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INTRODUCTION

THE G-20 GLOBAL
FINANCIAL SUMMIT:

WHAT IS AT STAKE?

his Saturday, November 15, 2008, leaders of the

G-20 countries will gather for the first time to
address a financial crisis whose evolution highlights
a dramatic shift in the contours of the global econo-
my. As the world looks to China and other emerging
powers to act as the engine for global recovery from
a financial crisis that emanated from Europe and the
U.S., the established economic and financial order is
being turned on its head. Between 1960 and 2000, the
fate of the world economy could reasonably be under-
stood as the fate of the G-7. The G-7 share of output
remained at roughly two-thirds of the global share of
output. Since 2000, however, the G-7 share has fallen
below sixty percent and, according to Brookings schol-
ar Homi Kharas, is likely to fall to around a third by
2030. In contrast, the G-20 share has remained stable
at 90 percent of the world economy since 1965 and is
likely to remain there into the foreseeable future.

Can the G-7 remain the global economy’s steering
committee or is it time to pass the baton? The G-20
finance ministers forum was set up following the Asian
Financial Crisis to create a more representative body
to discuss issues of pressing global policy importance.
Like the other international institution set up in the
late 1990s—the Financial Stability Forum—the G-20
has not yet lived up to its promise. Now, for the first
time, the G-20 is meeting at the Heads of State level
rather than the Ministers level. This summit should
mark the first step towards a more prominent role for
the G-20 in global economic governance.

The G-20 meets at a key moment for the world econ-
omy with world leaders facing critical challenges of
both a short- and long-term nature. So, what is at
stake for the first G-20 summit and what can be done
by the leaders who will gather seeking solutions? In
this new report, Brookings Global scholars outline the
seven key issues at stake and offer recommendations
for strengthening the global financial architecture and
its governance.

The possibility of a global recession will need to be met
with a swift policy response. Just as the U.S., Europe
and even China are engaging in expansionary macro-
economic policies, so too other emerging economies
should be given the policy space for countercyclical
policies where appropriate. Finding ways to maintain
aid flows to the poorest countries should also be a pri-
ority. The global trading system must be reinvigorated
if trade flows are to serve as a critical channel for global
recovery.

The current crisis has also highlighted several lon-
ger term challenges of economic governance that this
summit should begin to address. The functioning of fi-
nancial regulation needs to be re-examined to establish
the appropriate balance between financial innovation
and risk management. The role of the IMF will also
need to be rethought: whether this means an expanded
role with strengthened macroeconomic surveillance or
a diminished role in favor of regional financial coop-
eration is an open question.
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Financial Regulation and Supervision. Eswar
Prasad outlines the critical issues facing the lead-
ers, including the need to redesign regulatory
structures for increasingly complex financial sys-
tems and to increase transparency in the operation
of specific markets and financial institutions.

Stabilize Emerging Economies. Mauricio Cir-
denas notes the need for emerging market poli-
cymakers to deploy countercyclical policies in
the face of depressed global demand and falling
commodity prices and lays out several measures
in support.

Reform the Aid System to Fix the Slow-Burn-
ing Global Poverty Crisis. Homi Kharas argues
that leaders must look to maintain aid flows now
more than ever at this critical financial inflection
point, particularly as developing nations may be
hit hardest and long-term global stability depends
as much on reducing poverty as it does on fixing
the regulations governing global private capital.

Beyond the G-20: Why the WTO Is More Im-
portant than Ever. Paul Blustein argues that the
financial crisis proves the World Trade Organiza-
tion is more relevant than ever for avoiding the
beggar-thy-neighbor trade wars that deepened the
Great Depression, and recommends that leaders
use the summit as an opportunity to reinvigorate
the multilateral trading system and refrain from
any actions that would undercut the vitally critical
contribution of trade to restarting growth.

Now Is the Time for Permanent Governance
Changes. Colin Bradford and Johannes Linn ap-
plaud this first-ever meeting at the heads of state
level of the G-20 countries and call for a perma-
nent shift to the G-20 from the G-8 in order to
make the governance of the global financial order
more representative and more effective.

Keep the IMF at the Center. Lex Rieffel argues
that the IMF must stay at the center of the inter-
national financial architecture but can do so only
if its responsibilities, funding, and governance
are reformed to reflect the growing importance
of emerging powers and to apply its powers of
surveillance to all members including the United
States.

What the U.S. and Asia Should Do: Establish
a Global Financial Crisis Secretariat and an
Asian Financial Facility. Wing Thye Woo ar-
gues that Asia should adopt a regional financial
swap facility to complement the IMF, much as
the regional development banks complement the

World Bank.
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THE FUTURE
OF FINANCIAL
REGULATION

Eswar Prasad

What’s at Stake

he recent global financial turmoil has brought

into sharp relief the need to rethink many aspects
of financial market regulation. There is clearly a need
to redesign regulatory structures for increasingly com-
plex financial systems and to increase transparency in
the operation of specific markets and financial institu-
tions.

These issues are a high priority for industrial coun-
tries as they try to put their financial systems back on
their feet and prevent further collapses. But the need is
equally pressing for emerging markets, even though fi-
nancial systems in most of them have not been ravaged
to the same extent. For these economies, the challenge
is to rethink the financial development paradigm and
the right lessons they should take from the crisis.

Let us review the five big considerations that national
governments face as they survey the newly altered fi-
nancial landscape and consider how to harness its po-
tential while managing the risks it entails.

What Should Be Done

1. How to deal with the increasing complexity of financial
institutions and markets?

"The financial landscape has changed in important ways
that will ultimately not be reversed even by the crisis.
Even if some of the more exotic securities and deriva-

tives products implicated in the crisis disappear forev-
er, financial institutions in virtually every country now
have a broad reach, both domestically and across na-
tional borders. Regulating these institutions as unified
entities may make more sense than regulating specific
parts of each of them.

The reality, however, is that the best-conceived regula-
tion has its limits. Recognizing that reality, rather than
maintaining the illusion that that the goal is to achieve
a perfect regulatory system, may actually yield a more
creative approach in terms of thinking about what is
necessary to make market discipline work better and
augment formal regulation. One lesson from the crisis
in the U.S. is that implicit government involvement (in
the government-sponsored enterprises such as Fannie
Mae and Freddie Mac, for instance) and tight regula-
tion of just part of the financial system can make mat-
ters much worse as this combination can distort the
forces of market discipline.

