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Ralph C. Bryant  
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During 1995-97, Bryant served as Chair of the Board of Trustees of the Sidwell Friends School in 
Washington, DC. Queen Elizabeth selected him as a Member of the Order of the British Empire in 1990 and 
an Officer of the Order of the British Empire in 1996. During 1996, he was the Professorial Fellow in Monetary 
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Edwin M. Truman, senior fellow since 2001, served as assistant secretary of the US Treasury for International 
Affairs from December 1998 to January 2001. He directed the Division of International Finance of the Board 
of Governors of the Federal Reserve System from 1977 to 1998. From 1983 to 1998, he was one of three 
economists on the staff of the Federal Open Market Committee.  
Truman has been a member of numerous international groups working on economic and financial issues, 
including the Financial Stability Forum's Working Group on Highly Leveraged Institutions (1999–2000), G-22 
Working Party on Transparency and Accountability (1998), G-10-sponsored Working Party on Financial 
Stability in Emerging Market Economies (1996–97), G-10 Working Group on the Resolution of Sovereign 
Liquidity Crises (1995–96), and G-7 Working Group on Exchange Market Intervention (1982–83). Truman has 
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College. He has published on international monetary economics, international debt problems, economic 
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Effective in Developing Countries (with Dana Brown, Oxford University Press, 2007). She has previously 
published The Political Economy of Globalization (Macmillan, 2000), Inequality, Globalization and World 
Politics (with Andrew Hurrell: Oxford University Press, 1999), Explaining International Relations since 1945 
(Oxford University Press, 1986), and numerous articles on international institutions, globalization, and 
governance.  
Ngaire Woods was educated at Auckland University (BA in economics, LLB Hons in law). She studied at 
Balliol College, Oxford as a New Zealand Rhodes Scholarship completing an M.Phil in International Relations 
(with Distinction) and D.Phil. She won a Junior Research Fellowship at New College, Oxford (1990-1992) and 
subsequently taught at Harvard University (Government Department) before taking up her Fellowship at 
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In 2005-2006 Ngaire Woods was appointed by the IMF Board to a three-person panel to report on the 
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DC) and the Board of the Overseas Development Institute (London); editorial board of the series Cambridge 
Studies in International Relations; advisory boards of: Prospect (a British monthly); The Round Table: 
Commonwealth Journal of International Affairs; Demos (the British policy think-tank); the Journal of Global 
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September 2003, Mr. Linn held the position of the Bank’s Vice President for Europe and Central Asia (ECA). 
A collection of his speeches were published under the title Transition Years-- Reflections on Economic 
Reform and Social Change in Europe and Central Asia (World Bank, 
2004). 
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Managing the global economy through turbulent times 3

Executive summary 
“Economists set themselves too easy, too useless a task if in tempestuous seasons they can only 
tell us that when the storm is past the ocean is flat again1.”

The unexpected scale of the turbulence in international financial markets and its impact on real 
economies has become a global crisis, as the risk of contagion to emerging markets increases.  

The Leaders of the G20 advanced and emerging nations met in November 2008 in Washington 
to agree a new and decisive systemic international approach to handle the challenges to the 
world economy and financial markets. As we look forwards to our next Leader’s meeting in the 
UK in April 2009, we need to take this agenda forwards quickly, to start the process of reform 
so as to manage globalisation as a force for good in the medium-term.  

The context is that first, we need coherent and concerted policy action across the world to 
counter falling demand and fragile confidence. Within this, there will be room for further 
monetary easing in the advanced economies as commodity prices have fallen and the risk of 
higher inflation has receded, although countries have different room for manoeuvre on 
monetary policy. 

Fiscal policy has an essential role to play alongside monetary policy in sustaining demand. A 
well-designed fiscal stimulus is timely, temporary, targeted and sizeable, and part of a concerted 
international response, tailored to individual country circumstances.  

Emerging economies with large accumulated surpluses could also take action to rebalance 
growth as appropriate, including supporting other countries in their regions directly or through 
the international financial institutions. 

Second, the international community must take action to prevent further contagion and support 
vulnerable emerging and developing markets, including ensuring the IMF has the resources and 
instruments it needs.  

Third, in order to restore confidence, we need to work together to address the failures in the 
financial and supervisory architecture the crisis has exposed, guided by the principles of transparency, 
integrity, sound financial regulation and responsibility of management for the risks they take.  

Fourth, we need to move quickly to strengthen cross-border co-ordination of financial 
regulation including a global early warning system, globally accepted standards of regulation, 
colleges of supervisors, and cross-border stability groups. We also need to strengthen as a 
matter of urgency the legitimacy and governance of the Financial Stability Forum and IMF, so 
that they are able to foster the international cooperation needed to promote global 
macroeconomic and financial stability.  

Fifth, we must boost world trade and reject protectionism, being vigilant to immediate problems 
over trade finance, and work for more stable and secure global commodities markets.  

Finally we must reaffirm our commitment to meeting other global challenges despite the 
financial turmoil, including maintaining aid flows to meet the Millennium Development Goals, 
combating climate change, and looking to reform of the resources, mandate and governance of 
the international financial institutions. And we must start the process of setting out a long-term 
vision for managing globalisation as a force for good in the global age.  

1 J.M. Keynes “A tract on monetary reform” (1923) 
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Managing the global economy through turbulent times 5

1 Introduction
1.1 The world is witnessing unprecedented turbulence in international financial markets, a 
financial crisis that has the potential to affect every country and household around the world. 
That has come against a backdrop of global capital imbalances, and a period of significant 
volatility in commodities markets, including energy and food, presenting major challenges for 
policymakers around the world.  

1.2 We have already taken action to stabilise financial markets and restore confidence in the 
international financial system. Central banks and national authorities have already acted to 
deliver substantial injections of liquidity, taken steps to unfreeze credit and money markets and 
agreed frameworks for injection of capital to shore up institutions.  

1.3 These decisive actions have helped to stabilise and ease pressures in global financial markets. 
However, there has been a sharp contraction of credit conditions almost everywhere as a result 
of market corrections. The result is that we are seeing a very sharp slowdown in the real 
economy in a number of countries, with unemployment rising, continued steep declines in asset 
prices, and a precipitous decline in business and consumer confidence.

1.4 The Leaders of the G20 major advanced and emerging economies met this month in 
Washington for the first summit on financial markets and the world economy, to agree a new 
approach to economic co-operation, a shared strengthening of our regulatory systems, and a 
vision for the future of our international financial institutions.1 Leaders will meet again in the UK 
in April 2009 to review the implementation of the principles and decisions agreed. We need to 
act decisively to prevent the current downturn from being unnecessarily deep and prolonged 
and to mitigate the risks of contagion to emerging and developing markets, both through 
difficulties in accessing finance and as world growth slows. Breaking this spiral will require a 
new and decisive systemic approach from economic and financial policy makers around the 
world.

1.5 Enhancing the effectiveness of international financial institutions in dealing with global 
problems is dependent on reforming their remits for the global age, improving their governance 
and strengthening their legitimacy, including improving the participation of emerging markets 
and low income countries.

1 See declaration from the Summit on Financial Markets and the World Economy, Washington No 15 2008 
http://www.whitehouse.gov/news/releases/2008/11/20081115-1.html 
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2 Stabilising the global 
economy

2.1 The world economy is facing a significant downturn. As set out in the 2008 Pre-Budget 
Report, against the backdrop of major economic shocks, world growth is forecast to have 
slowed to 3 ½ per cent in 2008 and to fall to just 2 per cent in 2009. Policies to help stimulate 
growth can help to guard against a more prolonged and deeper downturn.  

Monetary policy

2.2 All advanced countries face a similar challenge of recession. We welcome recent actions by 
central banks to reduce policy rates. Additional immediate monetary easing could further help 
ameliorate the downturn, helping restart the flow of credit in the economy. But monetary 
authorities have different room for manoeuvre.  

2.3 Past monetary policy co-ordination has proved effective, helping reduce the risk of excessive 
exchange rate volatility. This remains a policy option but should not undermine Central Bank 
independence or constrain those countries with more room for manoeuvre.  

2.4 The measures that governments and central banks have taken – including government 
guarantees of bank borrowing, special measures to provide liquidity to banks, and agreed 
frameworks for injection of capital to shore up institutions – to restore confidence and improve 
liquidity in the inter-bank market are now beginning to be effective in reducing interbank 
lending rates. However, in some countries it may be necessary to take additional measures to 
ensure the proper functioning of the monetary transmission mechanism – and in particular that 
reductions in policy rates translate into reductions in the rates charged to companies and 
households.  

Fiscal policy 

2.5 On fiscal policy, we agreed together with G20 Leaders in Washington that fiscal policy has 
an essential role to play alongside monetary policy in sustaining demand, with quick-acting 
measures to encourage a rapid impact with help for households and businesses.  

2.6 In a normal downturn, it would be expected that monetary policy would support demand, 
with fiscal policy playing a more limited supporting role. But in current circumstances, monetary 
policy alone will not be sufficient. The nature of the financial crisis, with credit constraints 
becoming more binding, and the effectiveness of monetary policy becoming more uncertain, 
also points to more of a fiscal response.  

2.7 Overall, a fiscal stimulus will be most effective if it is:  

timely, so it delivers a stimulus when it is needed. Discretionary fiscal actions can 
take time to agree and implement, and can therefore become pro-cyclical, 
supporting growth when the economy is already recovering. While the likely 
duration of the current slowdown makes this less of an issue, the rate with which 
the world economy is slowing down means that rapid action is called for. So 
measures that can be introduced quickly are at a premium;  
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temporary, to ensure longer-term sustainability. Any fiscal response needs to be 
consistent with maintaining sustainable fiscal policies in the medium term. Indeed, 
if action is not taken to ensure fiscal discipline, there is a risk that higher long-term 
interest rates will outweigh its stimulus effect. This argues for measures that are  
(in terms of their aggregate fiscal impact) temporary; 

targeted. It is important that the support boosts spending to maximise its impact 
on economic activity. The impact of changes in direct taxes will depend on whether 
households choose to adjust their saving or spending. As a general rule, households 
that have limited access to credit are more likely to alter their spending. Changes to 
indirect taxes affect households’ purchasing power, and their incentive to spend. 
Pre-announced changes to indirect tax rates may also encourage households to 
change the timing of their spending, notably on durable goods, such as cars and 
televisions, and 

sizeable. To have the desired impact, fiscal policy actions need to be of sufficient 
size to impact macroeconomic conditions overall.  

2.8 In addition, fiscal policy actions in individual countries will be more effective if they are part 
of a concerted international response. This is a global crisis, and therefore requires a global 
solution. The combined effect of coherent actions taken across countries will be more effective 
than each country acting alone. One reason for this is that part of a fiscal stimulus taken by an 
individual country will be transmitted abroad through the demand for other countries’ exports. 
A concerted stimulus among major trading partners would increase trade flows in both 
directions. However, this does not mean that all countries do the same thing; fiscal actions need 
to be tailored to the situation of each country depending on their budgetary and external 
positions. Countries that already have high levels of public debt relative to GDP have less scope 
to undertake fiscal expansion than those with low debt-to-GDP ratios. 1

Emerging markets  

2.9 Emerging markets are now experiencing the impact of the global slowdown and global 
credit shock. Growth in larger emerging economies is expected to slow to below recent strong 
rates, and the risk of contagion leading to much sharper contraction in smaller emerging 
economies has increased significantly. Those emerging markets with large current account 
deficits and external financing are particularly vulnerable. Prospects for 2010 and 2011 are 
highly uncertain with a broad range of possible outcomes for emerging markets, both 
individually and as a group. 

2.10 As in advanced economies, there is scope for emerging markets with to take action to 
stimulate and rebalance growth, for example through measures in surplus countries to 
moderate savings. But countries have different room for manoeuvre according to their 
budgetary and external positions.  

2.11 The scale and mix of macroeconomic policies in advanced economies and emerging 
markets should be designed in a way that takes account of the impact on global imbalances in 
the medium term. Countries with high levels of national saving and strong external positions 
have more scope to sustain fiscal expansion in the longer-term.  

1 The case for an international fiscal response is set out in more detail in the Treasury paper published 24 November 2008 http://www.hm-
treasury.gov.uk/d/pbr08_internationalfiscalresponse_853.pdf. 

28



Managing the global economy through turbulent times 9

2.12 Other emerging markets with large accumulated reserves may have less scope to stimulate 
domestic demand as inflationary pressures persist, but may be in a position to support other 
vulnerable countries in their regions, including through the Regional Development Banks and 
the IMF.
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3 Managing contagion 
3.1 The international community agreed at the November Washington summit that it was 
essential to ensure that the international financial institutions have the resources they need to 
provide critical support for the global economy. We must take action to manage the contagion 
spreading to vulnerable emerging and developing markets. We have seen in recent weeks the 
financial crisis spreading to middle income countries. It is clear that the whole of the 
international community has an interest in halting this contagion and preventing a worsening of 
the global economic downturn.  

3.2 This means both extending dollar swap lines and new IMF lending to systemically-important 
countries with fundamentally sound economies; and faster emergency lending with tailored 
conditionality to countries that need policy adjustment as well as finance. As a precaution, this 
should be supported by an increase in the resources available through the IMF. The policy 
prescription for emerging markets must be tailored to their needs and this must be reflected in 
the form of IMF support.  

3.3 We need new instruments to support countries who have a strong track record but who are 
becoming increasingly vulnerable to capital flight and the damaging effects of the financial crisis 
on their currencies and stock markets. We welcome the IMF’s recent establishment of a new 
short-term liquidity instrument to channel funds quickly to emerging markets that have sound 
fundamentals but that need rapid help during the current financial crisis to get them through 
temporary liquidity problems.  

3.4 We also need significant resources to help other emerging markets who require policy 
adjustments alongside financing to tackle the crisis. The Fund should design a comprehensive 
programme for these countries, with tailored conditionality – as it has already done in the case 
of Hungary and Ukraine – and provide rapid support to them through the emergency financing 
mechanism.  

3.5 The EU must stand ready to provide financing to Member States, in support of IMF 
programmes, as was done for Hungary. Commission proposals to extend the level of financing 
available under the Medium Term Balance of Payments facility are necessary and sensible.

3.6 The Fund should tailor conditionality, targeting the minimum adjustment necessary to get 
these countries back on a sustainable path and re-open access to financial markets.  

3.7 The IMF currently has $200 billion in forward financing capacity in its General Resources 
Account, and can call on an additional $50 billion through the General and New Arrangements 
to borrow.  

3.8 Given the potential scale of the current economic and financial turbulence, we need to 
ensure that adequate resources are available to the Fund as a precaution against an increase in 
financing needs by member countries. We therefore need a new financing agreement, drawing 
on the resources of those countries best able to contribute, for example those with substantial 
currency reserves, to bolster the resources available to countries in need of IMF support. We all 
have an interest in restoring stability to the world economy.  
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3.9  We also need to be vigilant to the impact on the poorest countries. While many have been 
insulated from the first round effects, as their financial systems are less connected, reductions in 
growth will slow or reverse progress on the Millennium Development Goals and hurt the poorest 
communities the most.  

3.10  In the immediate term, the World Bank should frontload assistance to the poorest 
countries, where appropriate, and looks for means to increase the amount of resources 
available, increase support for trade facilitation and capacity building, move quickly to  
help recapitalise banks where necessary, and work with sovereign wealth funds to leverage  
their resources.
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4 Reforming financial 
governance

4.1 We agreed at the Washington summit to implement reform that will strengthen financial 
markets and regulatory regimes, so as to avoid future crises. Our approach should be guided by 
five key principles: transparency, integrity, responsibility of management for risk, sound practices 
in banking regulation, and good cross-border co-ordination.  

4.2 Transparency, so that risks can be managed and value-impaired assets cannot be hidden. 
We must ensure that firms fully disclose the impact on their accounts of recent changes by the 
IASB on the application of fair value, and that firms continue to improve their risk disclosures in 
line with best practice agreed by supervisors. We must go further to ensure:  

action to assess steps by market participants to enhance the information available 
on the assets underlying structured products;  

action by standard setters to strengthen consolidation and disclosure standards for 
off-balance sheet vehicles;  

stronger coordination between financial institutions and standard setters to ensure 
transparency is maintained as new products are introduced; and 

strengthened operational infrastructure in Over the Counter (OTC) markets, in 
particular a robust central clearing facility for OTC credit derivatives, and effective 
transparency arrangements for these markets.  

4.3 We need to strengthen iintegrity and responsibility of management for the risks they take, to 
discourage excessive risk taking, inappropriate lending, misaligned incentives in risk and reward. 
We need to be sure firms are taking due care in assessing and managing the risks their 
institutions face, and are not swayed by conflicts of interest. We must move immediately to 
implement agreements on managing conflicts of interest at credit rating agencies. We should 
move forward by, among other things:  

reviewing executive compensation schemes that encourage excessive and 
irresponsible risk-taking, so as to align reward with long-term value creation and 
ensure board members manage risks within their firms effectively; 

strengthening firms’ risk management and stress testing practices, including the 
management of exposures to leveraged counterparties, and off balance sheet and 
securitisation activities; and

ensuring firms have incentives to properly assess risks in products they originate, 
through tough disclosure and due diligence requirements on market participants.  

4.4 Sound banking, so that all financial firms are run responsibly, and operate within a 
framework that manages the risks they create for the wider economy. Supervisors and banks 
must move rapidly to implement the Basel Committee’s new liquidity risk management 
guidelines. We should move forward by:  
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strengthening capital requirements for banks’ securitisation activities and 
promoting more robust and internationally consistent liquidity approaches for 
cross-border banks, through recommendations by the Basel Committee; 

closing gaps in regulatory structures and restricting the scope for the emergence of 
shadow banking systems; and 

understanding the interaction between the financial system and the economic cycle 
and taking all necessary steps to address pro-cyclicality.
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5 Global financial 
governance

5.1 Global financial markets present challenges that no one nation can solve in isolation. We 
need to supplement shared action at national level with stronger cco-ordination across borders. 
The current international financial and monetary system is such that each country has pursued 
policies that made sense from their own point of view but which, taken together, have resulted 
in a highly unstable outcome as evidenced in the current financial crisis. We must strengthen 
global cooperation so that all countries see it in their own interests to participate in the 
management of the international financial system. And we must improve the governance of a 
new global financial system - a new Bretton Woods which recognises the globalisation of 
financial risk in the responsibilities of global institutions. 

5.2 This new global governance must deliver: 

a global early warning system so that future risks to global economic and financial 
stability are identified and mitigating actions taken early; 

globally accepted standards of supervision and regulation applied equally and 
consistently in all countries; and 

effective cross-border supervision of global firms, including through international 
colleges of supervisors.  

mechanisms for cooperation and concerted action in a crisis, through agreeing 
common principles on how to manage a cross border crisis and establishing 
international cross-border stability groups.  

5.3 To achieve that we need reforms to global governance to ensure we have the right 
institutions to deliver our needs, with the right expertise, and the legitimacy to fulfil their task 
effectively.  

