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Executive summary

Since the 2015 Paris Climate Agreement, the urgency of the
climate crisis and the magnitude of the financial resources
required to tackle it have made clear the need for profound
reforms to the international financial architecture. The
Covid-19 pandemic has increased the need for additional
resources, eroding global progress on poverty reduction,
deepening inequalities and pushing many developing
countries to the verge of sovereign default. In response to
this, in August 2021 the International Monetary Fund (IMF)
issued a new US$650 billion allocation of Special Drawing
Rights (SDRs) — the largest allocation in history.

SDRs are a reserve asset originally created to help IMF
member countries face balance of payment crises, and

are distributed on the grounds of countries’ IMF quotas.
They have two characteristics that make them ‘special’ and
extremely valuable at a time of crisis: they create no debt in
the recipient country and they come with no conditionality.

From the beginning, the new SDRs allocation was presented
as ‘a shot in the arm'’ to the global economy that would
supplement countries’ foreign exchange reserves and
reduce their reliance on domestic or external debt, thereby
creating space to step up their Covid-19 response, including
vaccination efforts. Indeed, just a few months after the
allocation, at least 80 developing countries have been using
their SDRs either to purchase foreign currency or for fiscal
expenditure.

However, the allocation was inadequate in size when
compared to its ambitious and broad goals and the magnitude
of countries’ needs. Moreover, given its unfair distribution
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based on IMF quotas, it did not reach the countries that
needed it the most: of the $650 billion, only about $275 billion
went to emerging and developing countries, and low-income
countries received around $21 billion. The need for reform

of the unfair quota system soon became clear. Instead, the
discussion progressed to focus primarily on how to create
mechanisms to channel unused SDRs from rich to developing
countries. Both the G20 and the G7 committed to reallocate
$100 billion of SDRs but not a cent has been channelled yet.

This briefing takes stock of this discussion and assesses
the different solutions proposed so far. It reveals that all
proposals reflect the shortcomings and injustices of the
existing financial architecture and do not offer satisfying
ways forward unless substantial reforms are implemented.

The only concrete action has been the design of a new fund,
the Resilience and Sustainability Trust (RST), which would
channel SDRs through the IMF. Far from being a ‘silver
bullet’ the RST presents several limitations in its design
which make it misaligned with the principles proposed

by CSOs in September 2021 for just and transparent

SDRs channelling and increase the risk of getting little
traction from developing countries. Another limitation is
that, as it currently stands, it will only be able to absorb
about $50 billion of SDRs over a decade. Meanwhile about
US$400 billion of the newly allocated SDRs are left idle in
central banks around the world. Finally, the RST's focus

on promoting reforms in the area of climate action will
increase the IMF role in global climate governance; this is a
controversial move that warrants further scrutiny. Overall,
the RST risks failing to support a sustainable and equitable
recovery, in a moment in which the IMF is already contested
for continuing to push countries towards fiscal austerity.
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Meanwhile, the proposals put forward to channel SDRs outside
the IMF, especially through Multilateral Development Banks
(MDBs), have encountered political opposition motivated by
technical constraints — mostly from central banks and linked
to the need to preserve the reserve asset nature of SDRs.
Channelling SDRs for climate finance received a lot of attention
at COP26, but the options currently on the table are either not
yet technically feasible or they are inadequate to provide high
quality finance for climate adaptation and loss and damage.

Despite these obstacles, it remains critical to design viable
and just alternatives to channel SDRs outside of the IMF.

It is a moral duty to find adequate ways to mobilise these
resources given the magnitude of the global challenges

that the world faces. Designing and implementing better
alternatives for SDRs channelling requires substantial
reforms to SDRs processes and institutions. Civil society
must push for these reforms to maximise SDRs’ potential as
a source of global liquidity for equitable and just sustainable
development and climate finance.

To this end, we call on the IMF, the G20 governments and
in particular their finance ministers, and Central Bank
Governors to consider the following set of reforms:

. Adopt urgent reforms to SDRs mechanisms and
institutions

» A new urgent allocation of $2.5 trillion SDRs is
warranted following the continuation of the pandemic
and the additional global economic uncertainty
triggered by the war in Ukraine.

* Inthe short term, the IMF should consider implementing
regular SDRs allocations that are not linked to existing
members’ quotas and adopt instead a needs-based
allocation formula that makes them directly available to
the countries that need them when they need them.

¢ Any new allocation should be additional to current
and future global climate finance goals and to Official
Development Assistance (or aid) commitments,
and channelling of SDRs should be counted as
contributions towards these commitments only when
provided as grants or highly concessional finance.

Il. Implement substantive reforms to the RST to ensure
that it is compatible with the objective of supporting a
sustainable and equitable recovery

» Broaden the eligibility criteria to include
all climate-vulnerable developing countries,
regardless of income level.

« Revise the terms of financing so that the RST provides
highly concessional financing that does not undermine
members' debt sustainability and is not linked to
having an existing IMF program. Access limits should
be increased.

« Include state contingent clauses in RST loans to protect
recipient countries on the wake of external shocks.

« Prioritize country ownership and avoid harmful
conditionalities, particularly those focused on fiscal
consolidation and on enhancing the role of the private
sector in public services delivery.

« Before implementing the RST, the IMF should convene
a consultative discussion, including a broad range of
stakeholders, to ensure that its design supports a just,
feminist transition.

lll. Develop alternatives to channelling SDRs outside the IMF

« Additional mechanisms to channel SDRs outside the
IMF should preserve the key SDRs characteristics of
being debt free and unconditional.

» The IMF should expand the closed circuit in which SDRs
circulate by allowing the creation of new prescribed
holders, and central banks should adopt a more flexible
understanding of SDRs reserve asset status.

