that a program designed or endorsed by the IMF fails to resolve the problems for which it was created, a
critical evaluation must be carried out in order to avoid repeating the same mistakes. This would help the Fund to
overcome the image that prevails among certain countries in which the IMF is characterized as an ideological guided
institution instead of being conceived as the arbiter of the IMS. The reforms necessary to address the opacity of several
procedures of the IMF must consider the divulgation to the public of the criteria under which the decision processes
involving the lending of the Fund’s resources are taken.

Also, it is necessary to enhance the preemptive role of the IMF as the institution in charge of assuring the correct
functioning of IMS. For this reason, Mexico considers the making of the spillover reports a good step in that direction.
Although, Mexico considers that the voluntary character of these reports should be changed to an obligatory one, as
they can provide crucial information to avoid future crises. Also, it is necessary that the IMF focuses in the analysis of
the capital account situation of the economies of systemic importance and makes policy suggestions according to the
situation of each country. For this reason, Mexico proposes an expansion of the Policy Support Instrument, created in
2005, which enables the members of the Fund to request the professional assistance and evaluation without subscribing
an obligation with the Fund.

Being the IMF an organization based on the cooperation of its members, it is necessary that the Fund organizes
discussion and negotiation meetings among the major contributors to the global imbalances in order to formulate
alternatives for their solution. The spillover reports and the World Economic Outlook reports can provide the statistical
background required for the formulation of these alternatives.

With the objective of consolidating it as an institution that collaborates with the construction of a more stable
international economic environment and in concordance with the third and fifth2 stated purpose of the IMF, and as
stated before, Mexico considers necessary to reform the operational aspects of the SDR and disposability of
unconditioned resources.

The increment of the disposable resources through unconditioned liquidity lines and how to access them is a subject
linked to the distribution of quotas among the members of the IMF. Considering the reform on the quota distribution
accorded in October of 2010, Mexico proposes that the quantity of resources accessible to each member of the IMF
through the liquidity lines to be in proportion to their quota participation as it is an indicator of its repayment capacity.
Also, and following the proposal of Mateos y Lago et al. (2009), the increment of the quotas should be indexed to an
indicator of the stability of the economy, such as the magnitude of the capital flows. In order to make this proposal
compatible with the transition to a system based on an IRA, it is suggested that the resources channeled through the
liquidity lines should be issued in SDR.

Aiming at initiating the transition towards a system that uses the SDR as an IRA, several changes must be made to this
instrument. First, the basket of currencies in which it is based must be expanded, in order to include the currencies of
the several emerging economies whose importance in the global economy is expected to grow. Second, its liquidity
should be massively amplified by new issues from the IMF. This new issues can be directed to satisfy the demand of
reserves of an important number of emerging economies. And third, the construction of an IRA based reserve system

2 The third stated purpose of the IMF is “To promote exchange stability, to maintain orderly exchange arrangements among
members, and to avoid competitive exchange depreciation” (IMF, 2011). The fifth purpose is “To give confidence to members by
making the general resources of the Fund temporarily available to them under adequate safeguards” (IMF, 2011).
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will require the coordination of all agents, in order to undertake this transition in the best way possible. The IMF, as the
issuer of the SDR, must assume a coordinating role in this process.
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