Immediate action 

5.4 At the IIMF, we need to move quickly to:  

establish an eearly warning system, with the IMF and Financial Stability Forum (FSF) 
working closely to together to analyse the risks to global financial stability, and the 
links between macroeconomic events and prudential regulation. The IMF and the 
FSF should report jointly to Ministers each year on the key macrofinancial risks and 
appropriate policy responses and invite Ministers to explain the action they have 
taken to address identified risks; and  

enhance the IMF’s ability to provide ccredible and independent macroeconomic 
surveillance on the build up of global imbalances, in addition to the macro-
prudential surveillance undertaken with the FSF. The new Statement of Surveillance 
Priorities (SSP) provides a real opportunity to refocus the IMF's surveillance work  
and improve the accountability of the Fund for its surveillance. The IMF Managing 
Director should report each year on whether and how these priorities have  
been achieved.  
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5.5 We need to strengthen and legitimise the FFinancial Stability Forum by;

expanding membership of the FSF to include key emerging markets, bringing in 
outside participants to work on specific issues, and strengthening the relationship 
with the G20;

giving the FSF a formal role as the kkey coordinating body to provide strategic 
guidance and focus to regulators, supervisors and standard setting bodies in the 
main financial centres, and an organising framework for supervisory colleges; and 

strengthening the FSF’s role in bringing together key participants in the event of a 
market wide crisis, and where appropriate facilitating the creation of effective 
structures to manage problems at individual cross-border financial institutions. 

A process for future reform 

5.6 We need to put in place a process to equip the IMF to deal with the new world of global 
capital flows and capital account crises in the future, including;  

reforming IMF governance to enhance its legitimacy and enable it to effectively 
discharge the new responsibilities of independent macroeconomic and macro-
prudential surveillance, recognising the changes in the world economy, the growth 
of emerging markets, and the risks that have arisen from global imbalances;  

reforming IMF lending instruments to equip it to deal with capital account crises; 

building on the IMF’s enhanced macro-economic surveillance with more effective 
means to strengthen macroeconomic cooperation between the major world 
economies, including through the G20 process.  

36



Managing the global economy through turbulent times 17

6 Maintaining open and 
stable markets 

6.1 International trade has been a major driver of global growth and prosperity over the last fifty 
years. Open economies have been able to harness the power of trade to boost competitiveness 
and productivity, helping improve living standards and sustain economic growth. Countries that 
trade more ultimately grow more.  

6.2 In the immediate term, there is evidence of global trade slowing by more than expected. For 
example the Baltic Dry Index, which measures the global prices of shipping dry raw materials 
(grain, coal, iron etc), has fallen by 92 per cent since its peak in May. There is also anecdotal 
evidence that the system of trade finance through letters of credit is slowing. These underpin 
much of the trade that occurs globally. Without them goods will not be shipped and the global 
supply chain will become blocked.  

6.3 We need to act quickly to address this risk. The World Bank International Finance 
Corporation plans an increase in its trade-financing programme by $1.5bn. But we need to 
remain vigilant and stand ready to act further if necessary. Co-operation between national and 
multilateral agencies, and with financial institutions that provide trade finance facilities is 
essential to find a global response to this problem.  

6.4 Despite major reductions in trade barriers, protectionism continues to be a major risk to our
economies and a barrier to lifting developing countries out of poverty. We should not raise new 
barriers to investment or trade in goods and services, and we should vigorously promote market 
access for all businesses. Further economic co-operation will help to boost trade and investment 
flows that benefit all our economies. 

6.5 The strongest signal we can send to counter protectionist policies is to reach urgently a 
successful conclusion of the Doha Round of world trade talks. That is why Leaders in 
Washington tasked their trade Ministers to move quickly to agree modalities. We need to 
demonstrate the political leadership necessary to break the deadlock and agree a framework 
WTO deal this year. A deal would not only add billions in additional trade to the global 
economy, but would provide a significant confidence boost to markets.  

6.6 Recent commodity prices volatility also calls for a concerted approach to deliver stable and 
sustainable commodity markets by: encouraging the most efficient level of demand, enabling 
supply to respond as effectively as possible; and increasing capability to respond to increased 
volatility and more frequent supply shocks1. An ambitious deal is an essential part of a 
sustainable long-term solution to the current global food challenges. A successful agreement is 
also a critical element of any strategy to reduce global poverty and achieve the Millennium 
Development Goals.  

6.7 More widely a framework for maintaining macroeconomic stability in both developed and 
developing countries is an essential underpinning element of the international community’s 
strategy for ensuring stable, secure and sustainable commodity markets and maximising 
resilience to short-term price shocks. This requires sound long-term macroeconomic policies, 

1 As set out in Global commodities: a long term vision for stable, secure and sustainable global markets” HM Treasury June 2008-11-12 
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based on transparency and accountability. Central banks have a primary role to play in 
maintaining low and stable inflation rates through appropriate monetary policy. It is also 
essential that, in responding to the pressures placed on their economies from high oil prices, 
countries take forward responsible fiscal policies based on sustainable long-term growth, 
including, as appropriate, through the removal of fuel price subsidies.  

6.8 The IMF must continue its role in helping the international community to form a shared view 
of the trends, risks and the appropriate policy responses, working closely with other 
international organisations, central banks, finance ministries and other national authorities. The 
IMF should integrate its analysis of the impact of rising commodity prices into its surveillance 
activities, and help its members to respond to these challenges through its policy advice.  

6.9 The international institutions should also continue to enhance their capacity to provide 
financial support to countries facing instability through the provision of adequate, targeted 
shocks assistance and we welcome the recent reforms to the IMF’s Exogenous Shocks Facility 
which will enable more countries to benefit.  
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7 Global challenges 
7.1 More generally, alongside this agenda, the importance of dealing with immediate crisis 
should not undermine our commitment to addressing the global challenges that remain crucial 
for sustaining growth in the medium term.  

Meeting the Millennium Development Goals 

7.2 Global growth is essential for poverty reduction and achievement of the Millennium 
Development Goals. Since 1990, over 400m people have been lifted out of poverty. Eighty per 
cent of this is explained by economic growth. We need to ensure this can continue so that over 
time developing countries themselves contribute to global growth and to greater stability and 
security for all of us. Poor countries are already suffering the effects of high and volatile food 
and fuel prices. According to World Bank estimates, 100m people will have been pushed into 
poverty by high prices this year.  

7.3 The World Bank, other multilateral institutions and bilateral donors (including the EU) should 
intensify efforts to foster private sector growth in the low income countries, including through 
the development of effective financial services, investment in health, education, infrastructure, 
social protection for the poorest and adaptation to the impacts of climate change.  

7.4 In September, world leaders came together in New York to take action to accelerate 
progress towards the Millennium Development Goals. The UN Secretary-General estimated that 
this generated commitments of over $17bn. We must work together to increase levels of 
development financing through the World Bank and other multilateral channels, and individual 
donors must deliver on their existing aid commitments. Emerging economies should play an 
enhanced role and take on further responsibilities for the achievement of these global goals.  

7.5 The UK remains committed to meeting our ODA targets. Specifically, we remain on track to 
meet our commitment to spend 0.56per cent of our national income on ODA in 2010/11, 
exceeding the EU’s commitment to a minimum of 0.51 per cent, and to spend 0.7 per cent of 
our national income by 2013, two years ahead of the EU target.  

7.6 We welcomed the UN follow-up conference on Financing for Development, held in Doha, 
Qatar, last month. This will be an opportunity to renew the global consensus on development 
financing. We urge all donors to reaffirm their ODA commitments. We must also make sure aid 
is more effective, implementing the Paris Declaration on Aid Effectiveness and the Accra Agenda 
for Action agreed in September. 

7.7 We must also ensure that developing countries are equipped to deal with regulatory 
changes in financial markets, drawing on the expertise of the IMF, World Bank and other 
institutions.  

Combating climate change

7.8 It is also imperative to tackle climate change. It is clear that unchecked climate change will 
have catastrophic effects on our future prosperity. We cannot allow the current financial turmoil 
to distract us from this risk to global prosperity. On the contrary, we should be investing now 
both to hasten the transition to a low carbon economy tomorrow and to create jobs and 
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economic opportunity today. We must harness this momentum to achieve an ambitious post-
2012 Global Climate Change Agreement at the UNFCCC meeting in Copenhagen in December 
2009. 

Reforming the international financial institutions 

7.9 Reactions to the financial crisis have demonstrated our international financial structures were 
ill-equipped to deal with the unprecedented turbulence in the global financial markets. The next 
summit in the UK in April 2009 will allow us to advance work to reform the Bretton Woods 
Institutions comprehensively so that they are better equipped to meet future challenges and 
reflect changing weights in the world economy to increase their legitimacy, and ensure a greater 
voice and representation for the emerging and developing countries. 
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International Cooperation for Prudential Oversight of Finance: 
Which Institutions? Which Countries? 

 
 
 Governments and central banks should act jointly to improve world standards for 
the prudential oversight of financial activity. And they should cooperate to monitor and 
enforce those standards.1 
 Two major underlying issues must be addressed before significant progress can be 
made toward those goals: Which international forums and institutions should be the locus 
of the cooperative efforts?  How should important countries that heretofore have not been 
included in the existing cooperative efforts be brought into the process? 
 As of the autumn of 2008, a variety of international institutions and 
intergovernmental committees already address issues of prudential financial oversight.  
The most active have been committees or groups under the auspices of or associated with 
the Bank for International Settlements (BIS), especially the Basel Committee on Banking 
Supervision (BCBS). Supervision and regulation of securities and insurance have been 
discussed primarily in, respectively, the International Organization of Securities 
Commissions (IOSCO) and the International Association of Insurance Supervisors 
(IAIS). Cross-border accounting issues are the domain of the International Accounting 
Standards Board (IASB). The International Monetary Fund (IMF) and the World Bank 
have limited monitoring responsibilities in these areas. An umbrella organization created 
in 1999, the Financial Stability Forum (FSF), provides some oversight and coordination 
among the institutions and committees.  
 In recent years the combined international efforts fell well short of the 
cooperation that would have helped to mitigate today's crisis. Nevertheless, the primary 
failures in prudential oversight were substantive rather than institutional.  
 Looking forward, some policymakers seem to yearn for a completely new 
institution.  For example, some sweeping ideas in the air prior to the November 15th G-
20 summit call for the creation of new "international colleges" to harmonize the 
supervision and regulation of the activities of the largest, internationally-active banks. 
 Some commentators pitch the ideas of a new "supranational regulator" or a complete re-
design of the international architecture of financial regulation in a "Bretton Woods II" 
conference. These ideas, however, are vague and premature, if not naïve. Such staff 
expertise as now exists on prudential oversight of finance is lodged in national central 
banks and financial supervisory authorities, or to a small extent at the BIS, the IMF, and 
the World Bank. The staff and secretariat resources for a new supranational regulator or 
an international college of supervisors would in the shorter run have to be stolen from 
these institutions.  How would a reshuffling of the existing inadequate expertise to a new 
institution lead quickly to better prudential oversight? 

                                                 
1 These points are argued in a companion essay, "Prudential Oversight of Finance: First Principles for 
International Cooperation" (Brookings Institution, November 2008).  
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 The allocation of responsibilities among the existing international institutions and 
committees is partly a haphazard result of historical events.  It does not conform to an 
orderly blueprint. Even so, those who wish to create new institutions should be asked to 
explain why they believe the benefits would exceed the costs and why a tidier 
institutional structure would better foster cooperative prudential oversight of financial 
activity.  
 The relative roles of the BIS and the IMF are the most difficult institutional 
reform issue lurking beneath the surface. Some may argue that the IMF should be the 
center of gravity for cooperative prudential oversight for the longer run, and hence that it 
should gradually assume a dominant role in the global aspects of standard setting, data 
dissemination, and prudential monitoring. That view presumes that the BIS and 
committees such as the BCBS should play a declining and merely supporting role. 

Sorting out the relative responsibilities of the IMF and the BIS involves much 
more than the functions of standards, data dissemination, and prudential supervision. Still 
more difficult is the issue of whether the IMF's mandate should include primary 
responsibility for the surveillance of national monetary policies. Consensus exists that the 
IMF should appraise the monetary policy of an individual nation as an integral part of 
IMF surveillance during that nation's Article IV consultations. But the central banks of 
the largest nations perceive the BIS rather than the IMF as the primary institutional 
conduit for cooperative consultations and surveillance of their monetary policies. When 
the major central banks have perceived a need for direct cooperation on issues of crisis 
management and lender-of-last-resort emergency lending, the BIS has also been their 
preferred venue. 

The most delicate and fundamental issue at stake in defining relative 
responsibilities is the desirable degree of political independence for central banks. 
Because major central banks prize the BIS as their institution, they have not welcomed 
finance ministries inserting themselves into BIS activities. The IMF is often perceived as 
more beholden to finance ministries in national governments than to national central 
banks. Academic and public support for the political independence of central banks has 
waxed strong in recent decades. 

Some single international organization may eventually come to be perceived as 
the principal locus for collective financial governance on a global scale—as a global 
central bank for national central banks. Today, one cannot perceive whether the IMF or 
the BIS is the more likely embryo for such an institution. It is equally unclear whether the 
IMF, if perceived as the embryonic world central financial institution, will have to be 
given greater political independence from national governments. An alternative line of 
speculation about the longer-run future is that the IMF and the BIS will both survive as 
powerful global financial institutions. 

For the shorter run, the pragmatic choice may be to ask the Financial Stability 
Forum to serve as the main locus for coordinating decisions of the IMF, the BIS and 
associated committees, and the finance ministries, central banks, and supervisory 
agencies of national governments. At some point, however, the world community will 
have to formulate a clearer vision for the BIS and a refined mandate for the IMF in the 
areas of monetary policies and crisis management as well as financial standards, data 
dissemination, and prudential oversight. If both the IMF and the BIS plus its associated 
committees are to survive and prosper for the longer run, difficult decisions will have to 

46



 3

be made -- de facto if not transparently  -- about how to divide or share functional 
responsibilities between the two sets of institutions. 
 The issue of "Which Countries?" is closely related to "Which Institutions?" Some 
important countries and virtually all smaller countries have not so far been included in 
international decisionmaking about the prudential oversight of financial activity. In 
particular, China, India, Brazil, Mexico, and Korea have not had seats at the table when 
world standards and codes have been discussed.2  Yet increasingly such countries are 
deeply engaged in the world financial system. Without greater voice in cooperative 
decisions, the excluded countries are unlikely to support the decisions. 
 China, India, Brazil and other emerging market economies do not attend meetings 
of the BCBS and other BIS-associated committees.  Nor are they represented at meetings 
of the Financial Stability Forum.  Indeed, the FSF was created after the Asian financial 
crises of 1997-1998 with the intent of including only the supervisory authorities and 
central banks of the main industrial countries.3  
 The summit on November 15th is formally a meeting of the G-20 and will thus 
include China, India, Brazil, Mexico, and Korea. Their participation on November 15th is 
an encouraging development. But when the discussion focuses on prudential financial 
oversight and when consideration is given to further activities of the FSF and the BCBS, 
will Europe, North America, and Japan propose that the big emerging-market countries 
be given a seat at those tables? It would be highly awkward to assert that countries such 
as China and Brazil should adhere to reformed world standards for prudential supervision 
and should cooperatively participate in reformed mechanisms for the management of 
financial crises without giving them a voice in the design of those standards and 
mechanisms. 
 Alternatively, do the major industrial countries wish to have expanded prudential 
oversight occur primarily through the IMF rather than through the FSF and BIS-
associated groups? For that alternative, too, an awkward mismatch exists.  China, India, 
Brazil, Mexico, and Korea have disproportionately small quotas and voting shares in the 
IMF while European countries have disproportionately large quotas and votes. The world 
community in the last three years went through a protracted negotiation to better adjust 
IMF quotas and votes to relative positions in the world economy. But the adjustments 
agreed in April 2008 were very modest and fell far short in addressing the challenges 
facing the IMF in its evolution toward a global institution with more balanced and 
inclusive representation and voting power.  The April 2008 agreement failed completely 
in reducing the excessive number of seats held by European members in the IMF's 
Executive Board (in fact, the issue was kept out of the negotiations altogether). The 
revised formula agreed in the negotiation for calculating the presumptive quota and 
voting shares of members, taken on its own, generated changes in shares that moved 
away from, rather than toward, a better alignment of voting power with economic 
realities. The agreement negotiated in April achieved its very modest improvements in 
raising the quotas and shares of countries such as China, India, Brazil, Mexico, and Korea 

                                                 
2 Most countries in the world, of course, have not had seats at the table. Careful analysis should be 
concerned with how feasibly to incorporate the views of all countries.  
3 Singapore and Hong Kong are included in the FSF because, it was argued, they are "financial centers." 
The FSF is formally independent of the BIS, but its small secretariat is lodged at the BIS. 
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only because the underlying formula was overridden with one-time, ad hoc gimmicks that 
masked the unpalatable consequences of the formula.4  
 Given the world financial crisis and the impetus in some quarters to "reform the 
international financial architecture," a strong case exists for re-opening the negotiations 
about the governance of the IMF (and the World Bank).  The United States Congress has 
not yet acted to pass the adjustments incorporated in the April 2008 IMF agreement (they 
had not even been submitted to Congress as of the summer of 2008). Given that 
President-elect Obama seems likely to adopt a more multilateralist approach that will 
strongly support international institutions, it would be better for the Congress not to act 
on them and instead encourage the Obama administration to re-start the negotiations, 
leading the way to a more solid and sustainable reform agreement.  
 Achieving a better agreement about the governance of the IMF and the World 
Bank – including a substantial increase in the quotas and voting shares of the emerging-
market and developing countries – is, for a variety of reasons, an important task for the 
world community.  That step forward is surely necessary if the IMF is to be given 
enhanced responsibility for catalyzing international cooperation about prudential 
financial oversight. 

                                                 
4 For further discussion, see my essay "Reform of IMF Quota Shares and Voting Shares: A Missed 
Opportunity" (April 2008), available at the Brookings web site 
[http://www.brookings.edu/papers/2008/0408_imf_bryant.aspx]. 