« SDRs channelling mechanisms should be designed to
serve the specific needs of climate finance, meaning
they should be predictable, made available as grants
and be used to address the most pressing needs of
climate adaptation and loss and damage.

IV. Adopt structural reforms to democratise the global
financial architecture and expand fiscal space

+ The IMF should reform its governance towards a more
equitable repartition of its quotas. This would address
many of the limitations encountered in ensuring
that SDRs support countries recovery and deal with
currently emerging new external shocks.

« Any present and future SDR issuance and channelling
should not deter from other measures needed to
expand countries fiscal space, such as meeting the
0.7 GNI/ODA target, debt cancellation and structural
reforms towards a multilateral debt resolution
framework and UN Tax convention.

Three years into the pandemic the need for deep
transformation of the global financial architecture is more
evident and urgent than ever. The set of reforms outlined
above are ambitious and not without technical difficulties,
but they are feasible provided there is political will. If
implemented, SDRs would turn into a powerful manifestation
of international solidarity, enabling redistribution of income
to tackle the inequality crisis and reparation for developing
countries for the harm that they suffer because of climate
change caused by rich countries.
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Introduction

The global economic governance system is in turmoil. Since
the 2015 Paris Climate Agreement, the urgency of the climate
crisis and the magnitude of the financial resources needed
to tackle it have made clear the need for profound reforms
to the international financial architecture. The Covid-19
pandemic has increased the need for additional resources,
eroding global progress on poverty reduction and human
development, deepening inequalities and pushing many
developing countries to the verge of sovereign default.
Despite the fact that levels of global liquidity are high, it is
lacking where it is needed the most: the public budgets of
developing countries. This was evident in the substantially
different fiscal responses to the Covid-19 crisis between
developed countries and low-income economies, being on
average 21 per cent of Gross Domestic Product (GDP) in

the former and 5 per cent of GDP in the latter! As a result
of the pandemic, the gap in financing needed to meet the
Sustainable Development Goals (SDGs) has increased from
US$2.5 trillion per year to $3.6 trillion.?

In this turbulent and dramatic context, in August 2021 the
International Monetary Fund (IMF) mobilised one of the least-
known tools in its arsenal: Special Drawing Rights (SDRs).
SDRs are a reserve asset, originally created by the IMF to
help its member countries face balance of payment crises,
and they are distributed on the grounds of countries’ IMF
quotas (see Box 1, overleaf). They have two characteristics
that make them ‘special’ and extremely valuable at a time of
crisis: they create no debt in the recipient country and they
come with no conditionality.

At the outset, the new SDRs allocation was presented

as ‘a shot in the arm'’ to the global economy?® that would
supplement countries’ foreign exchange reserves and reduce
their reliance on more expensive domestic or external debt,
therefore creating space to step up their Covid-19 response,
including in their vaccination efforts, and their climate action.*
In other words, they were meant to help countries relax

their budget constraints in responding to the Covid-19 crisis
and engaging in the transition towards clean and affordable
renewable energy sources and energy efficiency policies.

However, despite the unprecedented size of the 2021 SDRs
allocation, equivalent to $650 billion, it was clear from

the beginning that it was inadequate in size to achieve

its ambitious and broad goals, and that it did not target

the countries that needed it the most, because of its

unfair distribution based on IMF quotas. The solutions to
this problem that are being discussed focus on creating
mechanisms to channel unused SDRs from rich to developing
countries. To this end, the IMF has proposed creating a
dedicated new fund, the Resilience and Sustainability Trust
(RST), while proposals are being developed for channelling
SDRs through multilateral development banks or newly
created climate funds. Among other limitations, these
proposals fail to address the core of the problem: the unfair
quota system on which the IMF governance relies.

SDRs have two key
characteristics: they create
no debt in the recipient
country and come with no
conditionality

This briefing aims to take stock of the discussion on SDRs
channelling and assess the different solutions proposed

so far. It shows that they are all a reflection of the
shortcomings and injustices of the existing architecture and
will not offer satisfying solutions unless substantial reforms
are implemented.

Section 1 summarises the events that led to and immediately
followed the new $650 billion SDRs allocation. Section 2
presents the main options for channelling SDRs proposed

by the IMF. Section 3 focuses on the RST and argues that,

as currently designed, it risks undermining countries’ fiscal
and policy space. Section 4 discusses what alternatives

exist to channel SDRs outside the IMF and the technical
constraints that they encounter, showing that significant
reforms are needed for SDRs to be used for and to cater to
the needs of climate finance. Section 5 makes a strong case
for developing alternatives for channelling SDRs outside the
IMF, and it concludes with policy recommendations on how to
reform SDRs allocation, including a much-needed reform of
the IMF quota system, which would turn them into a powerful
instrument of international solidarity.



Box 1: Key features of SDRs

Special Drawing Rights (SDRs) are an international
reserve asset, created by the IMF to supplement its
member countries’ official reserves and provide liquidity
support when experiencing balance of payments crises.
An SDRs allocation provides each member country with
a costless asset that does not create new debt and that
countries can use with no policy conditionality.

Once SDRs are allocated to a country, they are listed
as reserve assets. Reserve assets are high credit
quality and liquid assets held by a country’'s monetary
authorities for meeting balance of payment financing
needs, for interventions in currency exchange markets
and for other related purposes.® IMF rules do not
specify which domestic authority should be in charge
of SDRs. While in most countries they are recorded in
the central bank's balance sheet, in others (for example
the USA), they are recorded on the balance sheet of
the government. However, when held in central banks,
their designation as a ‘reserve asset’ makes it difficult
for them to be used for budget expenditure.