2. How to strike a balance between financial innovation and
management of systemic risks?

The broad concept of financial innovation has gotten
tarred with the same brush applied to the exotic instru-
ments that precipitated the crisis (in tandem with regu-
latory negligence and outright fraud). But the reality
is that some innovations have improved the efficacy of
financial intermediation and are here to stay. For in-
stance, currency derivatives are essential for hedging
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foreign exchange risk in open economies. Similarly,
commodity derivatives can smooth income fluctua-
tions for agricultural producers. This is not to say that
such products are without their risks. But the role of
the government should not be to block these markets
but rather to foster them and bring them out into the
open, where they can be regulated more effectively.
Blocking the development of products for which there
is a real demand simply drives them underground.
Over-the-counter derivatives contracts, such as OTC
currency derivatives, are harder to regulate and can in
many circumstances be much riskier than exchange-
traded products.

The key challenge for regulation is how to encourage
and manage beneficial financial innovation without sti-
fling it. It would be optimal to create some regulatory
space for innovations, but the problem is that innova-
tion that gets too far ahead of regulation can gener-
ate risks of its own. Recent events suggest the need for
caution; while this is reasonable, it is worth keeping in
mind that translating caution into regulatory overbear-
ance that kills innovation has its own costs. Striking
the right balance is the problem, and not an easy one
to solve.

3. Should governments rethink the notion of promoting fi-
nancial development?

There is an important difference between basic finan-
cial development and financial innovation in the form
of exotic derivatives products. In many emerging mar-
ket economies, the challenge is to develop markets that
will allow for efficient financial intermediation of sav-
ings (both domestic and foreign) into productive in-
vestment. For economies such as China and India, this
not only means strengthening their banking systems
but also fostering a broader range of markets, includ-
ing corporate bond markets and exchange-traded cur-
rency derivatives.

Moreover, for these economies there is still the key
imperative of financial inclusion—bringing into the
ambit of the formal financial system a large swath of
the population that currently has no access. This is es-
sential to give much of the population (particularly in
rural areas) access to credit to promote entrepreneur-
ship; saving instruments; and instruments to manage
risk. Simple innovations such as creating exchanges
for trading warehouse receipts electronically can also
provide a huge boost in terms of agricultural finance.
Financial inclusion is relevant in rapidly-growing
economies not just for financial stability but also for
socioeconomic stability (by providing opportunities
for the economically underprivileged).

4. Where do macroeconomic policies fit in to this discussion
about financial markets?

There is in fact a deep connection between financial
markets and macroeconomic policies. The absence of a
good financial system makes the transmission of mon-
etary policy a lot less efficient and can therefore com-
plicate its conduct. It is equally true that stable macro-
economic policies are a key building block for financial
reforms. Using banks as a conduit for redistribution
or as a device for financing large government budget
deficits crimps financial development and reforms,
and has large hidden costs that are ultimately borne
by depositors and taxpayers. Here again, the challenge
for emerging economies is to figure out how to move
simultaneously on both fronts—better macro policies
and financial reforms—in a mutually-reinforcing way.

5. Is there a role for global coordination of financial regula-
tory policies?

"This sounds like a good idea but it is far from obvious
that it is desirable, let alone feasible. There are certain-
ly regulatory challenges posed by institutions that span
multiple countries and could easily engage in regula-
tory arbitrage. Nevertheless, the logic of trying to de-
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velop common regulatory standards across countries is
not clear. Instead, what would be more productive is to
use forums such as the IMF and the Financial Stability
Forum to develop common principles for regulation,
based on different countries’ experiences and exper-
tise, and then leave it to each country to apply those
principles in a manner that takes account of domestic
circumstances.

An important priority is to use a forum such as the
IMF to coordinate and maintain oversight of macro-
economic policies in different countries. There are
huge negative externalities to the global economy from
misguided policies in systemically important countries.
Even consensual behavior among big economies such
as China and the U.S. has to be analyzed and under-
stood in the context of the global implications of their
policies. Recent events show that innocent bystanders
can get caught up in the whirlpools created by such
consensual behavior, especially as financial globaliza-
tion has created tight linkages among countries and
international spillovers have become larger and more
rapid.

The IMF ought to be the institution that maintains
global oversight of both macroeconomic and financial
policies, but for this it should have some teeth—lever-
age over its member countries—rather than just hope
that moral suasion will work. To be an effective insti-
tution, it needs capital and, more importantly, legiti-
macy—it has to be seen as an even-handed advisor and
arbiter, rather than just as a tool of the U.S. and other
advanced economies. Creative solutions will be needed
to solve the twin problems and break the logjam that
currently exists in these dimensions.

The Bottom Line

These are difficult times with many challenging issues
on the table. While there are no easy answers to the
complex questions posed in this note, framing the is-

sues in the right way is half the battle. The Global Fi-
nancial Summit is a good opportunity to get started.

Eswar Prasad is a Senior Fellow at the Brookings Insti-
tution and the Tolani Senior Professor of Trade Policy at
Cornell University.
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STABILIZE EMERGING
ECONOMIES

Mauricio Cardenas

What’s at Stake

Recent events in financial markets, as well as the
prospect of a recession in the U.S. and other in-
dustrial economies, have created new challenges for
emerging countries. Avoiding major set backs in re-
ducing poverty and inequality should be one of the is-
sues to be discussed at the G-20 meeting. For reasons
that are not entirely under their control, many emerg-
ing countries have a long record of pro-cyclical poli-
cies that, if pursued again, will potentially create social
unrest and political instability.

In contrast, the U.S., Europe, and now China, are
rapidly adopting counter-cyclical policies to offset the
decline in aggregate demand. Central banks have low-
ered interest rates while the executive and legislative
branches have moved fast in terms of providing fiscal
stimulus. The debate in OECD countries is not on is-
sues of substance, but on fine- tuning questions such as
how much to lower interest rates and finding the right
combination of lower tax rates and higher government
expenditures.

Unfortunately, with few exceptions like Chile and Chi-
na, in emerging countries little is being done to stabilize
demand and output. No doubt the inability to adopt
counter-cyclical policies in part reflects the countries’
own institutions and policy preferences, but the work-
ings of global financial markets also play a role. The
upcoming meetings of the G-20 offer a unique oppor-
tunity to fix that part of the problem.