48



 
Ralph C. Bryant 

November 8, 2008 
 

Prudential Oversight of Finance: 
First Principles for International Cooperation  

 
 The prudential supervision and regulation of financial activity, never appearing on 
radar screens in normal times, is suddenly near the top of worry lists.  Many observers 
deem them a priority problem badly needing to be "fixed."  And because financial 
activity is now global and the financial crisis is worldwide, many jump to the conclusion 
that prudential oversight has been inadequate not only within individual countries but 
also in its cooperative international dimensions. 
 The beginning of wisdom about prudential financial oversight is to eschew 
extreme perspectives and to recognize that extremist remedies are unlikely to be a net 
improvement. 
 It is true that inadequate supervision and regulation of financial activity 
significantly contributed to the evolution of today's crisis.  Banks and nonbank financial 
institutions were allowed to become badly "overleveraged." Financial institutions moved 
assets off their balance sheets to avoid having to hold adequate capital reserves.  There 
was insufficient transparency, disclosure, and supervisory monitoring for complex 
financial instruments such as collateralized debt obligations and derivatives such as credit 
default swaps. Credit default swaps, essentially insurance contracts, were not subject to 
regulation acknowledging their insurance as well as derivative character. Hedge funds 
were not required to disclose sufficient information and were lightly regulated. Internal 
techniques for evaluating the risks taken on by financial institutions were faulty and were 
not adequately second-guessed by prudential supervisors.  Credit-rating agencies failed to 
give cogent appraisals of the instruments they rated.  Sadly, the preceding is merely a 
partial list. 
 Yet it is also true that today's crisis had multiple causes. Inadequate prudential 
oversight was not the only, not even the primary, difficulty.  Imprudent behavior of both 
lenders and borrowers in projecting housing values and in the origination of mortgages 
were critically important. First-best supervision and regulation could have mitigated that 
imprudence, but not forestalled it altogether. As investors became skittish and confidence 
declined sharply, the crisis became increasingly unanchored from its original triggers.  
Herd behavior led to a freezing of all lending and borrowing, which in turn threatened 
even healthy, adequately capitalized financial institutions.  
 Just as inadequate prudential oversight, both in the United States and abroad, 
contributed to the emergence of the financial crisis and to the speed with which it 
worsened, cooperation among national supervisory authorities in recent decades can also 
be validly criticized.  More progress could have been made to improve world standards 
for the prudential supervision and regulation of financial activity. More cooperation could 
have led to better monitoring and enforcement of world standards. Again, however, it is 
important to recognize that failures of international cooperation were not a dominant 
cause of the worldwide crisis. 
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 As with so many aspects of public policy, ideologically extreme views about 
financial activity attract disproportionate attention.  One polar view emphasizes only the 
presumptive efficiency of financial markets.  The opposite extreme perceives only market 
failures.  But thoughtful analysts have always recognized the inevitable tensions between 
market efficiency and market failure.  The decentralized decisionmaking embodied in 
market supplies and demands can accomplish allocative feats of great complexity. Yet 
markets can also malfunction; decentralized, noncooperative decisionmaking can 
sometimes produce outcomes decidedly inferior to those attainable when decentralized 
decisions are constrained by collectively agreed guidelines and collective monitoring.  
 An eclectic and agnostic stance about prudential financial oversight is essentially 
the same mainstream stance that makes sense in resolving the tensions between market 
efficiency and market failure. And eclecticism is the most judicious response to extreme 
views.  If you find yourself being lectured about the damaging effects of unfettered free 
markets and the need for a sweeping re-regulation of financial activity, your mind should 
flood with the mischief that can be caused by anachronistic and ineffective government 
regulations, the beneficial discipline of interbank and intercountry competition, the merits 
of lending decisions decentralized to where information about credit risk is least 
unreliable, and the potential for improved resource allocation and faster growth that can 
result from savings being channeled to investment projects yielding the highest return. 
Conversely, if you find yourself in the company of someone arguing that across-the-
board financial deregulation will work supply-side miracles in the national and world 
economy, your mind should then overflow with thoughts of the bank executives who 
behave like sheep in choosing a portfolio dominated by securities backed by subprime 
mortgages, drug-smuggling proceeds laundered through banks in offshore financial 
centers, stock prices fluctuating in response to false rumors started by market participants 
in order to make exploitive trades, and competitive laxity between governments trying to 
attract financial institutions to their jurisdictions by reducing taxation and the stringency 
of supervision – not to mention the Asian financial crises of 1997-98, the failures of the 
Herstatt and Franklin National banks in 1974, the Credit-Anstalt in Vienna in 1931, and 
the South Sea Company in London in 1720. 
 In the United States and several other developed countries, government policies 
about supervision and regulation in the last decade tended to drift in the direction of de-
regulation, away from a judicious middle ground. As new financial instruments were 
created, disclosure and transparency requirements were not imposed. Out-of-date 
regulations were not updated. Prudential supervision was not enhanced even though the 
need for it was increasing. 
 Inevitably, the current crisis will force the general stance of supervision and 
regulation sharply in the opposite direction. Getting back to a sensible middle ground is 
badly needed. But there is significant risk that, as with a pendulum, the middle ground 
will be overshot. 
 The risks of overshooting, of adopting ill-considered steps, are especially high in 
the area of international cooperation. To reduce the probability of future crises, 
governments and central banks over the medium run do need jointly to improve world 
standards for prudential oversight. And they do need to support enhanced cooperation to 
monitor and enforce those standards. But some of the sweeping ideas in the air prior to 
the November G-20 summit – such as creation of a new "supranational regulator" to 
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harmonize the supervision and regulation of the activities of the largest, internationally-
active banks; or a complete re-design of the international architecture of financial 
regulation in a "Bretton Woods II" conference – are as yet vague and, at best, highly 
premature.  
 Proposals for incremental progress should, at the very least, be closely informed 
by the merits and deficiencies of the cooperative actions that have already been taken in 
recent years through groups such as the Financial Stability Forum, the Basel Committee 
on Banking Supervision (BCBS), the International Organization of Securities 
Commissions (IOSCO), the International Association of Insurance Supervisors (IAIS), 
and the International Accounting Standards Board (IASB). 
 A cooperative approach at the world level for refining financial standards and 
prudential oversight should be based on the following general principles:  
 1) Responsibility for improved standards and prudential oversight should begin 
and end at home within the individual nation.  Cooperative design of standards and 
collective international monitoring should shape a world environment that encourages 
individual national governments to take appropriate actions. "Supranational" institutions 
will have limited political authority for the foreseeable future.  Strengthened standards 
and oversight within nations cannot be imposed from outside. 
 2) Standards and oversight at the world level should take the form of core 
principles rather than detailed codes or fully specified regulations.  It would be 
premature to try to obtain worldwide intergovernmental agreement on detailed codes and 
regulations. National governments may be able to accept core principles and guidelines, 
but typically they will prefer -- often with justification -- to adapt the core to the 
particular indigenous characteristics of their own situations. Even if detailed regulations 
were somehow politically negotiable, it could still be undesirable to aim for such detail.  
Although standards and regulations can err by being too loose and fuzzy, they can also 
err by being excessively detailed.  
 3) The preferred approach at the world level is an encouragement of agreed 
minimum standards combined with the presumption of "mutual recognition."  This 
approach differs from the negotiation of "harmonized standards." Explicit harmonization 
across nations would require substantial departures from national governments making 
decentralized decisions; harmonization would also require a major overhaul of 
international financial organizations. Mutual recognition (as understood, for example, 
within the European Union) does entail intergovernmental cooperation: it requires 
exchanges of information and consultations among governments that will constrain the 
formation of national regulations and policies. In contrast with harmonization, however, 
mutual recognition presumes a continuation of decentralized decisions by national 
governments. 
 4) No financial institution, anywhere in the world, should escape adequate 
supervision by one or more national prudential authorities. Since first articulated in 
1975, and revised in 1983, a similar principle has been widely accepted -- for banks -- as 
the "Basel Concordat." 
 5) World standards and oversight should, when possible, rely on market 
incentives rather than direct restrictions. Within individual nations, prudential oversight 
that relies on market incentives will usually, if feasible, be preferable. The same principle 
applies to standards and prudential oversight designed to cover cross-border financial 
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transactions and the world financial system as a whole. Detailed direct restrictions require 
large staff resources.  Detailed restrictions are difficult to update to changed conditions, 
and if not updated can easily become anachronistic.  Detailed restrictions, though 
designed to offset market failures, can founder because of government failure. 
 6) Standards and oversight designed at the world level should highlight 
disclosure and transparency. A close link exists between the degree of disclosure and the 
ability of supervisors to rely on market-based, incentive-based regulations.  Without 
ample disclosure of institutions’ accounts and behavior and without the information being 
readily available globally as well as domestically, an emphasis on incentive-based 
oversight instead of direct explicit regulations cannot be successful. Ample disclosure of 
accurate and timely information helps to reward safe and well-managed institutions while 
exerting market pressures on institutions that are excessively risky and poorly managed. 
 7) Monitoring and enforcement of world standards and oversight are at least as 
important as sound design. Even if well designed and fully agreed, standards and 
guidelines are of limited worth without adequate monitoring and enforcement. Private 
institutions have strong incentives to innovate to circumvent existing regulations.  Such 
innovations require supervisors to adjust their monitoring and enforcement (sometimes 
even the design).  Monitoring and enforcement is especially difficult when reliance must 
be placed on direct restrictions rather than on standards and regulations based on market 
incentives.  The greatest risks come from the latent potential for regulatory capture and 
regulatory forbearance. 
 8) The primary mechanisms for monitoring and enforcement of a nation’s 
standards and oversight should be implemented internally within the nation (self 
assessment), but evaluation from outside the nation (external assessment) should be used 
as a supplement. Because responsibility for prudential oversight for a national financial 
system must be shouldered at home (principle 1), the bulk of monitoring and enforcement 
activity must also be implemented within the nation. Each nation, acting voluntarily, 
should strengthen its own indigenous procedures for self assessment. Self assessment 
alone, however, is unlikely to be sufficient.  To ensure rigor, to foster consistent 
application of world standards across national jurisdictions, and above all to enhance 
credibility, national self assessments need to be complemented by external verification 
and probably even by external assessments.  Initiatives in recent years, such as reports on 
the observance of standards and codes (ROSCs) and financial sector assessment 
programs (FSAPs) carried out under the auspices of the IMF, World Bank, and the BIS, 
are initial international efforts at external assessment. Evaluations by the Financial Action 
Task Force in the specialized area of financial crime and money laundering are another 
illustration of external assessments of nations’ compliance with world standards.   
 9) No governmental jurisdiction should be accorded the full benefits of 
participation in the world economic and financial system and its supporting 
international organizations if it persists in maintaining standards and 
prudential oversight that are weak relative to world minimum standards. In a 
world financial system with nearly 200 separate national jurisdictions, a few 
may be opportunistic free riders. The most problematic jurisdictions may 
intentionally have inadequate transparency, weak standards and supervision, 
loopholes that facilitate tax evasion, and little willingness to cooperate 
internationally. Such weak-standard jurisdictions, for example a subset of so-
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called offshore financial centers, may exploit their supervisory laxity to attract 
private customers and financial institutions trying to escape sensible tax 
regimes and high prudential standards elsewhere. The world community should 
try to discourage the adverse externalities originating from such free-rider 
behavior. If a jurisdiction makes little effort itself at self assessment, or even 
actively inhibits self assessment, in such instances the world community has no 
choice but to impose some form of external assessment.  Widespread 
dissemination of such an assessment for a problematic jurisdiction -- a “name 
and shame” policy – may influence the jurisdiction to change its behavior. If a 
name-and-shame policy proves insufficient, the world community will 
eventually have to agree on stronger measures. 
 The preceding principles are "soft" rather than "hard," shaped by a 
strategy of pragmatic incrementalism.  Agreement on more detailed principles 
and codes, not to mention monitoring and enforcement, will be difficult and 
slow.  But these broad principles are a place to start. They could constitute a 
feasible foundation for a near-term strengthening of the surveillance of 
individual nations' financial systems and the world financial system as a whole.  
 Meaningful progress on international cooperation for prudential oversight cannot 
be achieved without addressing two difficult underlying issues. Which international 
forums and institutions should be the locus of the cooperative efforts?  How should 
important countries that heretofore have not been engaged in the existing cooperative 
efforts be brought into the process?  These two issues are discussed in a companion 
essay.1 

                                                 
1 "International Cooperation for Prudential Oversight of Finance: Which Institutions? Which Countries?" 
(Brookings Institution, November 2008). 
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Reform #1.  All Countries Should Have a Prompt-Corrective-Action and Orderly Closure 
Law for Systemically Important Financial Institutions – Be They Banks or Nonbanks. 

 Need analogue to what we have for banks in the United States under 
FDICIA (Federal Deposit Insurance Corporation Improvement Act) 
and CEBA (Competitive Equality Banking Act). 

 Assumption that failure of large bank would be more costly for US 
economy than failure of large non-bank is increasingly tenuous. 

 Under current situation, impending failure of systemically-important 
non-bank confronts authorities with two unappealing options: put it 
into Chapter 11 bankruptcy and accept creditor stays and potential 
market lock-ups not helpful to restoring financial stability; OR make a 
quick  decision over the weekend to implement a large bail-out on 
terms not necessarily the most favorable to US taxpayers. 

 Bank resolution framework under FDICIA and CEBA works much 
better:  Prompt Corrective Action (PCA) capital-based triggers 
mandate corrective actions; close the bank when it still has positive net 
worth; wipe out existing shareholders and change management; resolve 
bank at least cost to FDIC insurance fund; receiver can establish a 
“bridge bank” that keeps bank operating under FDIC-appointed 
management and ownership. 

 So what you want is an orderly resolution framework that combines 
continuity of operations, good moral hazard properties (wipe out 
shareholders, change management, guarantee some liabilities at 
estimated recovery cost, not par), gives some discretion to crisis 
manager for payment priorities, and also provides crisis managers with 
“time to think.”   

 Need funds to pay some creditors before assets are sold; this could be 
done with (ex ante) levy on systemically-important nonbanks.  Would 
probably define “systemically-important’ by reference to combination 
of size, degree of inter-connectiveness in financial markets, and 
leverage (but this would make it harder for authorities to follow policy 
of “constructive ambiguity”). 

 This framework for nonbanks would have been useful in cases of Bear 
Stearns, Lehman, Merrill Lynch, and AIG. 

 I have been pushing this since last April; Treasury Secretary Paulson, 
SEC Chair Cox, FDIC Chair Bair have come out in favor (as has 
Shadow Financial Regulatory Committee) -- but still don’t have it; 
need it ASAP. 

 
Reform #2.  An international, quantitative liquidity requirement for banks, along with  
private-sector pooling arrangements for liquidity. 

 Over past 50 years or so banks in many G-7 countries have 
economized unduly in the shares of cash and liquid assets in 
their total assets; investment banks have relied on short-term 
collateralized borrowing. 
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 This longer-term trend away from “owned” liquidity toward 
“just in time” borrowed liquidity was exacerbated in the run-up 
to this crisis. 

 In worst of crisis, even  collateralized borrowing against 
investment-grade  collateral may not be available for firms 
facing actual or perceived liquidity/solvency pressures; SEC 
liquidity guidelines designed so investment bank could 
withstand 12 month interruption of unsecured financing but 
assumed that secured financing would always be available; 
Bear Stearns case and others shows this assumption is no 
longer tenable. 

 Banks may hoard liquidity in a crisis (uncertain over own 
liquidity needs and/or nervous about creditworthiness of 
counterparties); so liquidity may not go to those who need it. 

 Central banks can compensate for above problems by offering 
large-scale liquidity assistance to broad range of market 
participants against a wide range of collateral, but the larger, 
more frequent, and longer lasting is such assistance, the greater 
the risk that the official lifeline with undermine incentives for 
market participants to self insure against liquidity risk. 

 What is needed is clearer picture of what constitutes minimum 
regulatory liquidity, along with greater incentives for holding it 
and for sharing it with others. 

 Goldstein liquidity proposal offered in May 2008 (See “A 
Proposal to Improve Banks’ Regulatory Liquidity,” Financial  
Times, May 22, 2008). 

 Main features:  (i) regulators would define regulatory liquidity 
narrowly: would give a dominant role to cash and to US 
Treasuries that would retain their unquestioned liquidity in a 
crisis; would penalize very short-term financing relative to 
longer-term financing; regulators would set minimum 
quantitative benchmark for bank liquidity much in the same 
spirit as Basle I quantitative bank capital requirement was 
established in late 1980s; latest Basle Committee report on 
liquidity policy for banks stills favors a “principles-based” 
approach that just won’t cut it; (ii) need to establish private-
sector liquidity pools among  systemically-important players; 
each member of pool deposits with pool an agreed quota of 
Treasuries that it could draw instantaneously when needed and 
without challenge; each member would be able to overdraft by 
several times if needed to meet unusually large liquidity 
strains; all pool members would agree as a condition of 
membership to allow their deposits to be lent to other 
members; since pool members would include some banks with 
insured deposits, unlikely that all pool members would be short 
liquidity at same time; market and default risks would be borne 
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exclusively by members of the pool: (iii) when liquidity needs 
went beyond the capabilities of the pool, members would turn 
to their national central bank to act as LOLR.  Access to central 
bank liquidity facilities would carry a higher cost of borrowing 
than in the pool and there would be a strong presumption that 
official liquidity assistance could come only after private 
sources had been exhausted. 

 Four advantages of the Goldstein liquidity proposal:  (i) 
systemically-important players have increased incentive to hold 
minimum amount of owned liquidity to use in a crisis; (ii) 
hoarding of liquidity would be ruled out by membership 
commitment to lend to others members and loss sharing would 
limit their potential downside; (iii)  members would have 
assurance that collateralized borrowing would be available 
from the pool even during the worst of the crisis; and (iv) 
central banks – as the third line of defense, could  take less 
credit and market risks on their balance sheets and  guard 
against becoming the lenders of first—rather than last – resort. 

 On September 15, 2008. 11 major banks agreed to set up just 
such an emergency liquidity pool with $77 billion in resources; 
while details are still sketchy and implementation seems to be 
delayed, it appears to share at least some of the key features of 
my proposal (including overdraft privileges going up to one-
third of the fund). 

 While central banks will no doubt continue to dominate the 
provision of emergency liquidity assistance during this crisis, I 
believe that the solution to the “liquidity hoarding” problem 
lies in part (along with bank recapitalization) in greater mutual 
support efforts among banks themselves; in this sense, there is 
something to be learned from what is done on the balance-of-
payments front via pooling arrangements at the IMF.  

 
Reform #3. The Basle II bank capital regime should be reworked – not just 
tweaked at the margin – in favor of higher minimum capital ratios, making the 
regime counter-cyclical, adding a leverage ratio alongside the risk-weighted 
capital measure, and temporarily dropping use of credit ratings and internal 
models to calculate risk weights. 

 
 The existing minimum risk-weighted capital ratio (8 percent of 

risk-weighted assets) is too low:  financial institutions 
worldwide have had to raise almost $500 billion in capital 
during this crisis to deal with losses, considerable further 
writedowns are on the horizon if one believes the estimates of 
total projected credit losses,  it’s becoming harder to raise such 
capital from private markets, and governments are having to 
put substantial public money into various schemes for 
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recapitalizing banks.  Even though banks went into this crisis 
with capital ratios considerably above the minimum, bank 
capital has proved inadequate to deal with the bad credit 
decisions that have been made.  While the Basle Committee 
has recently mandated some selective capital increases to deal 
with problems highlighted in the crisis (e.g. for re-
securitizations and short-term liquidity facilities extended to 
asset-backed commercial paper conduits, and for banks’ 
trading book exposures), they have not yet recommended an 
increase in the minimum capital ratio.  If banks had higher 
capital cushions, there would be no need for potentially costly 
public interventions like the TARP.  Hence, after recovery 
from the crisis has been firmly established, we should be 
recommending a significant (phased) increase in the minimum 
capital ratio, say from 8 to 12-14 percent (with accompanying 
increases in the Tier I ratio and in the minimum leverage ratio).   

