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The global financial crisis triggered by widespread speculative lending and investment in major international financial centres poses two sets of policy challenges. 

First, it calls for an immediate policy response in order to stabilse financial markets and international capital flows, halt economic decline and initiate recovery. Several developing countries face resource constraints in tackling the crisis and counter-cyclical policies need adequate international liquidity on appropriate terms and conditions. 

Second, this crisis has indicated once again the need for a fundamental reform of the international financial system in order to secure greater stability and prevent virulent global crises. The developing countries have a greater stake in such a reform in view of the disproportionately large damage that international financial instability inflicts on them. 

It is important that they lead the process to reduce their vulnerability to financial instability and crises while preserving adequate policy autonomy in managing their integration into the international financial system, and capital flows and exchange rates. 

The main impediment to counter-cyclical economic policy is the balance of payments constraint. Developing countries facing balance of payments problems and rapid loss of reserves should be able to use policy instruments, to restrict on capital outflows and get temporary standstills on debt payments. 

Developing countries need to be supported by significant new international liquidity or financing. The initiatives taken so far by the G20, the IMF and the World Bank are inadequate to meet their massive external financing shortfall. The new financing should be made through new allocations of Special Drawing Rights (SDRs) to developing countries. 

Reforms are needed to establish a stable international reserves system based increasingly on the SDR, since the present system centred on the US dollar has major flaws and destabilising effects. There is also need to regulate international financial markets and capital flows as unbridled markets and flows can generate highly damaging financial instability and economic crises. 

The IMF crisis interventions in developing countries have raised several contentious issues with respect to their objectives, funding and policy conditionality. What is needed is the recognition of the rights of countries facing large capital outflows to impose temporary debt standstills and exchange controls, and to establish a multilateral system of orderly workouts for sovereign debt. 

Immediate policy response: Developing countries facing payments constraints should not be denied the right to use legitimate trade measures in order to mitigate the impact of the crisis on jobs, incomes and poverty. 

• Developing and emerging economies (DEEs) should be encouraged to use temporary capital account restrictions and debt standstills in order to stem large and sustained outflows of capital. 

• Any additional financing the DEEs may need in order to respond positively to shocks from the crisis should be unconditional, non-debt creating and/or at lowcost. This can best be achieved by SDR allocations rather than grants or IMF lending funded by bilateral borrowing from its shareholders: 

• There should be a moratorium on debt servicing by lowcountries to official creditors, including the Bretton Woods Institutions, at no additional costs. 

Crisis prevention: There is a need to significantly improve the effectiveness, evenhandedness and the quality of IMF surveillance over macroeconomic, financial and exchange rate policies. This is needed to secure greater multilateral discipline over policies in systemically important countries and bring greater coherence between trade and finance. Meeting these objectives depends very much on addressing the governanceshortcomings of the Fund. 

International reserves system: The current multiplecurrency reserves system centered on the dollar is highly unstable. It is very costly for DEES which are compelled to hold large amounts of reserves as self insurance at the expense of growth and development. It should be! replaced by a system not based on national currencies. 

An SDRreserve system appears to be the most viable option. This calls for fundamental changes in current arrangements regarding the allocation and use of SDRs. 

A way forward is to make the IMF an SDR institution by allowing it to allocate SDRs to itself and to replace quotas, etc and to become the only source of funding. This would also improve the governance of the IMF by removing its dependence on major countries for funding. SDR allocations could be linked to growth in world trade in a countercyclical manner. Under such an arrangement nonaccess limits should be redefined and widened significantly. 

This could be supplemented with an arrangement to allow existing reserve currency holdings to be replaced with SDRs without causing disruptions in currency markets. This can be done through a substitution account at the IMF, extensively discussed in two previous episodes of significant dollar weaknesses in the early 1970s and 1980s. 

However, care should be taken in following this course, particularly to ensure that the exchange rate risk does not fall on the IMF including its poor members; and that the SDR does not become a new instrument of speculation. 

Regulating the financial markets: The principle that could guide the approach of DEEs to regulate financial institutions, markets and instruments could be to retain sufficient domestic policy autonomy while seeking to reduce their vulnerability to instability and crises through regulation and supervision of transnational players with bordercrossing activities. 

A supreme international body with fullyregulatory and supervisory powers is neither realistic nor desirable. Such an arrangement could entail serious loss of autonomy and lead to oneall. Moreover, there is the risk that the process designed to broaden the scope of global governance over finance may end up extending the global reach of financial markets, forcing DEEs into granting greater market access in financial services than would be appropriate. 

Crisis intervention: In providing international liquidity the Fund should not impose structural conditions; nor should it insist on macroeconomic policy adjustments when payments imbalances are due to temporary external shocks beyond the control of the borrowing country. 

IMF bailouts of international lenders and investors in countries facing rapid exit of capital undermine market discipline, encourage imprudent lending, shift the burden onto debtors and threaten the Fund’s financial integrity. The IMF should not finance large and sustained capital outflows, but encourage involving private creditors and investors in the resolution of balanceand debt crises in emerging economies. 

The rights of countries experiencing large and sustained capital outflows to exercise temporary debt standstills and exchange controls should be recognised; and they should be granted statutory protection in the form of stay on litigation. 

Sovereign debt: To the extent possible restructuring of sovereign debt should be based on negotiations with private creditors and facilitated by inclusion of rollover and collective action clauses in debt contracts. But an international system of impartial arbitration is needed to settle sovereign debt disputes. 

Sustainability analyses in official debt restructuring exercises should be taken from the IMF and given to an independent body of experts. Consideration should be given to introducing arbitration for the restructuring of official debt of DEEs. 

There has been considerable debate on the shortcomings in the Fund’s governance in several areas including the selection of its head, the distribution of voting rights, transparency and accountability. Reforms at least in two areas are critical in improving the governance of the Fund. 

Ending the dependence of the IMF on its shareholders for funding through quotas and bilateral lending (GAB and NAB) by converting it into an SDRbased institution. 

The separation of surveillance from programme lending and giving the task to authorities who are independent of their governments and who are not involved in lending decisions. 

The Fund needs to stay out of development finance and policy and poverty alleviation. This is an unjustified diversion and an area that belongs to multilateral development banks. 

The Fund should also stay away from trade policies. Its attempts to promote unilateral trade liberalisation in DEEs drawing on its resources that undermine the bargaining power of these countries in multilateral trade negotiations. In this area, IMF’s main task is to ensure a predictable global trading environment by helping secure stable payments positions and exchange rates. 
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