SDRs can only be exchanged with the IMF, other
countries, and a small set of ‘prescribed holders’,
mostly multilateral development banks.® If countries
want to use SDRs for other purposes, they need to
convert the SDRs to one of five reserve currencies,
namely the euro, dollar, sterling, yen and renminbi.
SDRs have three broad uses:

» They can be kept as reserves, bolstering a country's
savings and creditworthiness — the country can
therefore borrow more and at better terms.

» They can be exchanged for hard currency through a
system of swaps managed by the IMF.

* When they have been exchanged for another
currency, they can be used to pay for imports or,
depending on each country's rules and agreements
between the central bank and the treasury, for
fiscal purposes.

The IMF treats SDRs as both an asset and a liability,
and so do the monetary authorities of its member
countries. This implies that if countries give away their
SDRs (either exchanging them for another currency,
lending them or donating them), they incur a cost that
is equivalent to an interest rate set out by the IMF.
Usually, countries lend SDRs rather than donating them
so that they can offset the cost of the interest rate with
the earnings from their loan.
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1. The $650 billion Special Drawing Rights

allocation: potential and limitations

In August 2021, the IMF issued a new allocation of $650
billion worth of SDRs. This was a historic decision in terms
of the size of the allocation — the largest so far — but from
the beginning it also presented several shortcomings. In
particular, its timing and size were in fact determined by the
political will of the US. This meant that the new allocation
came a year later than when first needed and called for by
civil society,” as it only became possible following the US
election since the Trump administration had used its de facto
veto power within the Executive Board to prevent it.

In addition, its size was determined by what was politically
feasible within the US Congress,® rather than by estimates
of actual need. In fact, it was much smaller than the SDRs
emission of $3 trillion that had been called for by 250+
organisations in April 2021 For instance, for countries
that are considered to have weak creditworthiness by
credit rating agencies, the actual amount issued will be
insufficient to bring their reserves up to adequate levels.”
For most indebted countries, the amount of SDRs received
will be less than the cost of their debt service in 2021."

Finally, because SDRs were allocated according to the quota
system, the greatest majority went to rich countries, which
least need them. Of the $650 billion, only about $275 billion
went to emerging and developing countries, and low-income
countries received about $21 billion. By way of comparison,
the 54 African countries received $33 billion in total,’? while
Germany alone received $25.5 billion.”

And yet, despite these limitations, the SDRs allocation was
a breath of fresh air for struggling developing countries.
Since the new allocation, 80 developing countries have been
using their SDRs, either to purchase foreign currency or for
fiscal expenditure (see Box 2, overleaf), demonstrating that
the cost of this operation (the SDRs interest rate to be paid
on the shortfall between SDRs holding and each country’s
original allocation) is worth the additional liquidity that they
acquire from it.

This underscores the real advantage of SDRs: they create

no additional debt and they are unconditional, meaning that
countries are able to use them when and how they wish.

The possibility of using SDRs to increase fiscal space has
been critical for many countries that did not have balance of
payment problems but did face severe budget constraints.
Overall, the trends in their use are much higher than they
were for the 2009 SDR allocation, suggesting both a greater
and more urgent need for these resources and a higher level
of awareness among policymakers on how they can be used.



Can the IMF's reserve currency become a transformative financial resource? « April 2022

Given the potential benefits of SDRs, there is a compelling
argument for repeating the allocation in the very near
future and adopting an allocation formula based on needs
rather than IMF quotas. This argument seems even more
compelling in light of the spillover effects of the Ukrainian
war on developing countries,” which has accelerated

the reversal of long-term trends in the global economy,
magnifying the increase in interest rates and in the price of
food and energy commodities.

However, the response so far has focused on designing
mechanisms to channel existing SDRs that are sitting idle
in rich countries’ central banks to developing countries.

As discussed in the following sections, these solutions are
partial at best and inadequate to the scale of the challenge.

Box 2: How countries have been
using the SDRs allocation

According to the monthly updates of the Center for
Economic and Policy Research,”® since August 2021:

e 32 countries have exchanged SDRs for hard
currency, for $11.6 billion.

- bbcountries have paid the IMF with SDRs,
for $6.5 billion.

» 39 countries have recorded the SDRs in
government budgets or have used them for
fiscal purposes, for $37.3 billion.

For example, Irag, Mauritania, Djibouti, Cabo Verde™
and Sri Lanka'” exchanged all or almost all of their
SDRs for hard currency. In Latin America, Argentina
used them to pay off part of its debt with the IMF, and
Paraguay’s Economic Consolidation Law provides that
SDRs will be used towards meeting the cost of the
pandemic recovery.'® In sub-Saharan Africa, Senegal
has made a similar move by deciding to use part of its
SDRs allocation for public expenditure'” and the Nigerian
Finance Minister declared that SDRs were being taken
as part of the financing for the 2022 budget.?

2. Channelling of SDRs: the IMF’s

unsatisfactory solutions

Special Drawing Rights (SDRs) are unlike other global
liquidity instruments because they are cost and debt

free and come with no conditionality. Mechanisms meant
to channel existing and unused SDRs should preserve
these characteristics that make them ‘special’. This is

the core message of the Civil Society Organisation (CSO)
principles for fair and transparent channelling of SDRs
(see Box 3, overleaf). However, this is not the case with the
solutions proposed so far. The IMF has been leading the
conversation on SDR channelling, choosing the easiest path
that replicates existing structures instead of correcting the
dysfunctionalities of the existing global financial architecture.

At the IMF/World Bank Annual Meetings in October 2021, the
IMF announced that it was working on a plan that envisioned
three different options for channelling SDRs from developed
to developing countries:

« Use 'spare’ SDRs to increase the size of the Poverty
Reduction and Growth Trust (PRGT).

e Create a new IMF-administered Resilience and
Sustainability Trust (RST), to be funded with unused SDRs.

e Channel SDRs to other prescribed SDR holders,
comprising 15 organisations including the World
Bank, some regional central banks, and multilateral
development banks.?'