 From a macroeconomic point of view, it’s desirable for the 
bank capital regime to be counter-cyclical – not pro-cyclical.  
Default probabilities, expected loss given default, changes in 
credit ratings, the value of collateral, profits, and asset prices 
are behave pro-cyclically – and the protections built into the 
Basle II capital regime are not sufficient to do much to alter 
that outcome.  Because of the link between bank capital and 
bank lending, what would be stabilizing is for bank capital 
requirements to increase during the upswing, and for bank 
capital to fall during the downswing.  The best way to do that is 
to make regulatory bank capital a function not just of the level 
of bank assets but also of the change in bank assets (as 
recommended by Persaud and Goodhart (2008). 

 In the United States, we require banks not only to meet a 
minimum ratio of bank capital to risk-weighted assets but also 
a simple unweighted leverage ratio.  Most other countries just 
use the risk-weighted measure.  The leverage ratio is useful and 
should be made part of a reformed international Basle capital 
regime.  The leverage ratio provides protection against both 
mistakes in the weighting scheme for risk-weighted assets and 
some less desirable forms of regulatory arbitrage, and it acts as 
a binding constraint on the build-up  in leverage on the way up 
in the cycle when funding conditions are ample (see Morris and 
Shin, 2008 and Turullo, 2008).  

 One of the main innovations of Basle II was to provide more 
sophisticated differentiation among risk categories for bank 
capital by using credit ratings as risk weights and by allowing 
banks to use their internal models to determine their regulatory 
capital requirements.  Even though Basle II cannot fairly be 
blamed for inciting this crisis (since it was not implemented in 
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most countries when the build-up to the crisis was occurring), 
the credibility of this innovation has been seriously damaged 
by the crisis.  More particularly, the performance of credit 
rating agencies has been dismal and so too with the 
performance of banks’ internal models (to the extent that the 
latter have been leaned on to guide portfolio decisions in the 
run-up to the crisis).  The solution is this problem is not to 
discard risk-weighted capital measures entirely.  It is instead to 
temporarily suspend use of the credit ratings and internal 
models in favor of weights chosen by bank supervisors – until 
such a time as it can be demonstrated that the performance of 
the credit rating agencies and of banks’ risk management has 
improved markedly.  Government officials seem loathe to 
make yet another significant change in the international bank 
capital regime given the long and arduous approval process for 
Basle II but that is a weak argument when set against the cost 
of maintaining a risk-weighting scheme for bank assets that has 
simply shown major shortcomings in this crisis.  

 
Reform #4. Coordination needs to be improved between the monetary and regulatory 
authorities during the build-up of asset-price bubbles so that both of them don’t say 
simultaneously that the identification and pricking of asset-price bubbles is not my job. 

 
 Central banks have argued for some time that they should not 

attempt to prick asset-price bubbles because they have only the 
level of short-term interest rates as a policy instrument and it 
has to be directed at maintaining price stability, because they 
can’t reliably identify asset-price bubbles, because interest 
rates are too blunt an instrument to affect asset prices without 
doing large collateral damage to the economy, and because 
when asset-price bubbles do bust, easier monetary policy can 
usually limit damage to the real economy.   

 Others – including the BIS  – have countered that the most 
notable financial crises of the past 75 years or so were not 
preceded by notable run-ups in inflation rates and that good 
early warning indicators of impending trouble are available, 
including rapid credit growth, large increases in asset prices 
themselves, and seemingly unsustainable patterns in the 
composition of aggregate demand.  All this justifies some 
“leaning against the wind” at times of increased vulnerability. 

 More recently, another school of thought has aired (e.g., 
Mishkin, 2008) that suggests that action should be taken 
against asset-price bubbles that are accompanied by credit 
booms but not against those that are not, and that this action 
ought to be mainly in the area of tougher prudential 
supervision. But the desirability of relying on tougher 
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regulation to prick asset-price bubbles has long been opposed 
by, among others, former Fed Chairman Greenspan.  He has 
maintained (Greenspan, 2008) that bank loan officers are more 
knowledgeable about credit risks than regulators, and that 
regulators confronting real time uncertainty have rarely if ever 
been able to achieve clarity to act pre-emptively; more 
generally, until very recently, he doubted that tougher 
regulation would improve performance.  The latter conclusion 
is not without significance since the US Federal Reserve acts as 
the supervisor for bank holding companies in the US (which 
covers most of the largest US banks).   

 I don’t buy the Greenspan doctrine.  Even if one were to accept 
that monetary policy is not the proper policy tool to deal with 
asset-price bubbles, it is a step too far to argue as well that 
bank supervisors should not attempt to do so.  Supervisors are 
not subject to the same competitive pressures as bank loan 
officers and managers to “… (in the words of Chuck Prince) 
keep dancing while the music is playing;” the supervisors can 
stop the music.  They should also be able to identify large, 
rapidly increasing, and (probably) unsustainable levels of 
concentration risk.  If we were to accept the notion that neither 
monetary nor regulatory policy can deal with the build-up of 
asset-price bubbles, then we will be left with only a mop to 
clean up financial crises. In addition, this financial crisis does 
not lend support to the notion that easier monetary policy can 
deal with the collapse of a huge property price bubble with 
little damage to the real economy. 

 All this suggests that going forward, monetary and regulatory 
officials will have to coordinate better (than in the past) during 
the build-up of asset-price bubbles; if one (say, the monetary 
authority) is constrained from doing much, then the other (say, 
the regulatory authority) will have to act more forcefully.            

 
Reform #5.  Clearinghouses should be established in the OTC derivative markets; if that 
takes too long, incentives should be considered to shift more of derivative trading to the 
organized exchanges. 
 

 According to BIS figures, there was approximately $600 
trillion – yes, trillion not billion – of OTC derivative contracts 
outstanding (in notional terms) as of end-2007.  In contrast, the 
amount outstanding on organized exchanges was about $80 
trillion.  Credit default swaps alone on OTC markets are 
roughly $50 trillion (all these amounts are much lower in terms 
of replacement values). 

 The problem with so much of trading taking place on the OTC 
market is that it doesn’t offer the same level of systemic 
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protection as on organized exchanges (or more generally, when 
there is a central clearing party).  When you have a well-
capitalized central clearing party that acts as the counterparty 
on all trades, when initial and maintenance margins are 
strongly enforced, when each participant’s net position is 
known in real time and is recorded electronically, and when 
price information is transmitted rapidly to all traders, the 
systemic consequences of a failure by one trader are likely to 
be much more limited than when these conditions are not 
fulfilled.  Also, when the products traded are more 
standardized (as they are on the exchanges), public 
understanding of them is likely to be higher. 

 All that said, the OTC markets could not have grown as large 
as they have without offering some advantages.  One of them is 
clearly customization.  The question is how much is this 
customization worth—given the apparently higher level of 
systemic risk that goes with these markets. 

 The perils of AIG also illustrate what can happen when the 
financial unit of a large conglomerate builds up hundreds of 
billions of dollars of exposure in the CDS market (selling 
protection) and then doesn’t in the end have fast enough access 
to the firm’s capital resources to meet escalating collateral 
calls.   

 The Federal Reserve Bank of New York has been pushing hard 
to improve the infrastructure of the OTC markets and has been 
making progress (the Counterparty Risk Management Group 
III has also made useful suggestions in this area).  There are 
plans to set up a clearinghouse for the CDS market by the end 
of this year; but the CDS market accounts for roughly only 15 
percent of the total (notional value) of outstanding contracts on 
the OTC markets. 

 We have been lucky that we haven’t had a more costly accident 
in the OTC markets.  We need to move as rapidly as possible to 
set up clearinghouses in the OTC markets that mimic the 
credit, clearing, settlement, and margin infrastructure that we 
have on the organized exchanges.  If that effort meets strong 
and effective resistance, then I would recommend that we 
begin examining the bank capital regime and the bankruptcy 
regime to see if we can offer incentives to shift more derivative 
trading to the organized exchanges.  AIG’s unhappy experience 
in the CDS market also suggests that this market ought to have 
some official oversight to ensure that participants that run-up 
very large net exposures have access to the capital needed if 
large losses ensue.  
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Reform #6.  Reduce conflict of interest in the major credit rating agencies (and its 
consequences) by restricting the rating agencies to their ratings business and by dropping 
(at least for now) the formal link between credit ratings and risk weights in the Basle 
capital regime.        
 

 As is well known, the ratings given by the major rating 
agencies for complex structured products (CDOs and the like) 
have had to be significantly and repeatedly downgraded during 
this credit crisis and have proved to be poor guides to the credit 
quality of those products – especially when investors were 
using those ratings as a quick substitute for doing their own 
due diligence.     

 Worse yet, there are good reasons for believing that the poor 
performance of the credit rating agencies during this crisis 
episode wasn’t merely due to using an inappropriate 
methodology for rating these products.  Conflict of interest also 
appears to have been a factor (SEC, 2008, Portes, 2008). 

 The consulting arms of the rating agencies were providing 
advice to issuers and packagers on how they could design 
structured products in order to achieve particular credit ratings 
(eg., a triple A rating).  Moreover, the consulting business 
dealing with structured products was an important source of 
revenue for the major rating agencies (see Portes, 2008).  
Simultaneously, the rating arms of these agencies were then 
providing a rating on these same products  -- in many cases, 
validating the advise of the consulting arm.  Also, if the issuer 
wasn’t happy with the rating offered, he could shop around to 
see if another agency would provide a higher rating. 

 My recommendation is similar to what was done in the case of 
the auditing/accounting industry after the Enron (and similar) 
scandals.  The major credit rating agencies should be restricted 
to doing ratings business and their consulting activities should 
be split into separate firms; firewalls within the same firm will 
not do the job.  This recommendation reflects my view that the 
rating agencies provide a potentially most valuable service to 
investors and the quality of this output should not be 
contaminated by conflicts of interest that flow from also 
operating a consulting business with the same clients. I also 
applaud the agreement negotiated between the NY Attorney 
General and the rating agencies that specifies that all rating 
agencies that review an issue be paid before they award a 
rating; this should discourage “ratings shopping.”  Finally, until 
we see a sustained improvement in the performance of the 
major credit rating agencies, I would suspend using the ratings 
as risk weights in the Basle II capital regime for banks.       
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Reform #7.  Improve incentives in the originate-and-distribute model 

 In the old days, if you got a home mortgage, you typically got 
it from your local bank or saving and loan who serviced it, held 
it, and was responsible for the loss if you were delinquent on 
your payments.  Nowadays, and in contrast, mortgage 
originators often sell mortgages to third parties who pool them 
with other mortgages and create simple or complex asset-
backed securities.   

 One charge is that mortgage originators no longer have a 
proper incentive to do solid credit analysis because they don’t 
have enough “skin in the game” once they sell the mortgages to 
those further down the distribution chain.  The high 
delinquency rate for subprime mortgages –and to a lesser 
extent, for mortgages more generally, during this crisis is 
regarded as supporting this charge. 

 Another charge is that the originate-and-distribute model – or 
securitization more generally, did not deliver what it 
advertized, namely, more financial stability because it in fact 
didn’t transfer risk to those best equipped to bear it.  Here, it is 
noted that when complex structured products (CDOs) were 
held in off-balance sheet vehicles designed for this function, 
these vehicles suffered, inter alia, from large maturity 
mismatches; hence, when funding dried up, after the 
underlying mortgages showed large increases in delinquency 
rates, these vehicles came under strong liquidity pressures.  Put 
in other words, these vehicles were not good candidates for 
“bearing risk.”  In addition, because these vehicles were 
usually sponsored by banks or investment banks that had 
nontrivial reputational risk associated with the latter’s survival, 
the risk really wasn’t being “distributed;” indeed, the troubled 
assets either had to be returned to the balance sheet of their 
sponsors or the sponsors had to bail out those vehicles (in some 
cases, however, the off-balance sheet vehicles were allowed to 
fail).   

 I think these charges against the originate-and-distribute model 
have some validity.  The question is what to do about it.   

 I have few doubts that if mortgage originators get paid mainly 
for how many mortgages they originate and if they get paid 
more for putting borrowers into very high interest rate loans 
that the borrowers cannot afford, then the originators will not 
spend much time or effort to assess the creditworthiness of the 
borrower.  Hence, where applicable, the compensation 
arrangements of originators should be altered so that they have 
more to gain when they put borrowers in mortgages suited to 
the borrower’s ability to pay.  A recent paper by Gorton (2008) 
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argues that this problem should not be exaggerated.  He 
documents that mortgage originators and packagers didn’t fully 
escape the consequences of bad lending decisions because they 
had to warehouse the securities before they put them together 
and because the originators typically retained the mortgage 
servicing rights; on both counts, they suffered losses.   

 A second useful way of getting more skin-in-the-game for loan 
originators is the “covered bonds” instrument that is so popular 
in Europe (roughly $3 trillion outstanding) and that has been 
championed by the Paulson Treasury.  The basic idea here is 
that the securitized instrument is covered not only by the 
underlying loan payments (and by over-collateralization) but 
also by the pledge of the issuing bank to meet payments if the 
borrower is delinquent.  The problem with getting covered 
bonds to take off in the US market is that the availability of 
low-cost loans from the Federal Home Loan Banks and of 
insurance from Fannie and Freddie removes much of the 
incentive for US banks to issue such securities; in contrast, 
those substitutes for the extra layer of protection that covered 
bonds provide do not exist in the Euro-zone. 

 Yet another way to go is to improve the disclosure and 
documentation for complex, structured products – and to sell 
them only to “sophisticated” investors, as recommended 
recently by the Counterparty Risk Management Group III 
(CRMG III, 2008).  When I buy 100 shares of Citigroup stock 
from my broker, I don’t ask him to take 10 shares because I 
have a good idea what I am buying, and given that 
transparency, I am willing to shoulder the risks alone.  Not so 
with complex, structured products.  In this connection, the EU 
has apparently just offered an amendment to its Capital 
Adequacy Directive that would require originators to hold a 10 
percent slice of whatever they distribute. 

 Also on the distribution side, it would be helpful that when 
banks are moving complex, structured products to off-balance 
sheet vehicles and when there is not a genuine transfer of risk 
(including reputational risk) and control, these off-balance-
sheet assets should find their way into at least one of the 
required minimum regulatory capital ratios, either the risk-
weighted one or the leverage ratio. 

 In short, I don’t think it is either realistic or desirable to think 
of halting the securitization process.  But it is possible to 
improve the pattern of incentives so that it does not worsen 
prospects for financial stability.    

 
Reform # 8.  Make Wall Street compensation an integral part of risk management  
by giving firms an incentive to implement sensible deferred compensation plans.   
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 What’s wrong with Wall Street compensation?  I think the best 

answer has been given by Rajan (2008).  He argues that Wall 
Street managers understand that one can’t get paid much for 
taking on the general risk of the market (so-called beta risk).  
What you can get paid handsomely for is beating the market 
return regularly, that is, you will get well rewarded for “alpha” 
risk.  The problem is that the manager has an incentive to take 
on false alpha if he can get paid for it.  Put in other words, he 
will appear to generate excess returns but really he will be 
taking on hidden tail risk (that is, there will be a steady positive 
return most of the time but at some point there will be a huge 
very negative return). 

 The triple-A rated tranches of CDOs are cited as an example of 
such false alpha.  They paid a return of 50-60 basis points more 
than triple-A rated corporate bonds but this excess return was 
really just compensation for the low probability that the 
underlying assets would default and generate a huge loss. 

 The rub, as Rajan (2008) explains it, is that true alpha can be 
measured only in the long run with the benefit of hindsight.  As 
such, if you pay top managers bonuses based on annual profits 
but you don’t claw back the losses when the tail risk 
materializes, then you create large incentives for those 
managers to create false alpha. 

 The antidote for false alpha is to have a deferred compensation 
plan where you get only part of the bonus upfront and the rest 
only  when superior performance is confirmed over a period of 
years; another way to handle the problem is to pay annual 
bonuses on some measure of risk-adjusted profits. 

 Reform of Wall Street compensation has of course been 
discussed for many years.  The catch has always been that 
firms were reluctant to implement or sustain such reforms for 
fear of losing key employees to firms with more generous and 
front-loaded compensation plans.  That’s why it is crucial to 
offer complying firms an incentive in the form of a lower 
regulatory capital charge for implementing sensible deferred 
compensation plans. The current Basle II bank capital regime 
addresses many factors that affect the risk-taking behavior of 
banks but omits this very important one, namely, how you get 
paid for taking risk.  That should be changed. 

 The first step should be to take a comprehensive survey of 
Wall Street compensation practices; perhaps the Institute for 
International Finance could take the lead in obtaining that data.  
Some Wall Street insiders maintain that deferred compensation 
plans are already the rule for senior managers and traders and 
hence, that there is little scope for further reform.  Others (see, 
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for example, Purcell, 2008) lament that as the “rainmakers” of 
bankers and traders have gained power, current revenues have 
driven compensation.  We need to get the facts and then act. 

    
 Reform #9. Rationalize the US financial regulatory structure using the objective-based 
model,  as outlined in the recent US Treasury Blueprint (US Treasury, 2008).             

 By an “objective-based” model of regulation, I mean one 
where one regulator is responsible for all of prudential 
regulation, another for business conduct and consumer 
protection, and yet another for financial market stability.  In 
countries where the third objective is subsumed under 
prudential regulation, this regulatory structure is sometimes 
knows as the “two peaks” model.  With the Treasury plan 
calling for the Federal Reserve to serve as the market stability 
regulator, the contemplated US structure would have three 
peaks. 

 I don’t see that we get any advantage in the United States from 
having five banking regulators rather than one, or from 
overlapping responsibilities in other areas of finance.  Just 
because the FSA did not catch the troubles at Northern Rock 
earlier does not provide a justification for continuing our 
outdated, multiple-regulator structure here.     

 One place where the Treasury Blueprint got it wrong, I think, 
was to suggest that investment banks should be put under the 
business conduct regulator rather than the prudential regulator.  
Given what’s happened in the Bear Stearns, Lehman, and 
Merrill Lynch cases, it seems clear (at least to me) that 
systemically important nonbanks should be under the 
supervision of the prudential regulator as a quid pro quo for 
their now greater access to the official safety net.   

 As suggested in my discussion above of the OTC derivative 
markets, I think one of the three regulators – probably the 
prudential regulator – ought to satisfy itself that those firms 
taking very large net positions in the OTC credit default swap 
market have access to sufficient capital to meet large 
unexpected losses. The AIG case suggests that the CDS market 
has not been subject to sufficiently rigorous oversight, given 
the systemic threats embedded in a market of that size.   

 It is not imperative that this move to a more streamlined US 
financial regulatory structure happen right away – especially at 
this time when the credit crisis is in full swing.  But after the 
election and when this crisis is over, it would make sense to 
implement the basic thrust of the Treasury Blueprint. 

    
 Reform #10. Last but not least, we need a set of complementary reforms in housing 
finance. 
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 We should be putting more resources into education about 
mortgage financing – even before Americans become mortgage 
applicants.  Buying a home is the largest purchase individuals 
will make in their lifetime.  I see no reason why high school 
seniors wouldn’t profit from a short course in what is and what 
is not a sensible mortgage contract.  Counseling should also be 
expanded at the neighborhood level (with government support) 
for individuals who are contemplating buying a home.  There 
are indications that such counseling helps to reduce mortgage 
delinquencies. 