Emerging economies have already been impacted by
the global financial crisis. Notwithstanding the lack of
up-to-date information on capital flows, the IMF re-
cently estimated that global portfolio flows to emerg-
ing markets are retracting at an accelerating pace. New
issues of emerging countries’ debt fell to $80 billion
during the third quarter of the year from nearly twice
that figure in the second quarter. Not surprisingly,
EMBI spreads are on average 400 basis points higher
than a year ago.

For commodity-dependent countries, especially in
Latin America and Africa, the reduction in commodity
prices has been another piece of bad news. Relative to
a year ago, prices of industrial metals are down by 45
percent, energy prices by 32 percent, and agricultural
prices by 24 percent. Although prices were above their
trend levels, the magnitude of the decline has put pres-
sure on the current accounts. Low demand in the U.S.,
Europe, and Japan is affecting other non-commodity
exports as well, while the decline in economic activity
is affecting workers’ remittances, which are a signifi-
cant source of income for certain regions of the world,
such as Central America.

Therefore, it is not surprising that the output gap—
measured as the difference between potential and actu-
al growth—is already positive throughout the emerg-
ing world, and next year is expected to be close to two
percentage points. In Latin America alone, the output
gap is likely to be higher. The important point is that,
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with some coordination, there are ways to narrow the
gap and minimize its negative consequences on social
progress.

What Should Be Done

n important number of emerging countries have
dopted inflation targeting as the framework for
monetary policy, in which central banks announce a
target for inflation and make use of all the information
and modeling available to set the interest rate in a way
that is consistent with that goal. Although the explicit
numerical target increases the central bank’s account-
ability in controlling inflation, it also reduces the de-
grees of freedom of monetary policy, especially in cases
where credibility is low.

Even if monetary authorities know that in the medi-
um- to long-term inflation will be consistent with the
adopted targets, in the short run inflation can be high-
er for reasons not entirely under their control, such as
high food prices or a depreciation of the currency. For
example, Mexico’s annual inflation rate rose to a seven-
year high in October (5.8 percent), led by electricity,
gasoline and food, while Brazil’s annual inflation rate
rose to a three-year high last month (6.4 percent), af-
ter a 26 percent depreciation of its currency (relative
to a year before). Under these circumstances, central
bankers fear an exacerbation of inflationary expecta-
tions and are thus reluctant to cut interest rates, even
if the output gap would justify it. In other words, mon-
etary policy is not helping to smooth out the negative
external shock.

The contrast with the U.S. monetary policy could not
be sharper. Inflation is expected to be close to 4 per-
cent by the end of the year, a full one percentage point
higher than in 2007. That has not been an obstacle for
the Federal Reserve to cut its rate by 350 basis points
during the last year, mainly because inflation is expect-
ed to fall to 2 percent in 2009 due to the recession.

So what can be done about inflation targeting in
emerging countries? There is a considerable debate,
especially in Asia, on whether inflation targeting is
the right framework for emerging countries. In Latin
America, which still needs to consolidate low infla-
tion, the question is how to make inflation targeting
work well. In that spirit, G-20 countries should ask
the IMF to recommend that Latin America and Carib-
bean countries focus on medium-term inflation, and
not on short-term targets. One way of doing this is by
encouraging countries to adopt wider ranges for the
inflation target, on the order of two percentage points
in each direction. The IMF could also help reinforce
the credibility of central bankers in emerging countries
by producing country reports that explain why excep-
tional international circumstances cause inflation to be
temporarily above the target.

In the case of fiscal policy, it is well known that emerg-
ing countries tend to behave pro-cyclically. In par-
ticular, fiscal deficits go up during booms and down
in recessions, while the opposite happens in OECD
countries. One reason is that in bad times, credit sup-
ply dries for emerging countries limiting the capac-
ity to run deficits. Of course this is related to the fact
that in good times developing countries do not save
enough, reflecting deeper institutional problems. One
popular explanation is that in good times the common
pool problem becomes more severe and there is more
rent extraction. But regardless of what that fundamen-
tal explanation is, in practice the IMF reinforces the
pro-cyclical pattern by advocating fiscal adjustment in
response to the reduction in credit supply.

There are no easy solutions to the challenges posed
by pro-cyclical fiscal polices. Without doubt, country
level actions are indispensable. Political and fiscal insti-
tutions need to provide the incentives and constraints
that result in credible and flexible fiscal policies. But
there are steps that the international community can
take as well.

BROOKINGS GLOBAL ECONOMY AND DEVELOPMENT 9
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One priority is the development of a regional bond
market. With deeper regional capital markets, financ-
ing countercyclical fiscal policies will become less of a
constraint.

What G-20 countries need to do is to ask multilateral
banks and foreign government agencies to issue bonds
in these markets, and encourage countries with large
levels of reserves to invest in them. The Asian Bond
Market Initiative is a positive step in this direction
which could be expanded and implemented in other
regions, such as Latin America.

The IMF announced a short-term liquidity facility
to countries that “have been assessed very positively”
with “track records of sound policies, access to capital
markets and sustainable debt burdens.” Although well
intentioned, there is a significant risk that, if pursued
according to past practices, this strategy will basical-
ly provide funds to countries that do not need them.
What needs to be done is to coordinate actions so that
central banks in emerging countries begin lowering
interest rates soon, and steps are taken so that in the
future countercyclical fiscal policies can be adopted.
Although this would require institutional reforms at
the domestic level, regional capital markets must be
developed for countries to be able to borrow in the
bad times. The new financial architecture should em-
phasize these arrangements, rather than pursuing the
strategy of strengthening one particular entity.

The Bottom Line
Current policies in developed and emerging econ-

omies reflect two profound asymmetries. Coun-
tercyclical fiscal policies are a luxury of countries that
have a fluid access to international financial markets,
while only a few central banks are able to lower interest
rates without losing credibility. There are some con-
crete steps that G-20 heads of state could take to ame-

liorate these problems, allowing emerging countries to
stabilize their economies more effectively.

Mauricio Cdrdenas is Senior Fellow and Director of the
Latin America Initiative at the Brookings Institution
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REFORM THE AID
SYSTEM TO FIX THE
SLOW-BURNING GLOBAL

POVERTY CRISIS

Homi Kharas

What’s at Stake

s the heads of state of the G-20 countries meet in

Washington on November 15 for their first ever
summit, they should spare a thought for the world’s
poor. The summit is focused on the crisis in global fi-
nancial markets, which indirectly affects most develop-
ing countries. But it should not ignore the problems
with official development assistance (ODA) which di-
rectly affect the Main Street in the poorest countries.
Long-term global stability depends as much on reduc-
ing global poverty as it does on fixing the regulations
governing global private capital. So global leaders
should take this opportunity to consider how to make
ODA less volatile and more suitable for financing sus-
tainable development.