Each of these options raises a number of important issues.

First, the PRGT is the only existing mechanism for
channelling SDRs and for this reason it has been considered
the technically quickest and easiest solution. However, it
does not respect the SDRs original characteristics; instead, it
creates new debt and it has a history of coming with harmful
fiscal-consolidation conditionality.?? Moreover, it is only
available to a small group of low-income countries, excluding
middle-income countries and emerging economies where
millions of poor people live.

Second, the RST has several faults in its design, which

also alter the original nature of SDRs and compromise its
utility. In addition, the creation of the RST would deepen the
involvement of the IMF in global climate governance and
climate finance, marking an important but problematic and
controversial evolution of the organisation. These issues are
presented at greater length in section 3.
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Box 3. CSOs principles for fair and transparent SDRs channelling

In September 2021, a group of 280 CSOs laid out six core
principles that should guide the design of mechanisms
for fair and transparent SDRs channelling.?® These are:

1. Provide debt-free financing, so it does not add to
unsustainable debt burdens of developing countries.
Grant-based financing is ideal but, if additional loans
are to be offered, then maximum concessionality is
critical (zero interest and lengthy repayment terms
with extended grace periods).

2. Refrain from tying transfers to policy conditionality
(directly or indirectly). Conditionality will lengthen the
time it takes to negotiate such financing, could force
countries into adopting difficult adjustment or austerity
measures, and will put the financing beyond the reach
of countries unable to comply with such conditions.

3. Make financing accessible to middle-income
countries. These countries have persistently been left out
of debt relief initiatives and concessional financing, and
they should not be excluded from yet another financial
assistance option when many of them face deep debt
distress and challenging pandemic vulnerabilities.

Third, with regards to channelling SDRs through other
prescribed holders, the IMF has maintained an ambiguous
position: after first opening up the option of channelling
through multilateral development banks, it has recently
argued that SDRs cannot be recycled through regional
development banks because this would undermine their
reserve asset status.? This position discounts the fact

that the absorption capacity of the PRGT and the RST
(respectively about $30 billion and about $50 billion) is limited
and much smaller than the amount of unused SDRs available
and needed by developing countries. According to UNCTAD
estimates, about $400 billion of the newly allocated SDRs are
kept idle in central banks around the world.? It is compelling
to find adequate ways to mobilise these resources given the
magnitude of the needs faced by many countries.

Section 4 reviews in more depth the proposals that

have been made for channelling SDRs outside the IMF,

the technical constraints that they encounter, and their
limitations. It argues that, despite these constraints and
limitations, it is crucial to design alternatives for channelling
SDRs outside of the IMF to ensure that much-needed
additional liquidity is made available to developing countries.

4. Include transparency and accountability safeguards
on both providers and recipients of such financing
in the spirit of democratic ownership, strengthening
independent scrutiny, participation and accountability
to citizens.

5. Ensure that SDRs contributions are additional to
existing Official Development Assistance (ODA, or
aid) and climate finance commitments. Only SDRs
channelled to developing countries as grants should
count as ODA, or, where appropriate, against the
climate finance goal of $100 billion.

6. Prioritise a use of SDRs that expands international
grant funding for combatting the pandemic, through
budget support for public services and the public
sector workforce in health and education, for social
protection and for other needs. Grants can also
promote a fair recovery that supports climate justice
and that tackles economic and gender inequality,
including the unpaid care burden that women bear,
which the Covid-19 pandemic exacerbated.

3. The Resilience and Sustainability Trust:

more of the same IMF medicine

In January 2022, the IMF published a blog that outlined the
key design features of the RST,% which should be finalised
by the 2022 Spring Meetings in April and operational by
mid-2022. The RST was created in recognition of the gaps
within the existing global financial architecture, namely

the lack of a dedicated instrument to provide concessional
finance to low- and middle-income countries to address
climate change and emergencies.?’” However, its design
raises a number of problems,? not least due to the fact that
it was developed through a process lacking transparency
and without the participation of a broad range of
stakeholders, especially from civil society. The current form
of the RST alters the original characteristics of SDRs and

is misaligned with the CSO principles for SDR channelling,
prompting calls for an urgent rethink and revision of it.
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In particular, the RST has six main problematic design features:

Purpose. RST loans will focus on supporting countries to
make investment and policy reforms in the areas of climate
mitigation and adaptation, health, digitalisation and, more
broadly, achievement of SDGs. While there are valid and
compelling reasons for this focus, the implication is that it

will creep into areas that are outside the expertise of the IMF,
possibly creating competition with other international financial
institutions and at the same time increasing the need for
greater cooperation with the World Bank and other specialised
institutions. Another important and controversial implication is
that the RST will increase the role that the IMF has started to
play in global climate governance (see Box 4, overleaf).?”

Scale of funding: The RST is planned to be capitalised at $30
billion, with the potential to rise to $50 billion over a decade.
This is just a fraction of the $450 billion that low-income
countries will need over the next five years to meet pandemic-
related costs, according to the IMF®® and it is a minuscule
amount when compared to the $6 trillion stated in the climate
finance needs assessment of the United Nations Framework
Convention on Climate Change (UNFCCC). Its small size is
partially explained by a lack of consensus among countries to
reallocate their SDRs through it, and also because it's design
would not allow it to disburse much greater amounts of SDRs.