 There should be a simple (in plain language) template for home 
mortgages, along the lines laid by Bailey et al (2008).  This 
will reduce the likelihood that borrowers agree to contracts that 
they do not understand.   

 There should be a single federal regulator for the home 
mortgage industry that sets standards for mortgage originators 
and for mortgage products. I think a federal regulator that 
specializes in this area would be more effective than either 
state regulators or the Federal Reserve (via enforcement of the 
Truth in Lending Act).   

 The Treasury should go the full Monty and put Fannie and 
Freddie into receivership, on the way to breaking them up into 
smaller units and then privatizing them (see Summers, 2008 
and Wallison, 2008).  The previous public/private hybrid 
model has broken down and ultimately exposed the taxpayer to 
potentially very large losses.  With proper oversight, there is no 
reason why private firms cannot carry out the commercial 
(mortgage finance and guarantee) functions that Fannie and 
Freddie undertook; with smaller firms, there will also be less 
danger of “ too large to fail.”  The government’s affordable 
housing and home ownership objectives should be made more 
transparent and the pursuit of them should be made compatible 
with maintaining financial stability; for example, if it wants to 
encourage home ownership for certain sub-groups, it would be 
better to do so by say, having the government extend matching 
down payments than to attract the marginal borrower via 
relaxation of loan-to-value or other standard lending criteria 
(Calomiris, 2008). 

 The financial industry should consider introducing (on a trial 
basis) what Shiller (2008) calls “continuous workout 
mortgages.”  The idea here is have mortgage payments adjust 
frequently to changes in the borrower’s ability to pay – much 
in the same way that GDP-indexed bonds have been proposed 
as a superior alternative to standard sovereign debt contracts.  
The borrower’s ability to pay would be measured not only by 
the level and  change in his income but also by variables that 
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are not directly under his control (such as occupational and 
local indices), so as to mitigate the chances of manipulating the 
ability-to-pay indices in search of lower mortgage payments.   

 Additional public funds should be allocated for reducing home 
foreclosures, as a way of reducing the chances that US home 
prices will overshoot their equilibrium levels on the down side.  
I would prefer a model fashioned on the Home Owners Loan 
Corporation of the 1930s (see Roubini, 2008) but using a 
sizeable chunk (say, $300 billion) of the TARP’s financial 
resources for that purpose, or supplementing existing 
legislation aimed at restructuring troubled mortgages (the 
Housing and Economic Recovery Act of 2008) would also be 
on point.     

       
    In considering this ten-plank reform plan, two caveats should be kept in mind. 

 First, while this credit crisis reflects a major failure of 
regulation and supervision, I am not saying that regulatory 
shortcomings were the only cause of the crisis.  Other factors 
were also important, including, inter alia:   very low short-term 
and long-term real interest rates in the run-up to the crisis (that 
encouraged a pervasive search for yield and low mortgage 
rates); misguided assumptions about the future path of US 
housing prices (after years of rapid home price appreciation); 
shifts in the composition of bank lending toward the less 
creditworthy, marginal borrower; widespread maturity 
mismatches, high risk concentrations, and excessive leverage; 
and unwarranted optimism -- both about the financial stability 
consequences of securitization and about the continuous 
availability of borrowed liquidity. 

 Second, major regulatory reform does not come for free.  For 
example, to the extent that tougher capital and liquidity 
requirements are put into effect for banks, along with reform of 
the OTC derivative markets, one can expect lower leverage, 
slower asset growth, and probably, a lower average profit rate 
in the financial service industry vis-à-vis what had come to be 
expected in the run-up to this crisis.  Of course, the other side 
of that coin is that these regulatory reforms should also 
contribute to fewer severe financial crises that you and I wind-
up paying for – be it in the form of lower interest rates on 
savings deposits (as central banks reduce interest rates to 
prevent a strong feedback from the financial sector on to the 
real sector) or in the form of taxpayer financed bailouts of 
troubled financial institutions.   
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Abstract

In the first decade of the 21st century the International Monetary Fund (IMF) faced crises of legitimacy, 
relevance, and budgetary finance. It now confronts what likely will be the worst global recession since World 
War II, potentially huge demands for its financial assistance with limited resources, and calls for it to play a 
more central role in the international financial and regulatory systems. At the same time, the incoming Barack 
Obama administration must decide what to do about the modest package of IMF reforms that was completed 
in the spring of 2008. The package requires US congressional approval to go into effect. This paper reviews 
the recent, slow progress on IMF reform and makes recommendations to the Obama administration against 
the background of that record, the emerging global recession, and continuing financial turmoil. I recommend 
that the IMF package be reopened to include a doubling of IMF quotas and an amendment that will permit 
the Fund to swap special drawing rights (SDR) with major central banks to finance its short-term lending 
facility. I also recommend a special allocation of 50 billion SDR. If these proposals are turned down by the G-
20 at its meeting in April 2009, I reluctantly recommend that the Obama administration seek congressional 
approval of the IMF package as it now stands because a failure to do so would seriously undermine the Fund 
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Since the middle of this decade, the International Monetary Fund (IMF) has faced triple crises of 

legitimacy, relevance, and budgetary finance. IMF members endeavored to address these crises against the 

background of sharply diminished demand for IMF financial assistance as a consequence of a sustained 

period of global expansion despite, or because of, rising global imbalances. During the first 12 months of 

the global turbulence that started in August 2007, many observers noted disapprovingly that the Fund 

was on the sidelines. Some noted more critically that it was likely to remain there either by the intent of 

its members or by the design of the institution. Since September 2008, the Fund has been thrust back 

into the lending business amid some calls that it should also play a more central role in the supervision 

and regulation of the global financial system.

In this paper, I take stock of these developments and answer the question that will face the new 

Barack Obama administration: On what terms is the IMF worth funding? My answer to this question is 

not as straightforward as it would have been six months ago.

In the spring of 2008, after several years of intense discussion and a number of other policy changes 

at the IMF, an internationally agreed package of measures was approved and submitted to members for 

their ratification or acceptance. For the United States, the package involves (1) acceptance of an increase 

of about $7.5 billion (SDR 4.97 billion at $1.50 per SDR) in the US quota in the Fund; (2) approval of 

an amendment to the IMF Articles of Agreement and the US Bretton Woods Agreements Act that will 

increase the basic votes of each member of the Fund, fix permanently the share of basic votes in total votes, 

and provide for an extra alternate executive director for any constituency group of countries in the Fund 

with at least 19 members; (3) approval of a second amendment to the IMF Articles that will expand the 

powers of the IMF to invest certain of its financial resources; and (4) authorization for the US secretary of 

the Treasury to vote to approve the sale of a portion (12.97 million ounces, or 12.5 percent) of the IMF’s 

103.4 million ounces of gold, which is worth about $80 billion (at a market price of $800 an ounce).� 

Action by the US Congress is needed for any of these measures to go into effect because they require 

approval by 85 percent of the weighted votes of the members of the IMF, and the current US voting 

share in the Fund is 16.77 percent. The George W. Bush administration submitted this package to the 

Congress on November 12, 2008 in a letter from Treasury General Counsel Robert Hoyt to House 

Speaker Nancy Pelosi and another identical letter to the President of the Senate Richard Cheney. The 

governments of the other members of the Fund, including, importantly, European members of the Fund 

with more than 30 percent of the voting power, also must act on the first three elements of the package 

�. The first two elements of the package are linked in that the first cannot go into effect without the second. As a practical 
matter, the last two elements are also linked in that the expanded investment powers for the IMF will not be of much use 
if the IMF does not have the authority to invest the proceeds from the gold sales. Furthermore, although the US Congress 
could act separately on the four elements, or separately on the two pairs of elements, the four elements most likely would 
be voted upon as a package.
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before they can become effective, but in most cases such actions are more routine than in the United 

States.�

Six months ago, I would have written that the package of measures requiring congressional action 

should be endorsed by the incoming administration and resubmitted to the Congress and that the 

Congress should vote its approval. Although the package and other changes at the Fund over the past 

several years fall short of what I would have liked, rejecting them would pose an existential question. 

Given the broad endorsement that the package had already received and would likely automatically 

receive from other countries, if the United States were to reject the package or fail to ratify it, this country 

would be turning its back on the Fund as the preferred locus of multilateral approaches to the solution of 

common problems. Without US support, the IMF would not disappear, but its role as a major institution 

of global governance promoting economic growth and financial stability would be further reduced. One 

qualification to this earlier answer remains relevant: I assumed that negative US congressional opinion 

on China’s exchange rate policies would be mollified by further substantial appreciation of the renminbi 

(RMB) against the dollar, as well as other currencies, by the time any final votes were taken.

Writing in late November 2008, I would further qualify my answer. My principal recommendation 

to the incoming Obama administration is to explore with other countries reopening the package on an 

expedited basis. The new administration should seek to include in the expanded package: (1) a further 

change in the formula used to guide the allocation of quotas in the Fund in the direction of giving 

less weight to the traditional industrial countries, (2) a doubling of IMF quotas with the allocation of 

increases based on the revised quota formula and a parallel doubling of the amounts that the IMF can 

borrow from members under the General Arrangements to Borrow (GAB) and the New Arrangements 

to Borrow (NAB), (3) a consequent further adjustment of voting shares in the Fund of at least five 

percentage points away from the traditional industrial countries, and (4) an allocation of SDR 50 billion 

(about $75 billion).� I also recommend (5) that the Obama administration seek authorization for the 

Federal Reserve to swap unlimited amounts of US dollars for SDR issued by the Fund for up to two 

years and an amendment of the IMF Articles of Agreement to allow the Fund to swap SDR for the 

national currencies of the United States and other countries issuing currencies that are heavily used in 

international finance. These national currencies would be used to finance a short-term liquidity facility 

in the IMF to assist member countries in supporting the international operations of financial institutions 

chartered within their jurisdictions. The aim should be completion of congressional action on the entire 

package by the end of 2010.

�. The two amendments of the Articles of Agreement also require approval by three-fifths of the members of the IMF 
before they can go in to effect.
�. Only item 2 requires congressional action. The US quota in the IMF is currently SDR 37.1 billion (about $55.7 billion) 
and its GAB/NAB commitment is SDR 6,640 million (about $10 billion).
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This paper, first, reviews progress on IMF reform over the past several years. The second section 

examines the role of the IMF in the unfolding global financial crisis and how that should affect the answer 

to the question posed in the title of this paper. A final section returns to the title question. 

My review of IMF reform loosely follows the recommendations in my strategy for IMF reform 

(Truman 2006b). That strategy was based on a conference held at the Peterson Institute for International 

Economics in September 2005 (Truman 2006c). At that time, there were other IMF reform proposals, 

including one by a previous IMF managing director, Michel Camdessus (2005), and another by the then-

current managing director, Rodrigo de Rato (IMF 2005a). There have been others since, for example, 

by the current IMF managing director Dominique Strauss-Kahn (2008) and others calling for broader 

reforms of the international architecture such as World Bank president Robert Zoellick (2008) and 

British Prime Minister Gordon Brown in the Washington Post of October 17.� However, my agenda 

provides a framework to discuss progress on reform issues during the past three years.

Before proceeding to the review of recent IMF reform accomplishments, it is useful to remind 

ourselves what we mean when we refer to the IMF. The Fund, first and foremost, consists of its member 

countries as represented on the 24-member executive board or on the “advisory” International Monetary 

and Financial Committee (IMFC). In particular, if the members cannot reach consensus on IMF reform 

or on the role the Fund should play in the international economy and financial system, the Fund as a 

functioning institution will be severely hampered. Even without consensus, the Fund is not completely 

stuck because the management of the institution, in the person of the managing director, can propose, 

prod, embarrass, and otherwise try to lead the members of the organization to endorse proposals that 

promote the IMF’s objectives in the world economy and financial system. In doing so, the managing 

director can be substantially helped, or hindered, by the imagination and technical quality of the work of 

the IMF staff.

The State of Play on IMF Reform

In 2005, I identified six components of an IMF reform agenda: (1) substantial progress on IMF 

governance; (2) greater attention to the policies of a broader group of systemically important countries, in 

particular their exchange rate policies; (3) reestablishing the central role of the Fund in external financial 

crises; (4) refocused engagement with low-income members; (5) attention to the capital account and 

the financial sector; and (6) the need for additional IMF financial resources.� This list did not include 

financing the administrative budget of the IMF, in contrast with its lending operations. However, 

�. Gordon Brown, “Out of the Ashes,” Washington Post, October 17, 2008, available at www.washingtonpost.com 
(accessed on December 9, 2008).
�. I argued that the first three items in my six-part agenda were relatively more pressing.
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Mohamed El-Erian (2006) addressed the issue at the conference, and I will cover the topic under the 

sixth heading below.

IMF Governance

The principal focus of the recent IMF governance debate, and in fact the debate for at least 15 years, 

has been on the formulas that traditionally have been used as the basis for IMF quotas and, in principle, 

for periodic increases and adjustments in quotas. IMF quotas determine the amount of a country’s own 

currency a member must lend to the Fund to finance its lending operations, are the basis for the amount a 

member may borrow from the Fund, and the principal component of absolute and relative voting power 

in the Fund. The distribution of voting power in favor of the traditional industrial countries derives from 

the history of the Fund and the application of the basic formulas as it evolved until the late 1970s when 

it was frozen (Truman 2006a, Cooper and Truman 2007).� On these twin issues, there have been some 

changes, but it is debatable whether these changes represent significant progress.� 

With respect to the formula, the IMF executive board approved a new quota formula that replaced a 

combination of formulas (IMF 2008b). The single new formula is simpler to understand and at least some 

of the variables included are appropriate. The formula is a weighted linear combination of four variables: 

a member’s share of global gross domestic product (GDP) with a weight of 50 percent, openness (trade 

in goods and services) with a weight of 30 percent, variability of current receipts and net capital flows 

with a weight of 15 percent, and international reserves with a weight of 5 percent. A “compression factor” 

reduces the relative shares of a handful of countries with the largest shares and boosts the shares of all 

other countries. 

GDP appears as the weighted sum of two measures: GDP at market exchange rates (60 percent) 

and GDP at purchasing power parity (PPP) rates (40 percent). Thus, the new formula has five variables. 

Moreover, the GDP variables are the only ones that are free from criticism, although even here the 

weights that have been assigned to the two measures are controversial. As detailed by Ralph Bryant 

(2008a and 2008b) and by Richard Cooper and Edwin Truman (2007), the openness variable is not the 

conventional measure of trade as a percent of GDP, but rather it is each country’s share of total trade in 

goods and services, reinforcing the influence of each country’s economic size.� The variability measure also 

is not scaled by a measure of a country’s economic size, so it also tends to “reward” large countries over 

�. See also Bryant (2008a, 2008b).

�. For example, I advocated (Truman 2006a) a reduction in the combined voting share of the 26 traditional 
industrial countries by 10 percentage points from more than 60 percent to about 50 percent. The proposed change 
produces a quarter of this amount.
�. The measure has the added weakness that it fails to exclude intra–euro area trade.
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small countries. Finally, in today’s world, where the size of a country’s reserve holdings is often a sign of 

the extent to which it has been impeding the international adjustment process, it is questionable whether 

that variable should be included in the formula at all.

After two and a half years of extensive, but not particularly imaginative, work by the executive board 

and the IMF staff, the resulting new quota formula was decidedly disappointing. The formula points 

in the wrong direction. At the time of its adoption, the new formula implied that the share of the 26 

traditional industrial countries should increase by 2.2 percentage points vis-à-vis those of the other 159 

members of the Fund.�

With respect to adjusting IMF quota and voting shares, the good news and the bad news is that 

the executive board ignored the formula in recommending quota adjustments. The result was that the 

advanced countries’ combined quota share in the Fund is proposed to be reduced by 1.4 percentage 

points compared with where it was in 2005.10 Under the agreed proposal, the combined voting share of 

the advanced countries would be reduced 2.6 percentage points, but almost half of that is due to the one-

time tripling of basic votes.11 Although a political and fairness case can be made for increasing the number 

of each member’s basic votes (which have not been adjusted from the founding of the IMF in 1944), 

under the agreed proposals, the overall result for countries that are small in economic size is modest. The 

voting share of the 138 poorest members of the Fund would increase by a combined 0.52 percentage 

points, while their quota share would decline by 1.47 percentage points.

Some argue that the reforms should have done something about the US veto in the Fund, which 

is not an across-the-board veto but only allows the United States to block a short list of institutional 

changes that require an 85-percent majority vote. This could have been done by lowering the US voting 

share below 15 percent.12 Alternatively the 85-percent majority requirements could have been reduced to 

80 percent. My view has been, and remains, that until the Europeans agree to a substantial reduction of 

their combined voting share in the IMF from the current European Union share of more than 30 percent 

to something close to the US share, reducing the US voting share below 15 percent is a nonstarter. As a 

result of the proposed changes the EU voting share would decline only marginally from 32.5 percent to 

30.9 percent. The Fund would remain a European-dominated institution.

�. The new formula implies a set of pro forma quota shares for these countries, that is 1.8 percentage points less than the 
old formulas, but the old formulas had been ignored. The actual combined quota share of this group was 4 percentage 
points below what was implied by the old formulas.
10. The quotas of four members (China, Korea, Mexico, and Turkey) were adjusted in 2006 in the first round of the 
quota-reform effort, resulting in a slight reduction in the voting shares of the traditional industrial countries. The United 
States and a few other countries magnanimously gave up part of the increases in their quotas to which they were “entitled” 
under the application of the new quota formula, but this just underscores the weakness of the formula and the scope for 
blocking future progress.
11. A member’s voting power in the IMF consists of a certain number of basic votes (to be raised from 250 to 750) plus 
one vote for each SDR 100,000 of its quota.
12. The US voting share is to be lowered by 0.3 percentage points to 16.732 percent compared with where it was in 2005.
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Why were the Europeans able to work their way to prevent a meaningful shift in IMF power and 

influence in the Fund away from them, in particular given the overall lack of coherence in their national 

positions? One answer is that the two European managing directors (Rodrigo de Rato and Dominique 

Strauss-Kahn) who oversaw the process did not push hard for change because they needed European 

support on other issues. In particular, the staff was not encouraged to put on the table quota formulas 

that would point to significant change. A second answer is that the United States, which did push hard 

for and was open to substantial change, was not ready to go to the mat with the Europeans and raise 

the issue to the highest (i.e., presidential) political level. A third answer is that the other members of the 

Fund, which hold about 40 percent of the voting power and thus in principle were able to block any set 

of proposals, lacked the cohesion to do so and enough of them were bought off by the contents of the 

final package. My own answer is all of the above plus a lack of consensus in the membership about what 

was needed to enhance the IMF’s legitimacy and why. The crisis of legitimacy was a rallying cry without 

well-directed content.

Some argued in the spring of 2008 that these proposed changes in the formula, in basic votes, and 

in actual quotas are just a first step, and the process will continue. Since it took 30 years to bring about 

these changes, one could be excused if one were skeptical about whether the members of the Fund will 

return to these issues to make substantial further adjustments in the near future, absent a cataclysmic 

event that transforms the debate. The issue is whether the global financial crisis and associated world 

recession provides that catalyst.