Today’s crisis emphasizes two old lessons of finance.
Financial markets penalize policy weaknesses and mis-
takes. And financial markets amplify economic cycles.
For many emerging markets these truths have meant
that access to foreign finance has been a mixed bless-
ing. It has permitted faster, and oftentimes more effi-
cient, fixed capital accuamulation. But it has also been
associated with crisis and development set-backs. Not
surprisingly, the empirical evidence on the link between
external finance (excluding FDI) and development is
weak. Some of the emerging economies that have been
hardest hit by the current financial crisis, like Hungary,
the Baltics and Iceland, are among those that enjoyed
earlier growth benefits from capital opening, but must
now face the consequences of their risky approach.

Most emerging markets have chosen a safer strategy,
with cautious opening of domestic capital markets and
an emphasis on stability. These countries have learned
that the downsides of instability and the risk of crises
can outweigh the efficiency gains from integrating rap-
idly with global finance. Their development policy has
emphasized mobilization and use of domestic savings
and the pursuit of macroeconomic stability with low
and stable inflation and exchange rates.

Poor countries have found it harder to resist external
finance in the face of limited domestic resources and
large needs. They are heavily reliant upon ODA in the
form of grants or cheap credits to build infrastructure
and provide needed education, health and other social
services. But just like private capital, ODA is subject to
sudden stops and starts. And just like private capital,
volatility in ODA undermines its effectiveness as a tool
to finance sustainable development.

One problem with aid is that it is unpredictable. Rich
countries promised to increase their ODA to $130 bil-
lion a year by 2010 at the Gleneagles G8 Summit in
2005, while doubling aid to Africa. But after a burst of
large increases, primarily for debt relief, aid flows have
declined in the last two years and the Gleneagles targets
now seem unreachable. In today’s environment, with
domestic fiscal stimulus and bank bail-outs stretching
deficits in rich countries, the prospects for rapid in-
creases in ODA are dim. Thankfully, emerging mar-
ket donors who are members of the G-20, like China,
India and Korea, are picking up part of the slack. But
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these new donors have not formally announced specif-
ic future aid commitments, and in some instances they
compete with other donors instead of complementing
their efforts.

Like private capital, official aid tends to be concen-
trated on a few countries with good reputations. By
design, ODA is sensitive to the policy and institutional
environment of recipient countries. A handful of “do-
nor darlings” that adopt orthodox economic policies,
as defined in the capitals of the West, get the bulk
of official aid. In some cases, this link is explicit: the
threshold approach of President Bush’s Millennium
Challenge Corporation (MCC) and the allocation for-
mula of the International Development Association
(IDA) formally link aid volumes with policy measures.
In other cases, the link is more implicit, dependent on
a variety of factors, including non-economic consid-
erations. Regardless, recipient countries have learned
that being a “donor darling” one day is no guarantee of
being a darling in the future. When countries change
course, the aid tap can be turned off. Ownership and
accountability for results in aid recipient countries suf-
fer accordingly.

Again like private capital, official aid is highly vola-
tile. In fact, for the typical aid recipient country, it is
five times as volatile as GDP and three times as vola-
tile as exports. As a result, ODA tends to amplify real
business cycles in recipient countries. Worse, the aid
system can also deliver massive real income shocks. In
fact, on rare occasions, aid shocks of fifteen percent of
recipient country income have been reported. Shocks
of this magnitude have only been experienced by in-
dustrial countries during the Great Depression, the

Spanish Civil War and the two World Wars.

Large, albeit rare, shocks have long-lasting effects on
economies. The impact of shocks is not symmetrical.
Investors appear to care much more about very bad
outcomes than they do about the potential for bo-

nanzas. In advanced countries, this can be seen in the
equity market premium that is required to offset risk.
In poor countries, there are several manifestations of
high aid volatility. Some countries build financial bal-
ances, but that means leaving resources idle with high
opportunity cost. In other cases, aid volatility results in
distortions in the choice of investment projects. High
return, but long gestation, projects are put off for fear
that future funding might be hard to come by. Aid vol-
atility is also linked to volatility in fiscal spending and
volatility in real exchange rates.

Adding all the costs together, the deadweight loss from
aid volatility could reach around 15 percent of total
flows, equivalent to $16 billion per year or 2 percent of
recipient country GDP. Such large costs suggest that
reducing volatility should be a priority for donors.

Itis theoretically possible that high aid volatility results
from capricious policies in some recipient countries, or
from the international response to humanitarian disas-
ters or one-off aid appeals, like coordinated debt relief.
In practice, these explanations account for little if any
of the observed volatility. Volatility in official aid di-
rected towards projects and programs is even higher
than volatility in total aid. And volatility is the same for
most recipient countries, regardless of their economic
characteristics—income levels, policy performance, aid
dependency, or geographic location.

On the other hand, aid volatility does depend signifi-
cantly on donor country characteristics. Some coun-
tries, like the United States, exhibit high volatility (per
dollar of grants or credits). Others, notably the Scandi-
navian donors, show very low levels of volatility. These
donors provide steady support to the same countries
and the same sectors year after year. Continental Eu-
ropean countries and multilateral development banks
fall between these groups.
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What Should Be Done

hree actions would go a long way towards fixing

official aid.

Reducing volatility should be a priority. Measures of
disbursement volatility could easily be included in re-
sults management systems of aid agencies. As an ex-
ample of volatility, consider US (non-military) aid to
Pakistan. In the late 1990s, the US was receiving $100
million per year from Pakistan in net terms, as loan
repayments exceeded disbursements. In 2001, as Paki-
stan became a front-line state in the war on terror, net
US ODA rose to $880 million. A mere two years later,
in 2003, aid fell to $113 million. It then quadrupled to
$480 million in 2006. Instead of these stops and starts,
a strategic approach towards aid to Pakistan would have
been much more effective in promoting Pakistan’s de-
velopment and securing US interests in the region.

Multi-year financial programming mechanisms should
become standard across all donors. Aid is best used
when it supports long term development programs.
"That means that donors should be prepared to provide
predictable indicative funding commitments for the
duration of the program. New global funds and pro-
grams like the MCC do precisely this, but they are the
exception rather than the rule. Most aid depends on
annual budget appropriations.