Country eligibility: The RST is set to support all low-income
countries, all developing and vulnerable small states, and

all middle-income countries with per capita gross national
income (GNI) below $12,000. Using an income-based eligibility
criteria risks excluding middle-income countries that are
highly vulnerable to climate change, as well as those that are
struggling with increased poverty rates, a sluggish economic
recovery, high indebtedness and difficult access to lending
markets. This is inconsistent with the goal of the RST to
channel resources to countries most vulnerable to climate
change whose response has been impeded by the pandemic.

Terms of financing: The RST aims to provide 20-year
maturity and a 10-year grace period, accompanied by a tiered
interest structure that would differentiate financing terms
across country groups, with a high degree of concessionality
for lower-income members. This means that low- and
middle-income countries may face quite different interest
rates and that a zero-interest rate is not guaranteed for
low-income countries, a worrying feature in a context of
increasing interest rates. For example, higher interest rates
are predicted to cost climate vulnerable countries $168 billion
during the next decade.® There will also be an access limit

of 150 per cent of a country’s quota (or $1 billion, whichever
is smaller). This may create a barrier to accessing the trust
for highly indebted middle-income countries that are already
beyond or close to those limits and whose climate and
recovery-related finance needs go way beyond them.

Qualifying criteria: Countries eligible to receive funding from
the RST should have a package of high quality policy measures
consistent with the RST's purpose; a concurrent financing or
non-financing IMF-supported programme with appropriate
macroeconomic policies to mitigate risks for borrowers and
creditors; and sustainable debt and adequate capacity to repay
the fund. This means that the RST will not be accessible to

the many climate vulnerable countries that do not have an
existing IMF programme and are not willing to have one, not
least to avoid the stigma and the conditionality that come with
it. A related potential source of inconsistency is that existing
IMF programmes may have targets (for example, for fiscal
consolidation) that are incompatible with those of the RST
(such as greater spending for climate adaptation).

Conditionality: RST programmes will be designed to
promote structural reforms, in areas such as climate change,
pandemic preparedness and digitalisation, in collaboration
with the World Bank. In other words, countries will be
subject to conditionality agreed by the World Bank and the
IMF. Conditionality is considered indispensable by several
IMF shareholders, such as the US and the European Union
(EU), to get countries on the “right reform path”,*? to ensure
transparency and accountability in the management of
resources, to maintain the reserve nature of SDRs, and as a
guarantee against credit risk.®® Despite reassurances by IMF
management that this will be done respecting the principle of
country ownership,®* there are serious risks that the RST will
lock countries into multiple frameworks of conditionality and
undermine their already limited policy space.®®

The fact that reforms will be designed in collaboration with
the World Bank, and using its Development Policy Financing
(DPF) as a model, is of no reassurance. DPF provides

budget support to developing countries with conditions

(in the form of ‘prior actions’) which specify the adoption

of specific policy and regulatory reforms on a wide range

of areas, including climate. DPF has been long contested

for the type of policy reforms pushed onto countries and

for the use of conditionality as a way of exerting undue
influence over national policy making. For instance,

recent Eurodad research found that post-Covid-19 DPF
programmes continued to promote private finance-first
reforms, undermining the role of the state in the provision of
public services, and its ability to bring about a just, feminist
and green transition.®® Analysis by civil society®” has also
shown that policy reforms in DPF are characterised by a
contradictory approach to dealing with fossil fuels (promoting
phasing out with one hand and incentivising investment

with the other). In fact, the World Bank has recently been
accused of being ‘missing in action’ when it comes to climate
change.®® The fact that conditionality in RST — especially
conditionality in the areas of climate action and health — may
be designed using the example of DPF is concerning.
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Box 4. IMF as the new kid on the climate finance block: potential leader or intruder?

The RST's focus on climate change is motivated by the
IMF's increasing efforts to integrate climate into its work
and to play a role in climate global governance. There are
good reasons why climate action should be mainstreamed
in all of the IMF's operations and policy advice. For example,
the IMF has a comparative advantage in developing analysis
to identify the national and international macroeconomic
implications of climate risks and of the macroeconomic and
financial impacts of policies to mitigate climate change.®”

It also has a crucial role to play in responding to climate
shocks, where those shocks impact balance of payments,
fiscal stability and growth trajectories.*®

However, there are also many factors that make this
move controversial and warrant further scrutiny.

The first issue to consider is that the international
institutional and legal framework that regulates climate
policy and climate finance rotates around the UNFCCC
and the Paris Climate Agreements. These operate

on principles such as ‘common but differentiated
responsibilities’ and ‘polluters pay’ that are at odds with
the IMF governance system, which depends on countries’
quotas (namely, the one-dollar-one-vote rule).

A second related issue is that, despite some improvements,
IMF policy advice continues to have a contradictory and
often harmful approach to fossil fuel. On the one hand, it
tends to see it as a ‘'demand side’ problem, leading it to

Overall, the current design of the RST appears to be
incompatible with the objective of supporting sustainable,
equitable recovery and it does not align with principles

for fair and transparent channelling of SDRs. It also risks
getting little traction from countries and therefore failing to
achieve its objectives,*” while at the same time increasing
the relevance of the IMF at a moment when the institution
is being contested for continuing to push countries towards
fiscal austerity.®® Turning the RST into a more useful and
appropriate instrument to channel SDRs would require
substantive changes, discussed in section b.

focus on energy pricing reforms and fossil fuel removals
that hurt the poorest consumers the most.*! On the other,
in several countries its advice has increased fossil fuel
dependency and favoured new investment in coal, for
instance through tax breaks, as was documented in the
cases of Mozambique, Indonesia and Mongolia.? Overall,
this policy advice may have undermined energy transition
in member countries, and worsened its distributional
negative impact, pushing its cost onto ordinary citizens.*®

The IMF also continues to lack expertise and capacity in
critical areas.* Notably, it recently recognised that the
‘transition risk’ posed by the shift from a fossil fuel-based
global economy to a low-carbon one* is macrocritical, and
it included it as a pillar of its climate strategy.*® However,

its understanding and engagement with the issue remains
limited,*” while it continues to focus on advising countries to
enact carbon pricing to reduce greenhouse gases, ignoring
lessons from the past that this market-based approach
may have detrimental effects.*®

While the IMF's increasing role in climate finance remains

a questionable move that warrants further scrutiny, it is
clear that any contribution to climate finance should include
a strong element of justice and retribution, acknowledging
that the most important policy issue in economics today is
how to tackle climate change in an equitable, just, gender-
responsive and human rights-based manner.