A second high-profile governance topic for the IMF has been the process by which it chooses its 

senior management—the managing director and three deputy managing directors. By convention, the 

managing director is a European and the president of the World Bank is a citizen of the United States. 

There have been various efforts to break this convention; see Miles Kahler (2001, 2006) for descriptions 

of those efforts. In 2007 Managing Director Rodrigo de Rato resigned, in the middle of the IMF reform 

effort he had initiated in 2005, and was replaced by Dominique Strauss-Kahn. His appointment came 

shortly after Robert Zoellick replaced Paul Wolfowitz as president of the World Bank. In both of these 

transitions, the convention held, though in the case of Fund, as has been the case in several previous 

elections, the election was contested. That has never happened in the World Bank. 

On October 12, the Development Committee of the World Bank and IMF declared: “There is 

considerable agreement on the importance of a selection process for the President of the Bank that is 

merit-based and transparent, with nominations open to all Board members and transparent consideration 

of all candidates.” This agreed approach, which is nonbinding, would only align the Bank’s actual 

practices with those of the Fund during its last three elections of managing directors. Nevertheless, the 

US-European consensus may well be renounced or destroyed before the next elections, scheduled for 

2012 at the latest.
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The third governance topic is representation on the 24-member executive board, which is 

dominated by 7–10 Europeans depending both on how you count Europeans and on the day of 

the meeting.13 Many critics and observers inside and outside Europe have endorsed a total or partial 

consolidation of European representation in the Fund (Ahearne et al. 2006).14 As a facilitating step, 

the US government in early 2008 proposed (McCormick 2008) amending the IMF Articles so that 

all executive directors would be elected, along with a progressive reduction in the size of the board to 

20 members from the current 24.15 Nevertheless, the Europeans blocked any serious discussion of this 

issue. The only change that has been proposed is to amend the Articles of Agreement to provide for an 

additional alternate executive director in constituencies with more than 19 member countries.

This list does not exhaust the agenda for IMF governance reform. The Independent Evaluation 

Office (IEO) of the International Monetary Fund (2008) issued a critical evaluation of the effectiveness 

and efficiency of the governance structures of the IMF including the executive board, management, 

and the IMFC. In partial response, in September 2008, managing director Strauss-Kahn appointed a 

committee of eminent persons under the chairmanship of South African minister of finance Trevor 

Manuel “to assess the adequacy of the Fund’s current framework for decision making and advise any 

modifications that might enable the institution to fulfill its global mandate.” 

One proposal favored by former managing director Michel Camdessus (2005) is the creation of a 

Council with formal decision-making power to replace what was once called the Interim Committee and 

is now called the International Monetary and Finance Committee.16 The Development Committee, under 

this type of approach, might well become a body relating solely to the World Bank rather than its current 

status as a joint committee of the governors of the two institutions. The 2008 IEO evaluation of IMF 

governance endorsed the Council proposal as a device to force ministers to pay more attention to their 

responsibilities vis-à-vis the IMF. Such a device falls in the category of leading a horse to water without 

being able to force him to drink. Finance ministers in general are chosen to manage their own economies, 

are preoccupied by such domestic issues, and do not have the time, space, inclination, or experience to 

think in great detail about issues of the global collective good.

A final topic under the heading of IMF governance is how much of that governance should be 

13. Does Europe include Switzerland or just the European Union? In some constituencies the alternate executive director 
comes from Europe while the executive director does not; for example, he may come from Mexico or Venezuela in a case 
where the alternate is from Spain.
14. I have proposed a multistep consolidation of European representation (Truman 2006a).
15. The Articles require that the five members with the largest quotas select rather than elect their executive directors. In 
fact, there are now a total of eight single-country constituencies (China, Russia, and Saudi Arabia in addition to the G-5 of 
France, Germany, Japan, the United Kingdom, and the United States).
16. The amendment of the Articles of Agreement that went into force in 1979 provided for the establishment of a 
Council.
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exercised by outside bodies such as the G-7, the newly invigorated G-20, a slightly smaller group like 

the F-16 (Bergsten 2006), a new G-14 (Zoellick 2008), or one or more Gs but always with a secretariat 

supplied by the IMF (Strauss-Kahn 2008).17 That there will be some type of steering committee for the 

IMF and global economic and financial topics more broadly is demanded by efficiency, as even Strauss-

Kahn has admitted. That it should be broader than the G-7 is increasingly obvious. Exactly what form it 

should take is a more difficult question. As Bergsten (2006) argues, the size and effectiveness of any new 

steering committee is linked to the future of the European Union and its representation in international 

forums.18 My expectation is that the meeting of the G-20 leaders in Washington on November 15, 2008, 

preceded by the meeting of the G-20 finance ministers and governors in Sao Paulo, Brazil on November 

8–9, will be remembered more for marking the beginning of the end of the G-7 at both levels than for 

any resulting financial reforms. Crisis brings progress!

Policies of Systemically Important Countries

It follows from the observation that the G-7 is no longer an appropriate steering committee for the 

international economy and financial system that the list of systemically important countries should be 

lengthened.19 For some time, many observers have argued that the IMF should be more assertive in its 

role as a global umpire. Much of the focus of such criticism has been to encourage the Fund (meaning 

members but also its management) to pay more attention to member countries’ exchange rate policies 

(Goldstein 2006, Williamson 2006). 

What does it mean to call for the IMF to be a “better global umpire”? Different countries and 

observers will offer different interpretations. At one level, a better global umpire would do a better 

job enforcing agreed rules, in particular when those rules are cast in the IMF Articles of Agreement 

as obligations of members of the Fund, which is the case for exchange rate obligations: to “avoid 

manipulating exchange rates or the international monetary system in order to prevent effective balance of 

payments adjustment or to gain an unfair competitive advantage over other members” (Article IV, section 

1 (iii)). These are strong obligations, but the management and staff of the Fund in recent years (through 

at least mid-2007) had failed to enforce them.20 The responsibility for that failure lies in part with the 

Fund’s member countries. Consensus on the interpretation of those obligations had dissipated, if it ever 

existed. Moreover, some countries had their own agendas. The members of the European Union wanted 

17. Bergsten’s “F” was intended to distinguish meetings at the level of finance ministers from meetings at the leader level, 
which would be designated with a “G.”
18. See Bradford (2008) for a review of some of these representational issues at the leader level.
19. I argued this position in A Strategy for IMF Reform (Truman 2006c).
20. See IEO-IMF (2007) and Mussa (2008).
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to build a fixed exchange rate regime (and later a common currency) and kept the IMF at arm’s length 

when the exchange rate mechanism (ERM) came under stress in 1992 as well as in 2008 when pressures 

were building on the currencies of EU members that are not yet in the euro area. The issuers of the G-

3 currencies (the US dollar, euro, and yen) have blocked discussions in the IMF executive board of the 

global exchange rate arrangements for more than a decade.

In areas of the IMF’s responsibility other than exchange rate policies and their economic effects, the 

obligations on IMF members are generally less well defined.21 An example is the obligation to cooperate 

in the pursuit of common economic and financial objectives via participation in the surveillance activities 

of the Fund—bilateral, regional, and multilateral. To be successful in these areas, the members of the 

Fund must, first, share a consensus on the role of the Fund; second, recognize a common interest in 

preserving and protecting that consensus; third, be willing to allow Fund staff and management to call 

them to task about their associated obligations and commitments; and fourth, tolerate those processes 

even when doing so is politically inconvenient. For its part, the management and staff must play its 

assigned role consistently over time and across member countries. For the umpire, not only are the rules 

important, but their consistent application is as well.

Over the past several years, IMF members (via the executive board) and management (via the staff) 

have endeavored to update the IMF’s surveillance role, in particular, with respect to the systemically 

important countries: expanding the list of such countries, revamping the 1977 decision on surveillance 

over the foreign exchange policies of members, addressing the problem of global imbalances, and 

establishing a set of surveillance priorities.

With respect to expanding the list of systemically important countries, the IMF management 

expanded the country coverage of its staff-level Consultative Group on Exchange Rates (CGER) to 

include a number of emerging-market members, and the staff published a report on their methodology 

for doing this work (Lee et al. 2008).22 The IMF staff also started to incorporate into Article IV 

documents its judgments about whether a member’s exchange rate was undervalued or overvalued, 

but many members deleted or scaled back this material before the reports were released to the public. 

In general, my unscientific impression is that there has been somewhat of an increase in the critical 

content about countries’ economic and financial policies in Article IV documents with limited impact in 

particular in the case of exchange rate policies. 

21. One exception is the obligation to provide certain information to the Fund. Not all members are scrupulous in this 
area either.
22. The IMF did not take the advice of John Williamson (2006): to establish a set of reference exchange rates for major 
currencies to guide the IMF in conducting its surveillance of exchange rate and other economic policies of members. 
William Cline and Williamson (2008) endeavored to plug this hole by publishing a set of fundamental equilibrium 
exchange rates for major countries and currencies consistent with internal macroeconomic balance and external 
imbalances.
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On revamping the 1977 decision on exchange rate surveillance, the executive board reached 

agreement on a revised decision in June 2007(IMF 2007b).23 It introduced two new concepts, “external 

stability” and “fundamental misalignment,” into the review of members’ exchange rate policies. 

The decision has been severely criticized for not breaking any new ground and confusing, rather 

than clarifying, the nature of the exchange rate obligations of members under the Articles of Agreement. 

The decision sidesteps issues of multilateral surveillance and policy consistency and essentially gives a pass 

to any country whose exchange rate is floating, such as Japan, but nevertheless may be frustrating the 

functioning of the balance of payments adjustment process. Stanley Fischer (2007) has been critical of the 

decision for placing too much emphasis on external stability and too little on other policies, such as fiscal 

policies, that may affect internal balance and external adjustment. 

More importantly, more than a year later the new decision has produced no tangible results on 

exchange rate policies. It is widely understood that the IMF staff have identified for the executive board 

situations that, under the new decision, merit consideration of the implications of a country’s exchange 

rate policy has for its own external stability or that may involve fundamental exchange rate misalignment, 

but the board has declined to accept the staff’s judgment. In addition, the conclusion by the executive 

board of several countries’ Article IV consultations has been delayed, including in the important and 

sensitive case of China.

In response to some of these conceptual and procedural concerns, the executive board in August 

2008 agreed to a clarification that involves inter alia the option of a board decision to authorize an ad hoc 

consultation with a member in cases where a member may not be observing the principles for guidance 

of its exchange rate policies that have been adopted by the Fund or where its exchange rate may be 

fundamentally misaligned (IMF 2008a).24 We do not yet know whether this process will ever be used or 

yield meaningful results.

With respect to global imbalances, in the spring of 2006 the management of the Fund initiated a 

“multilateral consultation” involving China, the euro area, Japan, Saudi Arabia, and the United States. 

The Fund, in effect, dealt itself into the policy coordination business essentially for the first time since the 

collapse of the Bretton Woods system of fixed exchange rates.25

23. This action implemented one of Goldstein’s (2006) triad of recommendations in the area of exchange rates.
24. This action partially implements one of Goldstein’s (2006) suggestions that the IMF management should be more 
active in the use of ad hoc and special consultations, but the twist is that the suggested procedure involves the executive 
board, which may be a good thing if it produces any concrete results, rather than just involving the management and staff. 
The Fund has not acted on the third element of the Goldstein triad: issuing a semi-annual report on members’ exchange 
rate policies based on a reference exchange rate framework.
25. The IMF management did not accept my 2006 recommendation to hold a collective consultation with major Asian 
countries on exchange rate issues. My view at the time was, and still is, that such a broad approach might produce more 
results in terms of relaxing exchange rate policies than focusing on China’s policies alone.
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However, as far as one could tell, the management of the Fund exerted no pressure on the 

participants to make new, specific policy commitments. The participants’ resulting statements of policy 

intention in April 2007 were not new and not news. In some respects, they were less explicit than those 

contained in the G-20 Accord for Sustained Growth issued in Melbourne, Australia in November 2006, 

which followed the release by the IMFC in September 2006 of a policy strategy for all countries. 

The proposed measures envisaged a process of “immaculate adjustment,” in other words adjustment 

without significant exchange rate changes. The only mention of exchange rates was by Saudi Arabia, 

which said that it would not alter its peg to the US dollar, and by China, which again said that its 

“exchange rate flexibility will gradually increase.” For the United States, Japan, and the euro area, there 

was no mention of exchange rate adjustment. This is not Hamlet without the Prince, it is Hamlet set in 

Never-Never-Land.

In hyping up the limited achievements of the multilateral consultation process, the IMF 

management’s earlier warnings about the risks of external adjustment were turned upside down. In 

place of a concern that there would be too little in the way of preemptive policy actions, the first deputy 

managing director John Lipsky (2007) declared, “excessively precipitous policy actions undertaken with 

the sole aim of immediate and substantial reductions in imbalances could be unnecessarily disruptive to 

global growth and could even undermine financial market stability.” It is rare to hear a responsible official 

charged with promoting policy adjustment worrying about a decline in the US budget deficit that is 

too large, an appreciation of the Chinese RMB that overshoots, or economic reforms in the euro area or 

Japan that are too rapid. At the time, the IMF staff (2007c) claimed the results “would in combination 

constitute a significant further step toward sustaining solid economic growth and resolving imbalances.” 

In other words, nothing new needed to be done to reduce the imbalances, which would take care of 

themselves.

Let’s look at the recent record of adjustment in global imbalances. In 2006, at the start of the 

multilateral consultation, the US current account deficit was 6.0 percent of GDP. In October 2008, the 

IMF (2008g) projected that the US deficit would reach 3.3 percent of GDP in 2009—a decline of 2.7 

percentage points—and 2.8 percent in 2013. China’s current account surplus in 2006 was 9.4 percent of 

GDP, rose to 11.3 percent in 2007, and in October 2008 was projected to decline to only 9.2 percent in 

2009—a net decline of 0.2 percentage points—and to rise back to 9.9 percent in 2013. The subsequent 

collapse in energy prices and plunge of the global economy into recession may alter these estimates and 

forecasts, but the failure of China to adjust while the United States has adjusted is palpable.

Where is the major imbalance in the global economy today? It would appear to be in China. 

What has happened to China’s real effective exchange rate since it moved to a more flexible exchange 

rate regime in July 2005? From June 2005 through February 2008, the RMB had appreciated 15.6 
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percent on the broad index calculated by the Bank for International Settlements. Through November 

2008, it had appreciated a further 10.3 percent, largely because of the US dollar’s 12.3 percent real 

effective appreciation over this period. (The RMB only rose 4.2 percent against the dollar from the end 

of February through the end of November.) It should be noted that William Cline and John Williamson 

(2008) estimated that the RMB would have to appreciate in real effective terms almost 20 percent 

from February 2008 as part of a balanced global set of exchange rate adjustments in which the Chinese 

current account surplus would be cut in half.26 These facts, along with the additional consideration that 

the Chinese authorities have been able to persuade the IMF management and their executive board 

colleagues to delay the completion of China’s 2007 Article IV consultation for more than a year, point 

to the conclusion that IMF members, management, and staff have been ineffective in discharging their 

responsibilities with respect to the global adjustment process and exchange rate policies.

Finally, with respect to IMF surveillance more generally, as a part of the IMF executive board’s 

triennial surveillance review, it approved a statement of surveillance priorities under the prodding of 

certain of its members, the United Kingdom in particular (IMF 2008c, 2008e). It remains to be seen 

what this initiative will produce in substance; the laundry list of priorities is rather long. The four detailed 

economic priorities (resolve financial-market distress, strengthen the global financial system, adjust to 

sharp changes in commodity prices, and promote the orderly adjustment of global imbalances) and four 

detailed operational priorities (risk assessments, financial-sector surveillance and real-financial linkages, 

multilateral perspective, and analysis of exchange rates and external stability risks) appear to rule out very 

little.

Today, we hear three interpretations of the IMF’s stewardship over the global economy and 

exchange rates over the past several years: (1) The Fund has unfairly and inappropriately focused on 

the position of China and a few other countries. (2) The Fund has been distracted from focusing on its 

primary mission of the promotion of global growth and, in particular, financial stability by the United 

States, which has been using the IMF to pursue a bilateral agenda to force the Chinese authorities to 

appreciate their currency. (3) The Fund has been totally ineffective. How should one evaluate these three 

interpretations?

The first interpretation contains a small grain of truth. The IMF has focused insufficiently on the 

exchange rates and policies, including policies other than exchange rate policies, of a broader group of 

26. Cline and Williamson also called for substantial real effective appreciations from their February 2008 levels for the 
Singapore dollar of 24.7 percent (it appreciated 1.4 percent through November), Taiwan dollar of 9.0 percent (actual 0.6), 
Hong Kong dollar of 8.2 percent (actual 5.7 percent), and Japanese yen of 5.7 percent (actual 20.4 percent). In the case 
of the Korean won, their analysis called for a real effective depreciation of 3.5 percent from the February 2008 level, and 
it had depreciated by 29.4 percent through November. The comparable figure for India was a depreciation of 3.6 percent 
against an actual depreciation of 6.8 percent. These divergent movements in Asian exchange rates relative to the Cline-
Williamson norms do not bode well for the global adjustment process going forward.
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countries, starting with Japan and including the euro area and the United States. In its 2008 Article 

IV report on the United States released in July 2008, the Fund staff declared that the US dollar was 

somewhere between slightly undervalued and 30 percent overvalued. A year earlier, the Fund staff also 

reported that the dollar was overvalued by 10–25 percent, and US authorities disputed the reliability of 

the models producing those estimates. The US authorities’ protest, in particular under the circumstances, 

undermined their broader case for more effective surveillance of exchange rates by the IMF. However, 

unlike the Japanese authorities, the US authorities did not insist that the estimates of the dollar’s 

overvaluation be deleted from the published version of the report. The 2008 Article IV report on Japan 

released in July 2008 merely reported that the yen was undervalued and that the Japanese authorities also 

disputed the relevance of the staff’s models.

The second interpretation, distraction from focusing on global financial stability, has been heard 

from those who from the beginning did not like the idea of the IMF criticizing their own exchange 

rate policies, in particular within the European Union but also in Asia, and therefore favored deflecting 

the Fund from focusing on the exchange rate policies of other countries. It is interesting that some of 

the same people who urged the United States to seek multilateral solutions to problems subsequently 

complained when the US authorities did so. However, there is no substance to the basic accusation. With 

approximately 3,000 employees until the recent staff cuts, the Fund has had ample staff resources to focus 

on both exchange rate policies and financial policies.

The third interpretation, ineffectiveness, sadly, is the most compelling. Managing director Strauss-

Kahn was dealt a weak hand in the flawed revision of the 1977 decision on exchange rate surveillance and 

the in failure of the IMF staff and management in previous years to discharge their obligations under the 

IMF Articles, which in turn led members of the Fund not to comply with their own obligations under the 

Articles.27 In effect, the management of the Fund downplayed substantially its umpire or regulatory role 

with respect to the exchange rate policies of members. It had failed Mervyn King’s (2006) test of “ruthless 

truth telling.”