Last, multilateral development banks should be en-
couraged to develop counter-cyclical instruments that
can be deployed to offset the fluctuations in bilateral
aid that will inevitably occur as legislatures juggle an-
nual budget priorities. The International Development
Association and other regional development banks are
well placed to use their funds much more aggressively
to smooth total aid flows. They could provide coun-
tries with insurance against aid shocks and sharply re-
duce the macroeconomic volatility caused by aid.

The Bottom Line

he summit serves as a reminder that managing

global risk in a proactive fashion is key to avoid-
ing global crises. In addition to the crisis in financial
markets, there is a slow-burning global crisis of pov-
erty and inequality that also threatens global stability.
We can only hope that the world’s leaders will take ac-
tion to defuse this crisis by reforming the aid system.

Homi Kbaras is a Senior Fellow at the Wolfensobn Center
for Development at Brookings.
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BEYOND THE G-20:
WHY THE WTO IS MORE
IMPORTANT THAN EVER

Paul Blustein

Let’s super-size the IMFE. No, we should turbo-charge
the FSE. Or how about pumping up the BIS?

For international institutions with three initials, ideas
abound as world leaders prepare for their November
15 summit on the global economic crisis. Naturally,
the institutions just mentioned—the International
Monetary Fund, the Financial Stability Forum, and
the Bank for International Settlements—are getting
much of the attention, because their responsibilities
involve the financial problems at the heart of the crisis.
But the leaders would be severely remiss if they neglect
another tri-initialed institution, namely the World
"Trade Organization. Shoring up the WTO could be
one of the most significant measures the summiteers
take, because as a bulwark against protectionism, the
Geneva-based trade body has suddenly become more
important than ever.

What’s at Stake

he specter of rampant protectionism has seemed

almost laughably remote in recent years. De-
spite periodic bouts of hand-wringing about how the
world is verging on trade wars like those of the 1930s,
when America’s Smoot-Hawley tariff triggered a disas-
trous cycle of retaliation and counter-retaliation, such
fears have always proven exaggerated. Now, however,
the threat should be taken much more seriously. The
spread of recessionary forces to every major region on
Earth, combined with the groundswell of revulsion
against unfettered capitalism, is bound to generate in-

tense pressure on politicians to raise trade barriers. In
the United States, those pressures will be all the great-
er because the plunge in foreign currencies—f{rom the
Korean won to the Brazilian real to the South African
rand—will make imported products much cheaper.

The WTO, for all its flaws, plays a crucial role in keep-
ing protectionism in check. It is the current embodi-
ment of the multilateral trading system that was es-
tablished after World War II to prevent a reversion to
the thirties. The WTO’s rules keep a lid on the import
barriers of its 153 member countries, and members
take their trade disputes to WTO tribunals for adju-
dication rather than engaging in tit-for-tat retaliation.
That keeps trade wars from erupting, just as any rule-
of-law system helps contain tendencies toward the law

of the jungle.

Unfortunately, the WTO’s centrality to the global
trading system is in doubt, for two main reasons. The
firstis the prolonged stalemate in the Doha Round, the
negotiations that the WTO launched in 2001 with the
aim of bringing developing countries into the main-
stream of the world economy. The second is the pro-
liferation in recent years of bilateral and regional trade
agreements. More than 200 of these are currently in
force, ranging from the big and well-known, such as
NAFTA, to the small and ridiculous, such as the Sin-
gapore-Jordan free trade agreement (yes, there really
is such a thing).
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Governments are increasingly tempted to think of
these pacts as reasonable substitutes for multilateral-
ism, especially as disillusionment deepens with the
WTO? ability to foster new deals. Although the WTO
is hardly going to disintegrate overnight, the danger is
that its authority will erode to the point that members
will start to flout their commitments and ignore the
rulings of WTO tribunals. That would greatly increase
the threat of trade wars and a breakdown in the system
that has helped keep trade blocs and protectionism at
bay.

The world lost a chance for an even stronger “insurance
policy” against protectionism when the latest effort to
agree on a detailed blueprint for the Doha Round col-
lapsed in July, after nine days of grueling negotiations.
The deal that was on the table, though hardly the bo-
nanza for global growth that its boosters sometimes
claimed, would have prevented countries from erect-
ing significantly higher tariffs. It would have left most
existing trade barriers in place, but would have lowered
“bound” tariffs, the legal maximums that countries can
impose without triggering economic sanctions.

Some leaders and commentators are clamoring for the
summit to order negotiators back to the table so that the
Doha Round can be finished quickly. President Bush
has even said that he hopes to see a deal struck before
the expiration of his term. But calls for such a break-
through will be dismissed, rightly, as empty rhetoric.
The chances are minimal for reviving the July accord
anytime soon. Leadership from the United States is es-
sential to any such endeavor, and the Obama adminis-
tration will need to take time to sort out its trade policy;
until then, the negotiations will be effectively frozen.
Moreover, economic forces have sharply dimmed the
prospects for a deal. Thanks to the slump in economic
growth, and the plunge in commodity prices, political
resistance is stiffening against the dismantling of trade
barriers and farm subsidies.

\_

This is not to say that the summiteers should omit
Doha from their official declarations; on the contrary,
they should include a ringing statement of their deter-
mination to complete the round. Itis also essential that
they strongly vow to resist protectionism and maintain
unswerving support for the WTO. But talk is cheap.
To bolster their rhetoric, the leaders ought to take
some concrete steps.

What Should Be Done
First, they should pledge that they will keep tariffs

at their current, “applied” rates, and refrain from
using the flexibility that they have to raise duties to
bound levels. This wouldn’t bar nations from exercis-
ing their rights to impose higher “safeguard” tariffs on
a temporary basis when their industries need time to
adjust to surges of imports.

Second, they ought to impose a moratorium on export
bans of the sort that were used by certain countries
during the recent food crisis to keep grain prices in
check. This would help improve the atmosphere for
open world markets. And it should be politically easier
for governments to accept, now that grain prices have
plummeted.