4. Beyond the RST: options for channelling

SDRs outside the IMF

The discussion on channelling SDRs outside the IMF is an
increasingly heated one and it is exposing the shortcomings
of the SDRs as an instrument for development finance.

It also reflects the shortcomings of the current global
financial architecture more generally. Some actors,
especially central banks, are opposing the development of
these alternatives. Others are putting forward inventive
proposals, which bring opportunities but also risks,
especially if not designed in alignment with the CSOs’
principles for fair and transparent channelling of SDRs. This
section reviews these debates and proposals.

Central banks, led by the European Central Bank (ECB), are
blocking the development of channelling options outside
the IMF because, they argue, it would constitute monetary
financing.’” Monetary financing is the use of monetary
policy instruments for the purpose of funding a government
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budget and is prohibited in countries that are part of the
European Union. This argument is at odds with the pledges
made by some European countries to channel SDRs; it

is also contingent on the specific ECB rules, not on SDRs
rules: as discussed above, in some countries SDRs are held
directly by the treasury, and others have used them for
fiscal purposes even if held by the central bank.

Another argument used by central banks to oppose SDRs
channelling is that SDRs should maintain their reserve
asset status, that is, remain largely risk-free and liquid
enough that the lending country’s central bank can still
count them as a reserve asset on its balance sheet. The
ECB and the IMF have questioned that this would be the
case. However, a recent paper from Lazard, a financial
advisory and asset management firm, argues that these
technical constraints could be overcome. In particular, many
problems could be overcome by adopting a more pragmatic
and flexible definition of reserve asset status.5? Ultimately,
what is and is not possible will be a matter of political will.

Multilateral Development Banks (MDBs), led by the African
Development Bank (AfDB), are very keen to become key
actors in the channelling of SDRs from developed to
developing countries. They see it as a way to strengthen
their capital base and acquire a more prominent role in
directing global economic governance; this has clearly been
the case for the AfDB.5® MDBs (many of which are already
prescribed holders of SDRs) could use SDRs in two ways:®*

* SDRs could be lent to MDBs that would in turn lend
them to countries in need of investment in specific
areas, such as vaccines, climate mitigation/adaptation,
agricultural support. This could be done mimicking the
structure of the PRGT at the IMF, so that (i) the MDB
compensates the SDR lender, either from the proceeds
of the loans it makes to developing countries or from
another pot of money designed for such compensation,
and (ii) the MDB guarantees that the SDR lender can
retrieve its SDRs on demand.

* MDBs could use SDRs to increase their balance sheet
and leverage additional investment in capital markets.
This would imply turning a monetary instrument (SDRs)
into a long-term investment instrument.®®

The feasibility of these two options is contingent on whether
they would preserve the SDRs' reserve asset characteristic.
Their desirability is contingent on the implementation of
comprehensive governance reforms to make MDBs truly work
in the public interest instead of focusing on ‘de-risking’ private
finance. The latter is an approach aimed at using financing
instruments like guarantees, equities or public-private
partnerships to mobilise additional private finance, arguably to
finance the achievement of the SDGs and the Paris Agreement.
In practice, it is leading to the increased financialisation of
development lending,® putting the latter in the service of profit
rather than the common good.”’

The UN Economic Commission for Africa (UNECA)

has suggested using SDRs to fund the Liquidity and
Sustainability Facility (LSF), an initiative aimed at developing
a repo bond market in Africa, to be developed in collaboration
with the asset management firm PIMCO. The LSF would
provide short-term loans, known as repos, to international
investors with portfolios containing African government bonds,
using them as collateral. This would make the bonds less risky
and therefore more attractive to a wider range of investors,
ultimately reducing the borrowing cost for African countries.®
At the moment, the use of SDRs for the LSF encounters the
same limitations encountered by MDBs.

In any case, the LSF has raised several concerns,® including
the pro-cyclical nature of repo arrangements, the institutional
risks linked to potential conflicts of interest, and questions
about the real beneficiaries of a development model structured
around partnerships with global finance. More generally,

using SDRs to leverage private capital, either through MDBs

or through the LSF, warrants caution and scrutiny. There is a
risk that SDRs becomes the object of financial securitisation
instead of an instrument for equitable development finance.