One consequence is that the incoming Obama administration faces an uphill battle in pushing 

any IMF legislation through the US Congress unless the IMF (members, management, and staff) is 

dramatically more effective in persuading the Chinese authorities that it is in their interests as well as 

those of the system to allow a substantial further real appreciation of the RMB against most currencies 

as well as against the dollar. However, it is also evident from the adjustments in real effective exchange 

rates within Asia since February 2008 that the task of persuading the Chinese authorities has become 

dramatically more difficult.28

27. See IEO-IMF (2007) for the particulars of the failings.
28. See footnote 27.
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Nevertheless, absent significant movement before the end of April 2009, when the new team at 

the US Treasury is scheduled to release its first semiannual report to the US Congress on International 

Economic and Exchange Rate Policies, and based on the position of candidate-for-president Obama, the 

Treasury’s report is almost certain to conclude that the Chinese authorities have been “manipulating” the 

value of their currency to obtain or maintain a competitive advantage.29 Under the legislation mandating 

the report, such a finding would trigger bilateral discussions between the United States and China, 

which of course have already been underway since late 2003 and most recently in the US-China Strategic 

Economic Dialogue. 

More seriously, the finding of “manipulation” by the US Treasury will set up a fundamental 

conflict between the views of the IMF executive board and management and those of its largest member. 

This would be a no-win situation for China, the United States, and in particular the IMF. Interested 

bystanders can only hope for constructive action sooner rather than later: bilaterally, multilaterally, 

and through the efforts of other members of the IMF. It might start with an IMF-sponsored special 

consultation on exchange rate relations within Asia.

The Central Role of the Fund in External Financial Crises

“The IMF remains bedeviled by philosophical disputes about the scale and scope of its lending and crisis-

related activities. These disputes distract the institution from its role as a global lender of final resort.” 

I wrote these words in late 2005 (Truman 2006b, 532). However, until recently this statement had no 

operational significance because many countries were paying down their financial obligations to the Fund. 

IMF credit outstanding under the general resources account (GRA), which is financed out of IMF quota 

subscriptions, peaked on an end-of-year basis at $98.9 billion in 2003. By the end of 2005, it was down 

to $43.2 billion. As of September 30, 2008, it was $11.5 billion, but only two of the 23 countries with 

credit outstanding from the Fund had active programs with the institution (Gabon and Georgia).30 Until 

very recently, the IMF had been out of the new lending business for several years.

The global financial crisis and unfolding global recession have changed all that. It is unfortunate that 

during the interim, members of the Fund were not able to reaffirm the IMF’s central role in international 

financial crises, including in work-out situations and in establishing an insurance type of facility for 

countries with strong policies and a temporary need for external liquidity assistance.31 

Given that IMF management backed off from its extreme, hands-off posture in the Argentine 

29. If the Chinese authorities actually bring about a depreciation of the RMB against the dollar from its level at the end of 
November, a course on which they may have embarked in early December, the case will be all the stronger.
30. Three other countries had active programs but had not drawn upon them: Honduras, Iraq, and Peru.
31. These were my recommendations three years ago (Truman 2006c).
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restructuring when they handled the Uruguay and Dominican Republic cases, there is some hope that if 

the coming global recession and associated emerging-market external financial crises produce a need, the 

IMF management will discharge its traditional role in mobilizing collective action among the creditors 

as well as actively providing advice to the debtors about the economic and financial implications of the 

arrangements they are being offered.

With respect to new financing vehicles, such as an insurance facility, members of the Fund have 

wrestled for the past decade with questions of the desirability and usefulness of a semi-automatic credit 

facility that would be available to countries with strong policies. In 1999, the contingent credit line 

(CCL) was created as a component of the supplemental reserve facility (SRF), which had been established 

two years earlier. The CCL provided for a specified amount of financing to be automatically available to 

countries that had previously been approved to receive it if conditions changed. Despite some interim 

tinkering with the CCL, no member signed up, and the mechanism was not renewed in November 2003. 

Nevertheless, discussions about a new liquidity instrument continued (IMF 2008c, 2008e). On October 

11, the IMFC (2008) called for decisions on an “accelerated basis in those areas where there is strong 

consensus—such as the establishment of a new liquidity instrument—and on the full range of [lending 

and access] issues by the time of the 2009 annual meetings.”

With respect to the insurance or liquidity facility, the traditional tension has been between those 

members who oppose any semiautomatic IMF lending (and in some cases any lending at all) without 

strong policy conditions associated with the lending and those who see such an insurance arrangement as 

a desirable addition to the IMF’s arsenal of lending instruments in the 21st century. By mid-October, we 

had reached a point at which it appeared that a number of countries were being sideswiped by the global 

financial turbulence and no facility of this type was in place. We also witnessed the actual and potential 

emergence and use of bilateral or regional lenders or arrangements as substitutes for such a facility in the 

Fund. 

In my view such a trend toward bilateralism and regionalism weakens the international financial 

system unless such arrangements are firmly anchored in the IMF via a parallel-approval or take-out 

process. In most cases, the borrowers see the arrangements as a substitute for IMF assistance that comes 

with conditions on economic and financial policies. At the political level, bilateral lenders underappreciate 

the financial risks involved and the political challenges associated with imposing even minimal economic 

and financial conditions on bilateral or regional lending. 

Thus, the inability of the members of the Fund to agree on a semi-automatic disbursing facility 

during a period of calm meant that it was not there when the storm broke. Fortunately, the management 

and staff of the Fund were in a position to move quickly to force a consensus when the financial 

turbulence spilled over and became a full-blown global financial crisis in the second half of October as the 

world economy plunged into almost certain recession. 
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On October 29, the IMF executive board approved a new short-term lending facility (SLF) 

for a period of two years. Countries with very sound economic and financial policies and underlying 

fundamentals plus sustainable external and internal debt positions on the basis of their most recent Article 

IV consultations can draw up to five times their IMF quotas for three months with up to two three-

month rollovers. The executive board notionally set aside an initial $100 billion out of its estimated total 

forward lending capacity of about $200 billion as of the end of September. 

On the same date, the Federal Open Market Committee (FOMC) of the Federal Reserve System 

approved $30 billion in reciprocal swap arrangements with each of four emerging-market countries: 

Brazil, Korea, Mexico, and Singapore. It remains to be seen whether any country draws on the SLF and 

how that facility interacts with the Federal Reserve swap arrangements. (I will return to this topic in the 

next section of this paper.)

Given that countries can in effect prequalify for the SLF on the basis of their previous Article IV 

consultations, the issue in drawing on the facility is the associated stigma and the risk that doing so will 

trigger a further run on the country. Some are also concerned that the SLF will divide the membership of 

the Fund between those that qualify to draw and those that do not. Such distinctions are inevitable, and it 

should be noted that as of the end of November five countries had signed up for regular IMF programs.32 

Moreover, there should be the presumption that if any country cannot repay the IMF’s SLF on the 

agreed terms, it will need to apply for a regular IMF program. Under current conditions of collapsing 

commodity prices and global demand, it also would be reasonable to refurbish the IMF’s compensatory 

financing facility to provide quick-disbursing financing on a smaller scale than the SLF to those countries 

facing export shortfalls, as suggested by Morris Goldstein (2008b). 

Refocused Engagement with Low-Income Members

The IMF’s involvement with its low-income members has received extensive criticism, in particular from 

the NGO community, which often criticizes the Fund for focusing too much on macroeconomic stability 

and too little on economic growth and the reduction of poverty. Over the years, there also has been 

extensive criticism of the lack of collaboration (or presence of excessive competition) between the World 

Bank and the IMF with respect to these countries.33 

For obvious political reasons, the Fund in recent years could not afford to pull out entirely from 

engagement with low-income countries; the authorities in these countries want the financial assistance 

32. By the end of November, the IMF executive board had approved new traditional stand-by arrangements under existing 
expedited procedures providing financing of about $42 billion to Hungary, Iceland, Pakistan, the Seychelles, and Ukraine.
33. In 2006, I wrote, “the Fund should be more selective and focused in its engagement with its low income members, 
ready to assist them in areas of its comparative advantage, reluctant to add to their debts, and respectful of the skills and 
opportunities offered by institutions centrally involved with development issues” (Truman 2006b, 534).
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the IMF might provide and, preferably, endorsement of their policies without strings. However, the 

Fund has pulled back from full-force engagement with its low-income members. Along with the Bank, 

it established a review group under the chairmanship of former Brazilian finance minister Pedro Malan 

to review Bank-Fund collaboration. The resulting report (IMF 2007d) is a sensible document that 

points in the direction of more cooperation and less competition across 19th Street in Washington, 

DC. To an outside observer, the Fund and the Bank appear to have been diligent in implementing the 

recommendations of the Malan Report.34

Following the implementation of, first, the Heavily Indebted Poor Countries (HIPC) initiatives 

and, later, the Multilateral Debt Relief (MDR) initiative, the debts of many low-income countries to 

official agencies, including debts to the IMF and the World Bank, have been substantially reduced. Some 

NGOs and parliamentarians continue to press for more debt relief, but at this point debt relief primarily 

is an issue for a few countries that have not yet qualified for existing programs. A more important issue is 

restraining the accumulation of new debt, for example, to purchase arms or that is otherwise thrust upon 

countries by bilateral lenders on commercial terms. 

A total of 35 member countries have been assisted in their debt-relief programs through the IMF, 

33 countries under the HIPC initiatives and an additional 2 countries among the 25 assisted under the 

MDR initiative. In recent years, again facilitated by benign conditions in the global economy as well as 

better policies, IMF credit outstanding to members under the Poverty Reduction and Growth Facility 

(PRGF) and related arrangements, which are financed primarily by loans to the IMF outside of its quota 

resources, had been reduced by 40 percent from an end-year peak of $10.5 billion in 2003 to $6.1 billion 

at the end of September 2008. Only 23 members had active PRGF programs, less than a third of the 

eligible total. A few countries have converted to, or established, “programs” under the Fund’s new Policy 

Support Instrument (PSI) created in October 2005, which involves IMF endorsement and oversight of 

a member’s policies, but no funding. To date six countries have taken advantage of the PSI: Nigeria, 

Uganda, Cape Verde, Tanzania, Mozambique, and Senegal, in order of the date of their participation. 

No country has participated in the past year. Nigeria’s participation provided cover for a Paris Club debt-

relief program.

The test of whether the IMF can continue its more balanced approach to its involvement in low-

income countries will come with the pending slowdown in the global economy. Will the Fund, again, be 

drawn, or forced by the policies of high-income members, into stepping up its engagement to the point of 

unbalanced intrusion? I hope not. 

Some observers favor the “transfer” of the PRGF and associated lending entirely to the World Bank. 

34. For Managing Director Strauss-Kahn’s view on the Fund’s activities in low-income countries, see IMF (2008e.)
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I doubt that is necessary as long as the IMF does not pass its tin cup to replenish significantly the PRGF’s 

financing capacity. It would be preferable to allow the IMF’s subsidized development-related lending to 

wither away except with respect to genuine short-term balance of payments needs. Otherwise, the IMF’s 

involvement in the policies of low-income countries should be limited to advice on macroeconomic and 

financial policies conveyed during Article IV consultations and used to condition IDA and other lending 

by the World Bank Group.

The Capital Account and Financial Sector

“Capital account and financial-sector issues are central to the IMF’s role in the 21st century. Technology, 

demography, and policy have converged to stimulate and release unprecedented global flows of capital” 

(Truman 2006b, 536). It was obvious three years ago that the IMF needed to make another attempt to 

reorganize its work on financial-sector and financial-stability issues. The global financial turbulence that 

emerged in August 2007 and escalated with virulence a year later confirms that judgment.

Following the report of the McDonough Group (IMF 2005b), the Monetary and Capital Markets 

Department was established and its semiannual Global Financial Stability Report has been gradually 

transformed into more of a forward-looking document along with quarterly updates. For example, this 

group produced early estimates of the size of potential losses by financial institutions from the global 

financial meltdown, estimates that were regarded as exaggerated at the time but that since have been 

confirmed as on the low side.

Nevertheless, criticism of the IMF’s work in this area continues with some justification. See, for 

example, IEO-IMF (2006) for a set of judgments roughly coincident with those of the McDonough 

Group, and the more recent conclusion of the International Monetary and Financial Committee (IMFC-

IMF 2008): “Work should also be undertaken toward a revamped Financial Sector Assessment Program 

that is better integrated with the Fund’s surveillance mandate.” (I return to this topic in the next section.)

A related issue is whether the IMF Articles of Agreement should be amended to clarify the IMF’s 

role with respect to the capital accounts of members. Three years ago, I concluded (Truman 2006b, 563) 

that it is not essential to do so. However, in light of recent developments including calls for a more active 

role for the Fund on financial-market issues, it would be appropriate to revisit this contentious topic. 

The point should not be to compel all member countries immediately or even expeditiously to open their 

capital accounts. That should be set only as an ultimate goal. Meanwhile, the IMF would be provided 

with an updated mandate to assess and guide progress toward this objective in light of each country’s 

economic and financial development. As argued by William Cline (2008), the risk is that the considerable 

benefits of financial globalization will be undervalued and the world will fall back on widespread capital 

89



20

controls in overreaction to the international financial crisis. An associated risk is an increase in financial 

protectionism under the guise of prudential regulation.

Finally, to complete this short review of the Fund’s recent record on financial issues, I note 

with approval and satisfaction the institution’s impressive contribution in facilitating the work of the 

International Working Group (IWG) of Sovereign Wealth Funds (SWFs) in expeditiously reaching 

agreement on a set of Generally Accepted Principles and Practices (GAPP) for SWFs (IWG 2008) that 

will help to defuse the issue of the role of these government investment vehicles and make the world safer 

for them. It is important that the IWG push forward on implementing the GAPP, using the IMF as its 

secretariat, to help to contain financial protectionism. Members of the OECD should also do more to 

strengthen and open-up their foreign investment regimes.

Additional IMF Financial Resources

In 2006, as IMF members were actively repaying credit received from the IMF partly as a result of benign 

global economic and financial conditions as well as of improved policies, I noted, “Wise observers caution 

that those benign conditions are coming to an end, and the demand for external financial support from 

the IMF is likely to rise” (Truman 2006b, 537). My implicit prediction of an immediate need to augment 

IMF financial resources was somewhat off the mark. At the time, I endorsed the proposal of Desmond 

Lachman (2006) that the IMF executive board should put in place a mechanism so it can borrow from 

the private market as a temporary supplement to its quota resources.

I also advocated that at the conclusion of the 13th review of IMF quotas in January 2008, members 

should approve a general increase in IMF quotas as part of an overall package to rebalance IMF quotas.35 

Unfortunately, not only was the effort to rebalance IMF quotas woefully deficient, the IMF executive 

board (meaning the members of the Fund, we do not know the recommendation of the management and 

staff) concluded the 13th review and declined to recommend a general increase in IMF quotas. The result 

is that the Fund faces renewed demand to lend to members. Moreover, such lending will be scaled on the 

basis of the size of each member’s quota that was approved a decade ago when the world economy was 

substantially less than half the size that it is today. Consequently, in the context of the current emergency 

the Fund, as of early October 2008, was set to revisit the contentious issue of access limits (IMF 2008c, 

2008e) rather than proceed to use limits based on new quotas that were agreed in January this year.

It is true that the IMF’s current financial resources for lending are substantial, an estimated one-

year forward commitment capacity of about $200 billion as of the end of August 2008. It is also true 

that total IMF quotas will have been increased by 11.5 percent since 2005 if the second round of ad hoc 

35. See also Cooper and Truman (2007).
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quota adjustments (of about 9 percent) is approved by members, starting with the United States, whose 

approval is necessary if the major portion of the increase is to go into effect.36 However, very few of the 54 

countries that would receive increases in their quotas are likely to need to borrow from the Fund over the 

next several years.37

How serious is the impending financial crisis for emerging-market countries? In October 2008, 

the Institute of International Finance (IIF 2008) estimated that its sample of 30 emerging-market (and 

formerly transition) economies would continue to run a collective current account surplus in 2008 and 

2009 as they have over the past several years, but the estimated collective surplus is more than accounted 

for by China and Russia.38 The surplus for this group of countries was $435 billion in 2007 and was 

estimated at $378 billion this year and $338 billion next year. However, nondirect investment inflows 

were $596 billion in 2007 up more than 50 percent from 2006, and they were projected to fall about 15 

percent this year and another 15 percent next year, for a total decline of $280 billion with an estimated 

drop of $266 billion in net flow from foreign commercial banks. 

These estimates, now almost certainly out of date, illustrate the error of focusing on net flows (the 

current account surplus and associated capital account deficit) rather than on gross flows (gross capital 

outflows—official and private—that slightly exceed large gross capital inflows). In 2007, all regions, 

with the exception of Central and Eastern Europe, had combined current account surpluses, but many 

countries in those regions with current account surpluses were receiving large gross capital inflows that 

have now dried up or reversed. The use of large accumulated holdings of foreign exchange reserves is only 

a partial and second-best (because of its high opportunity costs) option in these situations. Thus, we can 

understand why many emerging-market economies reluctantly have been turning back to the IMF for 

financial assistance, but they are doing so when IMF financial resources are under strain. 

The major concern is not that the IMF will run out of financial resources to lend. The GAB and NAB 

are largely available. The IMF can easily borrow $50 billion in the market without amending its Articles of 

Agreement. The Japanese authorities have offered to lend the Fund $100 billion, and IMF management can 

pass the hat around more broadly. However, this is a sloppy way to do business. The G-7 countries’ policies 

to starve the Fund of financial resources in order to limit Fund lending, or in the misguided view that 

the days for large-scale IMF lending were over, have proved to have been destructive to the health of the 

institution and the international monetary and financial system. (I return to this issue in the next section.)

36. In 2006, a first round of ad hoc adjustments in the quotas of China, Korea, Mexico, and Turkey boosted total IMF 
quotas by about 2 percent.
37. An interesting fact reported in IMF (2008c, table 1) is that only 35 of 185 members of the Fund have never used IMF 
credit, and a few of these countries, such as Germany, have used the Fund for other types of financial transactions.
38. The IMF (2008g) projects a current account surplus of $785 billion for all emerging and developing economies, but 
China, Russia, and the Middle East group account for $1,023 billion. In 2009, the corresponding figures are $612 billion 
and $875 billion, but they are based on the assumption of an oil price of $100.50 a barrel.
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To the extent that the IMF gets back into the lending business, the budgetary crisis that it has faced 

in recent years should ease.39 However, as was argued persuasively in the Crockett Report (IMF 2007a), 

since the lending activities of the Fund account for less than 25 percent of the administrative budget of 

the IMF, it is inappropriate to finance all of the Fund’s activities from earnings on those activities. This 

is the rationale behind the proposal to sell 12.5 percent of the IMF’s gold, invest the proceeds (in effect 

as an endowment), and use the income on those investments to finance the nonlending activities of the 

IMF. As noted in the introduction, this sensible step cannot be taken unless the US Congress authorizes 

the Secretary of the Treasury to vote for the gold sale.