"Third, here’s an admittedly unorthodox idea: The lead-
ers ought to accept a moratorium on new bilateral and
regional trade agreements. Many bilateral trade deals,
while providing nice photo-ops for the leaders of the
countries involved, do little to liberalize trade. They
typically contain numerous exceptions and exclusions,
and while they may expand commerce between the par-
ticipating countries, they naturally diminish trade with
other countries that aren’t included in the preferential
arrangement. The Bush administration argued that by
pursuing bilaterals, it would help generate pressure
on recalcitrant countries to agree on a Doha package.
But this strategy, dubbed “competitive liberalization,”
failed, even though Washington signed accords with
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a raft of nations—mostly small ones, such as Bahrain,
Morocco, and five Central American countries plus the
Dominican Republic.

The Bottom Line

he time has never been better for putting an end

to the destructive trend toward a trading system
splintered into bilaterals and regionals. To be sure, I
recognize the irony involved in proposing to fight pro-
tectionism by scrapping plans for trade agreements.
But forsaking bilateralism, and embracing multilater-
alism, would send a heartening signal that the world’s
leaders are prepared to work together, on a worldwide
basis, to strengthen an institution against forces that
could turn a global recession into something much
worse. The WTO needs such a boost, and the world
certainly needs the WTO.

Paul Blustein is a fournalist-in-Residence at the Brookings
Institution and is currently writing a book on the World
Trade Organization.
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NOW IS THE TIME
FOR PERMANENT
GOVERNANCE

CHANGES

Colin Bradford and Johannes Linn

What’s at Stake

he major focus of the first-ever G-20 Summit

on November 15 will be on the global financial
crisis and how to deal collectively with it. Summiteers
will quickly discover that some of their most impor-
tant choices will be about institutions and governance
mechanisms for both deciding and implementing pro-
posals to address the financial crisis. Indeed, one of the
most important clusters of issues that leaders can actu-
ally decide upon on November 15% is the institutional
and governance dimension.

G-20 leaders will face each other in this grouping for
the first time to deal with the highest priority issue on
the global agenda of the moment—an issue truly war-
ranting a summit. But the G-20 Summit de facto con-
fronts the question of what is the appropriate group
of countries to constitute the apex summit on such
high profile and high priority issues. It is clear to most
observers that the G-8 summit has failed to establish
its legitimacy as a global steering committee precisely
because the G-8 countries are Western industrial rich
countries in a world that is predominantly non-West-
ern, non-industrial and poor. The G-8 mirrors a trans-
atlantic bias in the power structure of the IMF and
the World Bank where emerging market economies
in general and fast industrializing countries in Asia, in
particular, are seriously under-represented.

It is fortuitous that the financial crisis forced a sum-
mit of the member countries of the G-20 finance min-
isters’ grouping, which has been meeting successfully

twice a year since the Asian financial crisis. Many, in-
cluding particularly Paul Martin, the first chair of the
G-20 finance ministers in the early years before be-
coming Canadian prime minister, have been advocat-
ing for some years that a G-20 summit replace the G-8
for global issues. For the past four years at Brookings,
we have led a series of seminars, joint with the Centre
for International Governance Innovation of Canada,
to discuss international institutional and global gover-
nance reform issues with Washington-based officials
from G-20 countries.

The appropriateness of the group goes beyond finan-
cial issues because most of the countries in the G-20
are the major players and have the biggest weight in all
the major issues of energy and climate change, global
poverty and health, trade and jobs, and security issues
as well. The fact that G-20 finance ministers have a
track record of effective cooperation and coordination
lends credibility to this group of countries as being
able to work together on other issues. And finally, and
perhaps, most importantly, vaulting from G-8 to G-20
has the advantage of not having to open the Pandora’s
box on the question of who should be a member of the
apex global steering group because the countries in the
G-20 finance ministers group is already established.

What Should Be Done

o, the question is: wouldn’t it make sense for the
G-20 countries to decide on November 15 to con-
stitute themselves as the new apex summit to replace
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the G-8 with a more inclusive and broadly representa-
tive group of countries both to deal with the current
financial crisis and to address the other pressing issues
as well, such as climate change? We believe so.

For this to happen, the G-8 would have to be willing
to cede space at the tables of decision to Asia and other
emerging economies. The value of such a decision by
the G-8 is that it would signal a readiness on the part
of the transatlantic powers to shift to a global group,
the G-20, which includes the major economic and fi-
nancial powers, major energy exporters and importers,
virtually all major polluters, and four Asian countries
and three Islamic nations. It would not only become
immediately more credible in dealing with global chal-
lenges than the G-8 because of the nations involved
but would politically shift the tone, context, style and
optics of global governance to a dramatically different
configuration that is immediately more inclusive, rep-
resentative and legitimate.

"This move should be accompanied by a decision at the
G-20 summit on November 15% by the Europeans and
the Americans to shift the selection process for manag-
ing director of the IMF (hitherto always a European)
and the president of the World Bank (hitherto always
an American) to an open, merit-based, competitive
selection process. This decision would be congruent
with the reconstitution of the apex summit grouping.
It would signal a willingness to remove the transatlan-
tic biases and prerogatives from these institutions and
move toward transforming them into truly global in-
stitutions with reconfigured power structures through
further reforms in the future. This coordinated step by
the U.S. and the Europeans would be the right signal
at the right moment to convey the message that the
global problems we face cannot be solved unless the
mechanisms and institutions meant to address them are
themselves global in scope, representation and power
structure. Beyond this concrete decision, the G-20
summit should make a credible commitment towards

a serious review of the functions and governance of the
IMF and the World Bank, including a greater voice
and vote for the emerging market economies in their
boards, and forge an effective role of these institutions
in supporting the agenda of the G-20 summit.

On the basis of these two steps, initiated by the G-
8 countries, but hopefully fully shared and supported
by the 10 emerging market members of the G-20, the
economic and financial reform proposals generated by
the G-20 Summit itself should be entrusted and as-
signed to the G-20 finance ministers and to the IMF
and the World Bank. The glaring biases manifested by
the fact that, under the current system, the G7 finance
ministers — a group even more restrictive than the G-8
— were setting the agenda for the G-8 heads of state,
who in turn were setting the agendas of the Fund and
the Bank, in which the G7/G-8 had dominant con-
trol, would be replaced by a new congruence of the G-
20 heads directing the G-20 finance ministers to make
proposals for the Fund and the Bank which would be
moving more decisively toward more globally repre-
sentative power structures under these new arrange-
ments than up to now.