Climate justice organisations and actors are seeing SDRs

as a potential source of additional climate finance. The use of
SDRs for climate finance is not a new idea,®® but it has acquired
renewed strength in November 2021 at the COP26 in Glasgow.
The COP26 Glasgow Climate Pact retained a generic reference
to considering use of SDRs to address climate vulnerabilities®’
and great prominence was given to the proposal put forward
by Mia Mottley, Barbados' Prime Minister, of an annual
issuance of $500 billion worth of SDRs to be put into a Climate
Finance Trust (see Box 5, overleaf). Others have proposed to
direct SDRs to the Green Climate Fund or to use them to create
a specialised fund for loss and damage (impacts of climate-
related phenomenon that fall outside normal parameters, such
as unprecedented flooding, landslides and wildfires).¢?
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Box 5. Mottley’s proposal on the
use of SDRs for climate finance

At COP26, Mia Mottley, Barbados' Prime Minister, called
for an additional $500 billion worth of SDRs to be
issued every year for 20 years to unlock the carbon-
cutting investments needed to limit heating to 1.5C.¢3
According to the proposals (developed by Avinash
Persaud, her special envoy for investment and financial
services), the annual issuance would be channelled

into a Climate Finance Trust. The Trust would auction
SDRs-backed low-interest loans to the investment that
proposed the highest level of greenhouse-gas reduction
or removal. Environmental, social and governance
(ESG) conditionality would be attached to the loans;
both private and public actors would be allowed to bid.®*
According to Persaud, the Trust would preserve the
reserve asset quality of SDRs because it would invest
in assets that are liquid and guarantee a high credit
quality. The Trust would be focused specifically on
climate mitigation efforts, and should be complemented
by other climate finance mechanisms that focus
specifically on climate adaptation and loss and damage.

The proposal has been criticised for leaving “the
design of the transition and decarbonisation strategies
completely in the hands of private finance".¢® This
would risk undermining governments’ role in setting
out priorities, coordinating investments and building
institutional capacity to manage the transition.

However, the proposals developed so far for channelling SDRs
outside the IMF are either not feasible or not well aligned

with climate finance needs (see Box 6). As discussed above,

at the moment only some MDBs are SDRs prescribed holders
and therefore in the position to use SDRs for climate finance

in the short term. Moreover, MDBs mostly provide climate
finance in the form of loans and tend to target mitigation and
energy projects,®® and do little to contribute with grants and
concessional finance to climate adaptation and loss and damage.

A favoured alternative would be for the IMF to turn existing
and future climate funds into a prescribed holder.” The most
straightforward candidate is the Green Climate Fund, for
which the World Bank (which is a prescribed holder) acts as a
Trustee.® However, as things stand, the use of SDRs by climate
funds should be set up so that the SDRs' reserve asset status
is maintained. As discussed above in the case of MDBs, this
would make it difficult to use SDRs to provide climate finance
in the form of grants or even of very concessional finance. Past
proposals of using SDRs to create dedicated climate funds
have encountered the same limitation.®’

Another potential problem is that, as in the case of the RST
discussed above, loan-based climate finance would be likely
to come with conditionality; this could lead to debtors being
required to perform obligations that would not necessarily
be matched by the discharge of obligations by trust fund
contributors, in violation of the UNFCCC ‘common but
differentiated responsibilities principle’.

A final, and until now neglected, option for the channelling
SDRs, is that countries could donate their SDRs (bearing
the cost of doing so) or, instead of transferring SDRs, they
could channel the equivalent amount of hard currency
from their international reserves. Both options would hinge
on a country’s legal ways of turning international reserves
(including SDRs) into fiscal expenditure. As seen above, many
central banks oppose this and in the case of EU Member
States this option would appear to violate ECB rules. In

the case of the UK, a recent proposal has been developed

to leverage some of the UK's additional SDRs for global
vaccinations. This would be done by selling some foreign
currency reserves and leaving SDRs untouched, and using
the hard currency to make donations to global development.
A recent study by CAFOD has shown that this initiative would
be consistent with the UK legislation and fiscal rules on
borrowing and debt and it would leave UK overall foreign
reserves higher than before the SDRs allocation.”

Ultimately, what is and is not possible in terms of SDRs
channelling is a matter of political will: with sufficient
motivation, the technical constraints can be overcome and
innovative solutions found. So far, however, demonstrations
of political will by developed countries have been lukewarm
and inconsistent. Both the G207 and the G772 committed to
reallocate $100 billion of SDRs to more vulnerable countries
and French President Emmanuel Macron called for
countries to channel $100 billion of SDRs to a ‘Global New
Deal’ for Africa,” but commitments so far are stuck at $56
billion and in practice not a cent has been channelled yet.*
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Box 6. Criteria for just and effective climate finance

In 2009, at the United Nations climate summit in
Copenhagen, rich nations committed to channel $100 billion
a year to less wealthy nations by 2020 for mitigation and
adaptation activities. However, the goal is not predicted to
be met until 2023,5 and the quality of the climate finance
that has been provided is being undermined by the fact
that it is mostly provided as loans and in other forms of
non-concessional finance.” There are several reasons why
these types of solutions lead to poorer outcomes.

First, the excessive reliance on loans means that
climate finance makes climate vulnerable countries
more vulnerable to debt, which in turn reduces the
ability of these countries to adapt and to address

loss and damage, or to invest in public services

and social protection.”” Another problem is that the
greatest majority of climate finance is allocated to
climate mitigation, and only a small minority to climate
adaptation and next to nothing to address loss and
damage, despite these two last categories being

the most pressing for many developing countries.”®
Investment in climate adaptation and in loss and damage
are unlikely to generate substantive financial returns
from which loans could be repaid, which is why they
should be funded through grants. Finally, there are

5 Conclusion and policy recommendations

The $650 billion allocation of SDRs has been an important
and useful measure to help developing countries face the
Covid-19 crisis, especially to help them fund the expenditures
necessary to tackle the health and social emergency.
However, the allocation was inadequate in size and unfairly
distributed, making a compelling case for a second

larger and fairer allocation, and for the establishment of
mechanisms to channel the unused SDRs of rich countries to
developing countries that most need them. Even more, it has
demonstrated the need for a reform of the IMF quota system,
to ensure fairer future SDRs allocation and decision-making.

So far, the discussion has focused on how to channel SDRs,
and has been a further demonstration of the lack of adequate
mechanisms and institutions to provide development and
climate finance without undermining countries’ fiscal and
policy space.

equity reasons based on the principle of ‘common but
differentiated responsibilities’ for why rich countries
should provide climate finance in the form of grants.

In order for climate finance to adequately support
countries’ efforts to tackle climate change and develop
sustainably, its quality must improve; this means
ensuring that climate finance is new and additional

to existing international financial commitments such

as ODA, and it means increasing its quantity and the
share that goes to climate adaptation and loss and
damage. It is also important to improve vulnerable
communities’ access to it. In addition, climate finance
should be non-debt creating and without conditions.
This means it should be primarily delivered in the form
of grants. If loans are to be used, it should only be in
highly concessional terms and only for certain purposes
and programmes that will not lead to the accumulation
of unsustainable and illegitimate debt burdens. Climate
finance should also be public and disbursed for public
and publicly accountable programmes and projects
rather than private for-profit initiatives or public-private
partnerships. A gender-responsive approach to finance
should be followed in order to create transformative and
positive change within societies.

The only concrete action until now has been the design of

a new fund, the Resilience and Sustainability Trust (RST),

to channel SDR through the IMF. Far from being a ‘silver
bullet’, the RST presents several limitations in its design that
are at odds with principles for just and transparent SDRs
channelling. In addition to shortcomings in its design, the RST
would mobilise only a minority of the unused SDRs available.
Using all resources available has become a moral duty given
the magnitude of the global challenges that the world faces.

[t is paramount that alternatives for channelling SDRs outside
the IMF are developed. The proposals put forward so far have
encountered opposition motivated by technical constraints

— mostly linked to the need to preserve the reserve asset
nature of SDRs. They are also inadequate for providing good
quality climate finance for climate adaptation and loss and
damage. Designing and implementing better alternatives for
the channelling of SDRs requires substantial reforms to SDRs
processes and institutions. Technical constraints can be
overcome with the sufficient level of political will. Civil society
must push for these reforms to maximise SDRs’ potential as
a source of global liquidity for equitable and just sustainable
development and climate finance.
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We call on the IMF, the G20 governments and in particular
their finance ministers, and Central Bank Governors to
consider the following set of reforms:

|I. Adopt urgent reforms to SDRs
mechanisms and institutions

» A new urgent allocation of $2.5 trillion SDRs is
warranted by the continuation of the pandemic and the
additional global economic uncertainty triggered by the
war in Ukraine.

¢ Inthe short term, the IMF should consider
implementing regular SDRs allocations that are not
linked to existing members’ quotas and adopt instead
a needs-based allocation formula that makes them
directly available to the countries that need them when
they need them.

* Any new allocation should be additional to current
and future global climate finance goals and to
ODA commitments and channelling of SDRs
should be counted as contributions towards these
commitments only when provided as grants or
highly concessional finance.

Il. Implement substantive reforms to the RST to ensure
that it is compatible with the objective of supporting a
sustainable and equitable recovery

« Broaden the eligibility criteria to include all climate
vulnerable developing countries, regardless of income
level. This should include middle-income countries,
which cannot be served by the PRGT and have
struggled to access sufficiently concessional finance
during the pandemic, and low-income countries
that have not had access to the PRGT because their
problem was not a balance of payment one or they
needed longer maturities and grace periods.

e Revise the terms of financing so that the RST provides
highly concessional financing that does not undermine
members' debt sustainability and is not linked to
having an existing IMF programme. Access limits
should be increased to allow access to countries
facing high and increasing levels of debt as a result of
exogenous climate and economic shocks.

e Include state contingent clauses in RST loans to protect
recipient countries in the wake of external shocks: a
resilience instrument ought by definition to be flexible
in case of unforeseen contingencies.

« Prioritise country ownership and avoid harmful policy
conditionalities, particularly those focused on fiscal
consolidation and on enhancing the role of the private
sector in public services delivery. At a minimum,
the IMF should adopt a ‘do no harm’ approach in the
design of RST programmes, relying on systematic use
of ex-ante impact assessments to prevent suggested

reforms from negatively impacting on human rights
or entrenching gender and economic inequality and to
ensure environmental and biodiversity integrity.
Before implementing the RST, the IMF should convene
a consultative discussion, including a broad range of
stakeholders, to ensure that its design supports a just,
feminist transition.

lll. Develop alternatives for channelling SDRs outside the IMF

Additional mechanisms to channel SDRs outside the
IMF should be developed in alignment with principles
for fair and transparent channelling, to preserve

the key SDRs characteristics of being debt free and
unconditional.

The IMF should expand the closed circuit in which
SDRs circulate by allowing the creation of new
prescribed holders.

National central banks should favour this by accepting
a more flexible understanding of SDRs’ reserve asset
status, which would also make it easier for countries to
use SDRs for fiscal purposes.

SDRs channelling mechanisms should be designed to
serve the specific needs of climate finance, meaning
they should be predictable, made available as grants
and be used to address the most pressing needs of
climate adaptation and loss and damage.

IV. Adopt structural reforms to democratise the global
financial architecture and expand fiscal space

The IMF should reform its governance towards a more
equitable repartition of its quotas. This would address
many of the limitations encountered in ensuring that
SDRs support the recovery of countries and deal with
currently emerging and new external shocks.

Any present and future SDR issuance and channelling
should not deter from other measures needed to
expand countries’ fiscal space, such as meeting

the 0.7 per cent GNI/ODA target, debt cancellation
and structural reforms towards a multilateral debt
resolution framework and UN Tax convention.

This set of reforms is ambitious and not without technical
difficulties, but it is feasible provided there is political will. If
implemented, SDRs would turn into a powerful manifestation
of international solidarity, enabling redistribution of income
to tackle the inequality crisis and reparation for developing
countries for the harm that they suffer because of climate
change caused by rich countries.
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