The Bottom Line
Credible actions towards global governance reform

of the summit mechanism itself and towards in-
stitutional reform of the Fund and the Bank are two
necessary, meaningful and feasible components for a
successful first-ever G-20 Summit on November 15%
These two reforms are necessary if the other economic
and financial proposals generated by the summit are to
be received by the world as broadly representative of
global interests, with the promise of long-term coop-
eration among a group of key countries needed to ef-
tectively address major global issues in a credible man-
ner. This would be reinforced by the commitment that
the leading international institutions will be reformed
to reflect the new diversity and power configuration of
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the global economy so that they too can more credibly
and effectively address the overarching global chal-
lenges of today and tomorrow.

Colin Bradford is a Nonresident Senior Fellow with the
Brookings Institution, and Jobannes Linn is a Senior Fel-

low and Executive Director of the Wolfensobn Center for
Development at Brookings.
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KEEP THE IMF AT THE
CENTER

Lex Rieffel

What’s at Stake

A.rflumber of unrealistic suggestions have been put
orward since President George W. Bush decided
to convene a G-20 Summit meeting in Washington on
November 15 to discuss the turmoil in financial mar-
kets, which is now producing a marked slowdown in
global economic growth.

One suggestion was to combine the excess foreign
exchange reserves of a few countries to create a huge
global pool of money that would be used to reflate
economies where growth is lagging. Another was to
create a global agency to implement a uniform regu-
latory regime for financial institutions everywhere. A
third was to start a round of global negotiations that
will wrap up a bunch of contentious issues in one pack-
age, including, in addition to financial sector regula-
tion and supervision, the Doha trade negotiations,
the post-Kyoto climate change deal, and financing to
achieve the Millennium Development Goals for poor
countries.

What Should Be Done

he best feasible outcome for this exceptional

Summit meeting could be a consensus to put the
IMF back at the center of the system for managing
the global economy. It was at the center from its cre-
ation in 1945 until a few short years ago when eupho-
ria related to the global financial “bubble” made the
IMF look obsolete and irrelevant. Since mid-October,
however, the IMF has been re-discovered. For the first

time in more than 30 years, a high-income country—
Iceland—is getting financing from the IMFE.

Nevertheless, three critical issues will have to be re-
solved to put the IMF back at the center: governance,
funding, and mission. The United States is the princi-
pal obstacle to making progress in each area, and the
November 15 Summit could be helpful in pointing the
debate in the right direction.

The governance issue has four elements: the U.S. veto,
Europe’s over-representation, the role of rising eco-
nomic powers such as Brazil, China, and India, and the
selection of the IMF’s Managing Director.

* The United States is the only one of the IMF’s
185 member countries that can block decisions on
fundamental matters such as amending its charter
(Articles of Agreement). While the United States
has rarely exercised this power openly, the threat
of using it leads other members to defer to U.S.
views, and it contributes materially to the image
of the IMF as an instrument of U.S. policy rather
than a truly global institution.

*  FEurope’s over-representation is an historical ar-
tifact that remains because of the reluctance of
smaller European countries to give up seats they
have held for more than 50 years, and because the
option of creating a single European Union seat
seems to go too far in the other direction.
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* A few steps have been taken recently to increase
the voting shares of the rising economic pow-
ers, and to coordinate their positions on impor-
tant matters, but these steps have not reached the
point at which the systemically significant emerg-
ing market countries feel they have a meaningful
ownership stake in the IMFE.

e Finally, since the very beginning, the IMF Man-
aging Director has been a European as part of a
deal at which the President of the World Bank has
always been an American. This deal has developed
an overpowering odor, partly as a consequence of
several misguided nominations beginning eight
years ago.

The funding issue is less straightforward. Think of it
like a dike to protect a town from flooding. The dike
can be built to withstand a 20-year flood, a 50-year
flood, or a 100-year flood. The higher and thicker the
dike, of course, the more expensive the construction
costs. Currently, the IMF’s resources are large enough
to deal comfortably with the last crisis, the 1997/98
Asian crisis. Clearly they are not large enough to han-
dle the current crisis comfortably, but then there is not
a strong technical case for building a war chest that will
be sufficient to substitute for private capital flows. A
“substantial” increase in funding (quota subscriptions)
could command broad support, but the precise amount
will ultimately be a judgment call, depending critically
on how quota shares are re-allocated.

The mission issue is the most complicated and most
problematical for the United States. Two core ele-
ments are “surveillance” of the United States and the
other “old economic powers”, and global financial sec-
tor regulation. The IMF is unique among global or-
ganizations in having a formal mandate to “examine”
the policies and performance of the advanced indus-
trial countries. However, for most of its 65 years, the

\_

IMF’s operations have been focused on developing
countries. For this and other mainly political reasons,
the old powers have been inclined to dismiss the IMF’s
concerns about their own policy weaknesses and the
alternative policies it recommends. The current finan-
cial crisis, which originated in the sub-prime mortgage
crisis in the United States last year, however, has made
it obvious that weaknesses with global implications do
exist in the advanced countries. If the old powers now
want the rising powers to take the IMF’s concerns se-
riously, then the old powers will have to be more re-
sponsive, visibly, to the IMFE. This change will require
a non-trivial shift in mentality.

Regarding global financial regulation, it is inconceiv-
able that either the old powers or the new powers will
agree to grant to the IME, or any newly created global
agency, the authority to regulate and supervise financial
institutions operating in their countries. Such a move
would involve giving up more sovereignty than their
citizens are prepared to accept. The basic choice then
is between a regulatory regime that is connected to the
IMF and one that is independent of the IMF. The crip-
pling disadvantage of an entirely independent regime
is that it would inevitably weaken or undermine the
IMF. One attractive alternative is a beefed-up Finan-
cial Stability Forum (FSF) that remains “attached” to
the Bank for International Settlements in Basel, Swit-
zerland, but has a formal relationship to the IMF as
well. In particular, through its ministerial committee,
the IMF would have a say in setting the work priori-
ties of the FSE. At the same time, participation in the
FSF would be expanded to include the most important
emerging market countries.

The Bottom Line

he November 15 Summit in Washington was a
European initiative, but President Bush deserves
credit for agreeing to host it at an awkward time politi-
cally, and for choosing as participants the G-20 coun-
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tries instead of some other ad hoc group. He obviously
cannot commit the Obama Administration on any of
these three critical issues, but he could signal a willing-
ness by the United States to consider new approaches.
Even better would be a session, perhaps at the end of
the Summit, in which President-elect Obama asks the
other G-20 leaders to outline their positions on these
three issues as a starting point for his reflections. His
participation would also usefully underscore, for the
American public, the importance of listening to other
views and working in partnership with other countries
to tackle global challenges.

Lex Rieffel is a Nonresident Senior Fellow at the Brookings

Institution.
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WHAT THE U.S. AND

ASIA SHOULD DO:
ESTABLISH A GLOBAL FINANCIAL

CRISIS SECRETARIAT AND AN
ASIAN FINANCIAL FACILITY

Wing Thye Woo

What’s at Stake

It would be a big mistake for the G-20 to squander
the November 15 meeting discussing the French-
British proposal for a New Bretton Woods. As the still
raging global financial crisis was not primarily caused
by the flaws in the present international monetary sys-
tem, Asia and the U.S. should insist that the discussion
be narrowly focused on the global coordination of fis-
cal stimulus and monetary loosening, global avoidance
of beggar-thy-neighbor policies of export promotion
and import restrictions, global harmonization of regu-
lations governing financial institutions and accounting
practices, and the feasibility of the U.S. Federal Reserve
broadening its temporary network of bilateral swap
lines to other well-managed emerging economies.

What Should be Done

nad hoc Global Financial Crisis Secretariat (GFCS)
hould be established to undertake global coordi-
nation on these matters, and be temporarily housed
as an autonomous unit (in the manner of the World
Bank) within the office of the UN Secretary-General.
Simultaneity in expansionary macroeconomic policies
is GFCS’s most important objective because it prevents
deterioration in the trade balances from rendering each
country’s expansionary policies unsustainable.

If another G-20 summit is set for the future, Asia and
US should support the establishment of a GFCS work-
ing group on the reform of the IMF: how much to in-
crease its resources to allow it to fight global financial

fires, how wide to increase its jurisdiction to authorize
it to improve regulation of financial markets, and how
radically to restructure its ownership to give it the le-
gitimacy to impose its will on prostrate economies.
While an improved IMF is highly desirable, both the
US and Asia should recognize that the better first line
of Asian defense against financial contagion would be a
greatly enhanced swap facility, the Asian Financial Fa-
cility (AFF), because Asia collectively now has enough
reserves to fend off unwarranted speculative attacks on
a subset of its members. It must be emphasized that
the core mission of the AFF is to combat financial con-
tagion and not to finance balance of payments adjust-
ment caused by economic mismanagement.

An AFF is necessary because it is simply impossible
(certainly, inefficient) to increase the size of the IMF
enough to enable it to have in-depth expertise on most
of the countries to be able to respond optimally in a
timely manner to each national crisis. Furthermore,
the IMF policies are decided by Executive Directors
who usually take their orders from their national min-
istries of finance and central banks, and it would be
credulous to think that a significant proportion of these
national economic agencies would have up-to-date un-
derstanding of most of the emerging economies. Even
if the improved technical competence of the IMF is
not doomed to disappoint the emerging economies,
the emerging economies would be disappointed by the
long time required for an improved IMF to appear.
The negotiations on meaningful IMF reforms would
inevitably be cantankerous and hence protracted.
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Right now, East Asia has a thin network of swap lines
to defend their currencies. It would be desirable to
hasten the evolution of the existing swap facility into
the AFF by two actions. First, the existing swap facil-
ity specifies that a cumulative drawing that exceeds 20
percent of a country’s quota would require the country
to accept IMF supervision. This “flight-to-IMF” clause
should be removed because painful memories of 1997-
98 make it politically suicidal for any East Asian leader
to do so. Second, because the primary purpose of the
AFF is to reduce the cost of bad luck and not of bad
economic policies, the removal of the “flight-to-IMF”
clause requires that the swap facility establish a surveil-
lance mechanism to pre-qualify its members for emer-
gency loans. Without this surveillance mechanism, the
Asian Financial Facility would not attain a meaningful
size because no member would be willing to risk com-
mitting a large part of its reserves to the facility.

Why should the G-20 support a GFCS? The IMF simply
lacks legitimacy and credibility in the eyes of East Asia.
"The Sarkozy-Brown proposal for a New Bretton Woods
is part of the continuing effort by Old Europe to main-
tain its disproportionate representation in global gover-
nance bodies like the UN Security Council, the IMF and
the World Bank. The proposal to make the unreformed
IMF the super financial policeman of the world is un-
wise because the concentration of so much power in its
hands would magnify the impact of any faulty operational
procedure and allow the mistake to be unchecked for a
longer time. If need be, the assignment of global financial
regulation to an expanded BIS would be a better alter-
native. The IMF should forgo expansion of its jurisdic-
tion and become instead a more specialized agency that
undertakes macroeconomic surveillance for the world,
and balance of payments assistance for the emerging
economies. The UN is the global organization with the
most legitimacy, and its temporary custody of the GFCS
would, one, be a good signal by the G-20 of their genuine
desire to make multilateralism work; and, two, be a col-
lective statement that it is time for the national allocation
of global responsibilities to be reconfigured.

Why should the US support an AFF? The US and
other countries would be members of the AFF just
as they are now influential members of the Asian De-
velopment Bank. In dealing with Asia, the US should
rely less on the hard power of a formal dominant role
in global leadership, and more on the soft power of
leading by example, like helping Asia do what’s best for
Asia (which is an excellent start to the US re-engage-
ment with Asia). The AFF would expand over time to
be an APEC-level institution; and be a good partner
to the IMF because “two heads are better than one”
in analyzing unexpected quickly-evolving crises and in
preventing their contagion.

The Bottom Line

he bottom line for the November 15 meeting is

that the focus should be on fighting global reces-
sion and not on reforming the international financial
architecture; and the bottom line for beyond Novem-
ber 15 is that the better way to improve the supply of
global public goods is not to simply increase the size
of the existing providers but to increase the number of
providers while seeking to improve the performance of
existing ones. The GFSC is the change we want to al-
low simultaneous implementation of macroeconomic
stimulus, and harmonized regulation of financial mar-
kets. The US support for AFF is the much-needed
change toward an inclusive US approach that is diver-
sified in modality to handle each specific multilateral
issue. If the G-20 can act decisively on November 15
on these well-defined economic tasks, the world can
then have more faith that enlightened self interests will
also accomplish the much more arduous task of con-
taining environmental contagion from global climate
change (the change we do not want).

Wing Thye Woo is a Senior Fellow at the Brookings Insti-
tution, and the New Century Chair in International Trade
and Economics.
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