The IMF and the Global Financial Crisis

It is ironic that a year or so ago, it was fashionable to argue that the IMF was irrelevant both as a lender 

and in its surveillance activities, that benign conditions would prevail forever in the global economy 

and the international financial system, and that all systemically important countries had effectively self-

insured against future external financial crises. The conclusion was that the IMF’s administrative budget 

was strapped and the institution had nothing useful to do in either its lending or nonlending activities. 

Starting in mid-September this year, the criticism shifted to “Where has the Fund been?” The chorus of 

critics said: The IMF is not discharging its duty to protect the international financial system. Some added: 

We must remake the international financial architecture with a central role for the IMF.40

As noted earlier, a subtheme of the recent criticism is that the IMF has been distracted from 

focusing on the emerging crisis by the US insistence that the Fund focus on members’ exchange rate 

policies. An alternative, newly fashionable view is that by not focusing sufficiently on global imbalances, 

the IMF contributed to the crisis. A third view is that the United States contributed to the global financial 

crisis by refusing to allow a review of the weaknesses in its financial system under the Fund’s Financial 

Sector Assessment Program (FSAP).41

39. Meanwhile, under pressure primarily from the major creditor countries, managing director Strauss-Kahn has 
implemented a program to cut the staff by about 10 percent from 3,000. This has involved the loss of senior people, but 
almost certainly is healthy in the medium term because it allows the institution to reorient itself.
40. A number of these people were prime ministers and presidents of countries that had over the previous two years 
blocked meaningful IMF reform.
41. Because I was personally involved, I know that in 2000 the US government agreed to have an FSAP review. That 
decision was reversed by the Bush administration. This was a political mistake. The United States should not have held 
itself aloof from the FSAP program. As of the end of September 2008, 126 members of the IMF had participated or were 
completing their participation in the program, including 15 of the 19 countries that are regular members of the G-20. The 
exceptions were Argentina, China, and Indonesia, as well as the United States. Recently, the United States finally agreed to 
participate, and China also has signed up. It is highly doubtful that an FSAP for the United States conducted, for example, 
in 2003, when it most likely would have been scheduled, would have produced a diagnosis of either the problem of 
excessive leverage in the US financial system or flawed housing lending standards. However, the United States might have 
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How the IMF handles the current global financial crisis, including any additional roles its members 

assign to the Fund, no doubt will affect the future of the Fund and support for the institution, including 

by the United States.

Prognostication has been clouded by the fact that what started out as an episode of financial 

turbulence with adverse effects primarily on the financial systems and economies of industrial countries 

has become a global economic and financial meltdown that affects all countries and most likely will 

be worse than the 1981–82 period of global recession. In the associated global debt crisis, the banking 

systems of all major countries were also threatened with collapse. One consequence of the current crisis 

was the meeting on November 15, 2008 in Washington of the G-20 at the leaders’ level. Although the 

meeting was more about British Prime Minister Gordon Brown’s efforts win the upcoming UK election 

and French President Nicolas Sarkozy’s effort to cement a position as Europe’s chief actor, the summit 

and the promise of another one before the end of April 2009 have altered the trajectory of, and efforts to 

manage, the crisis.

Diagnosis of the Crisis

From the individual and collective pronouncements over the past few months, and from discussions with 

colleagues around the world, it is clear to me that there is no shared diagnosis of the origins of this crisis. 

I am, therefore, concerned about acting prematurely on the basis of incomplete information and a lack of 

shared understanding. My own point of diagnostic departure is as follows:

Macroeconomic policies in the United States and the rest of the world, to a substantial degree, were 

jointly responsible for the crisis we are now experiencing. In the United States fiscal policy contributed 

to a decline in the US saving rate and monetary policy was too easy, too long. In Japan the mix of 

monetary and fiscal policies distorted the global economy and financial system. After Japanese growth 

was restored, fiscal policy was tightened and monetary policy was put in the deep freeze at approximately 

zero interest rates. Thus, Bank of Japan policy also was too easy, too long, contributing to global financial 

imbalances via the carry trade. Finally, many other countries also had very easy monetary policies in 

recent years, including many other Asian countries, energy and commodity exporters, and in effective 

terms some countries within the euro area. The accumulation of impressive foreign exchange reserves 

in many countries also distorted the international adjustment process, taking the pressure off of the 

macroeconomic policies of the United States and other countries. 

The result was not just a housing boom in the United States, but also housing booms in many other 

countries, some to a greater extent than in the United States.42 However, in addition to housing booms, 

received some benefit, and the international financial system as well.
42. See, for example, IMF (2008g) for a broader treatment of recent housing booms. 
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there was a global credit boom fueling increases in the prices of equities and other manifestations of 

financial excess.43 

Financial sector supervision and regulation, or the lack thereof, also played a role. However, without 

the benign economic and financial conditions and the associated belief that “this time it is different,” the 

crisis would have taken a different form. National policymakers and officials in international institutions 

did not serve themselves or the system well by acting as cheerleaders for the remarkable run of economic 

growth with few signs of a dramatic rise in inflation until early 2008. 

Benign conditions lead to lax lending standards, just as the night follows the day. In principle, 

financial sector supervision could have helped to curb the excesses associated with relaxed lending 

standards, but it did not do so in the United States nor in many other countries around the world. This is 

not to say that there was no competition in laxity among supervisors.44 

In some cases, including importantly the United States in this regard, but again elsewhere, 

regulation and supervision were incomplete. The rise of what is now known as the shadow financial 

system had been going on for decades in many countries: money market mutual funds, special purpose 

investment vehicles, hedge funds, private equity firms, etc. In many cases, these entities were highly 

leveraged and used short-term funding to finance longer-term investments. We saw a gradual shift over 

several decades in financial intermediation from banks to other financial institutions that were less well 

capitalized and subject to less supervision. The global financial system became overleveraged, particularly 

in the United States, but also to varying degrees in other countries. When the funding dried up, the 

structure collapsed, and the deleveraging began.

Part of the overall picture was new forms of financial engineering, but such innovations have been a 

feature of domestic and international finance for decades. In many cases, the associated innovations were 

poorly understood, resulting in a failure of risk recognition, which is a necessary precondition for good 

risk management. It is noteworthy that these new forms were a global phenomenon. They contributed to 

the market dynamics once the crisis got underway, but they were not “the cause” of the crisis.

Finally, some argue that the problems faced by the global financial system today reflect the fact 

that about 50 large financial institutions are global and lacked adequate supervision. In this view, these 

institutions were the cause of the crisis because no single national financial supervisor or regulator could 

possibly understand the full scope of their operations. True, some global financial institutions have 

failed, or the authorities have decided to rescue them. However, the cause of their failures was not that 

they had multiple national supervisors. Moreover, I would argue that the technical aspects of the failures 

43. The Bank of England (2008) and Issing et al. (2008) offer similar interpretations of the macroeconomic 
contributions to the global crisis.
44. The US Treasury’s (2008) Blueprint for a Modernized Financial Regulatory Structure released on March 31, 2008 
started out as an initiative to bolster the competitiveness of US capital markets—to further deregulate them. 
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themselves have had remarkably little impact on the evolution of the crisis compared with the fact 

that they failed. Size has been a problem and complexity has led to some decisions to rescue particular 

institutions in whole or in part, but their global scope has not been a major contributing factor.

I have set out above my own summary diagnosis of this crisis not to assert that I have all the answers 

but to illustrate the range of issues on which there is little or no consensus among observers on what went 

wrong and which country or countries or institution or institutions should be fingered for the blame.

My views on what is required in the period immediately ahead are motivated by four observations 

that have little to do with the diagnosis of the causes of the crisis, which can and should wait: (1) The 

global economy and financial system are in the midst of a massive deleveraging process. (2) The increased 

globalization of the world economy and, more important, of the world financial system in recent decades 

means that countries can run but not hide from this and future crises. (3) The incidence and virulence 

of future crises may be reduced by decisions taken in the wake of this crisis, but those crises will not be 

prevented. (4) What is important now is to cushion the impacts of the global recession and to restore 

stability to financial markets.

These observations point to the need for a strengthened IMF as a central institution of global 

governance as well as in its financial activities. This process should start as soon as possible, because 

the Fund must be part of the solution to the immediate problems. These observations also point to the 

desirability of setting aside reform of national and international financial systems until the impact of those 

obviously needed reforms is no longer procyclical—exacerbating the deleveraging process and deepening 

the global recession.

The Role of the IMF—Immediate Recommendations for the Obama Administration

In the lead up to the 2008 annual meetings, the IMF was thrust into a central coordinating role. It also 

is clear now that the IMF will have a financing role in connection with the global recession and with the 

financial crisis. I urge the Obama administration, working with its partners, to focus in the short run on 

shoring up the financial role of the IMF and laying a better foundation for this aspect of the Fund’s work 

in the future. Reform of the financial system can wait.

First, to meet the immediate financing needs of the IMF, to help restore confidence that the 

Fund can discharge its responsibilities as lender of final resort, and in the process to help address the 

institution’s crisis of legitimacy, the Obama administration should propose, preferably before the next G-

20 leaders’ meeting, a doubling of IMF quotas and of the Fund’s emergency borrowing arrangements—

the GAB and NAB. My proposals would respond to the commitment of the G-20 summit on November 

15, 2008, for immediate action to “review the adequacy of the resources of the IMF, the World Bank 

Group, and other multilateral development banks and stand ready to increase them where necessary.” 
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Augmentation of the lending resources of the Fund is clearly necessary. This would produce an additional 

$250 billion in the IMF’s capacity to lend. This was approximately the Fund’s total lending capacity as 

the global recession hit. Note that the Federal Reserve System has already lent other central banks more 

than twice this amount under its reciprocal swap arrangements.

The Obama administration should not merely propose the doubling of IMF quotas, but also should 

advocate correcting the error that was made in the existing package of IMF reform measures. They should 

address the IMF legitimacy issue by advocating a meaningful redistribution of quota and voting shares 

in the Fund. This will require revisiting the flawed new quota formula that was adopted in the spring of 

2008 so that it points toward reducing the combined share of the traditional industrial countries over 

time. Using the revised new quota formula to distribute quota increases for all members sufficient to 

double total IMF quotas should produce a further shift of at least five percentage points in voting power 

away from the those countries.45

Second, the Obama administration should endorse a special one-time allocation of SDR 50 billion, 

about $75 billion.46 This would increase the existing stock (SDR 21 billion) by about 2.5 times.47 Even 

though the distribution of SDR would be skewed toward the industrial countries, some of those countries 

might need the international liquidity. Moreover, at a time of concern about global deflation and loss 

of confidence, this step would provide an economic boost in some countries.48 Finally, it would help 

to blunt any tendency of countries to seek to build even larger stocks of international reserves as even 

larger self-insurance mechanisms. To the extent that this tendency takes hold, it would further distort 

the international adjustment process and potentially the global trading system. Every country cannot 

devalue its way to a current account surplus at the same time, and if too many try to do so, the resulting 

trade wars would be highly disruptive. If countries want to pursue strategies of building huge holdings of 

international reserves in order to cushion the international adjustment, at least they should do so without 

distorting the system as a whole and SDR allocations offer a means of doing so.

45. The US voting share should be reduced but not below 15 percent. It will be necessary to change the proposed 
amendment on basic votes to preserve the intended share of basic votes in total voting power as agreed in the spring.
46. The allocation of SDR should be immediate to have the intended confidence effect. Therefore, it would have to be 
distributed on the basis of current quota shares.
47. The Obama administration should also make a commitment to seek the ratification of the fourth amendment of the 
IMF Articles of Agreement. The amendment would provide for a special one-time allocation of SDR 21.9 billion. The 
IMF governors approved the amendment in September 1997. The initial motivation was to provide allocations of SDRs 
to members that had joined the Fund since the first allocations in 1970–72 or the second allocations in 1979–81, in 
particular Russia but also other countries. The United States was a strong supporter of the initiative. After the collapse of 
Russia’s IMF program in 1998, the US administration lost interest and never submitted the amendment to the Congress. 
The IMFC, most recently on October 10, has repeatedly called for acceptance of the amendment. It is an embarrassment 
that the United States has not done so, and it would be consistent with the thrust of my other recommendations on IMF 
liquidity and legitimacy if the US authorities promised to remove their roadblock. 
48. One of the standard arguments against SDR allocations is that they would be inflationary because the developing 
countries that received the allocations would in effect spend them in the industrial countries.
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Third, the Obama administration should propose an amendment to the IMF Articles of Agreement 

that would allow the Fund to swap SDR for national currencies of certain (to be determined) members 

whose currencies are central to the functioning of global financial markets. The currencies would be used 

to fund the short-term lending facility that has recently been created by the Fund. This would centralize 

the responsibility and risk of extending the type of liquidity support that the Federal Reserve has been 

providing to other central banks over the past 12 months—more than $500 billion of such credit—and 

that other central banks such as the Swiss National Bank (SNB) and the European Central Bank (ECB) 

have been providing on a much smaller scale as well. This authority would help to support the central 

role of the IMF in the international financial system and discourage countries from setting up bilateral or 

regional arrangements in order to bypass IMF policy conditionality. 

When this expanded IMF package is submitted to the US Congress the new administration would 

have to ask the Congress to authorize the Federal Reserve to engage on the other side of such swap 

arrangements.49 I would recommend approving Federal Reserve authority to swap unlimited amounts 

with the Fund for periods of up to two years.

Although one can question the immediate need for this type of approach given that, in principle, 

the Federal Reserve swap arrangements and the new SLF are operating in tandem, incorporating this 

provision in the package sent to the Congress has two advantages. First, it builds a bigger package 

and obviates the need to go back for an authorization at a later date. Second, it clarifies the central, 

multilateral role of the Fund for the future. The extensive use of Federal Reserve swap arrangements, and 

similar operations by the SNB and ECB, have tended to encourage the development of regional, lower-

conditionality substitutes for the IMF, which is not healthy for the longer run.

The Role of the IMF—International Financial Supervision and Regulation	

I have argued above that work on the reform of the international system of financial supervision and 

regulation should be slowed down because the current focus on this area is having a negative, procyclical 

effect and because diagnosis remains incomplete and constructive change will take time. Nevertheless, a 

process of reform is underway.

In his remarks in advance of the annual meetings on October 10, 2008, managing director Strauss-

Kahn signaled that he is prepared to seize the moment in the name of the Fund. He was implicitly critical 

of the work of the Financial Stability Forum (FSF).50 The Fund is a member of the FSF, but it does not 

49. The United States government cannot lend to the IMF without congressional authorization.
50. The G-7 finance ministers and central bank governors established the FSF in 1999 to promote international financial 
stability through information exchange and international cooperation in financial supervision and surveillance. Its 
members include representatives of the G-7 countries, a number of other financial centers, the IMF, World Bank, OECD, 
and BIS, international standard-setting bodies such as the Basel Committee on Banking Supervision and Regulation, and 
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have a dominant role. 51 The FSF, as formally constituted, reports to the G-7 finance ministers and central 

bank governors. 

In September 2007, the FSF was called upon by the G-7 to prepare a comprehensive set of 

recommendations for addressing the weaknesses that have produced the crisis that was then breaking and 

for strengthening the financial system going forward. After several interim reports, a final report with 67 

recommendations was submitted to the G-7 in April 2008 with associated timelines for action in five 

areas: strengthened potential oversight of capital, liquidity, and risk management; enhanced transparency 

and valuation; changes in the role and uses of credit ratings; strengthened official responsiveness to risks; 

and arrangement for dealing with stress in the financial system.52 In his report to the G-7 and IMFC 

in October 2008 (FSF 2008), FSF chairman Mario Draghi added four additional topics: monitoring 

and addressing the international interaction and consistency of emergency arrangements and responses; 

working to mitigate procyclicality in the financial system; reassessment of the scope of financial regulation 

to cover institutions, instruments, and markets that are unregulated (or lightly regulated); and integration 

with macroeconomic oversight and prudential supervision (so-called macroprudential supervision).

The IMF and FSF should make peace. This statement means that the IMF management, the G–7, 

and the major central banks and supervisory authorities should make peace. There is plenty of work for 

everyone. On November 13, 2008, managing director Strauss-Kahn and FSF chairman Mario Draghi 

wrote a joint letter to the G-20 ministers and governors before the G-20 summit meeting in Washington 

laying out the respective roles of the two organizations and promising to enhance their collaboration:

1.	 Surveillance of the global financial system is the responsibility of the IMF.
2.	 Elaboration of international financial-sector supervisory and regulatory policies and standards, 

and coordination across the various standard-setting bodies, is the principal task of the FSF. 
The IMF participates in this work and provides input as a member of the FSF.

3.	 Implementation of policies in the financial sector is the responsibility of national authorities, 
who are accountable to national legislatures and governments. The IMF assesses authorities’ 

two BIS committees that are dominated by G-10 central banks.
51. Stanley Fischer, governor of the Bank of Israel and former first deputy managing director of the IMF, was more 
pointed in his remarks at the Per Jacobsson Foundation panel on October 12, 2008: “The Financial Stability Forum was 
set up after the Asian Crisis in a way that ensured the IMF would not be closely involved in this area [global financial 
stability]. . . . That was simply a mistake. The FSF is doing excellent work, but it is not a global institution as is the Fund” 
(IMF 2008f ).
52. Other individuals and bodies have released competing or complementary reports, including Morris Goldstein 
(2008a). See Annex B to FSF (2008) for a list of documents and reports by official or semi-official bodies. Goldstein’s ten 
recommendations cover some of the same ground as the FSF recommendations although some of his suggested reforms are 
deeper and more specific or cover different areas. For example, Goldstein calls for action on the macroeconomic dimension 
in the form of coordination between monetary and supervisory authorities during the build-up of asset-price bubbles; 
establishment of a clearing house for OTC derivatives; new standards for compensation; rationalizing the US financial 
regulatory structure; and reforms in US housing finance.
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implementation of such policies through FSAPs, Reports on the Observance of Standards and 
Codes (ROSCs) and Article IVs.

4.	 The IMF and the FSF will cooperate in conducting early warning exercises. The IMF assesses 
the macrofinancial risks and systemic vulnerabilities. The FSF assesses financial-system 
vulnerabilities, drawing on the analyses of its member bodies, including the IMF. Where 
appropriate, the IMF and FSF may provide joint risk assessments and mitigation reports.

This outline of intended IMF-FSF collaboration raises many questions. Moreover, it is widely 

understood that the IMF management and staff would like to have a larger role than the letter implies. 

It is unrealistic that the FSF should come under the total purview of the IMF. The FSF is primarily a 

coordinating body. Its members include sovereign governments as well as independent central banks, and 

they participate voluntarily in the FSF’s activities. 

On the other hand, the link between the G-7 and the FSF should be severed because the G-7 lacks 

legitimacy. Henceforth, the FSF should report to the G-20 finance ministers and central bank governors. 

This could be arranged at the same time that membership of national authorities in the FSF is expanded, 

as has been agreed in principle. Placing the FSF nominally under the G-20 would help to limit the 

size of that expansion because the FSF itself would be responsible, to the extent that it makes its own 

agenda, to a broader group of countries. Some of the G-20 members might be satisfied with this indirect 

involvement in the activities of the FSF. At the same time, the recent informal practice of having the FSF 

report to the IMFC should be formalized.

What should be on the FSF’s agenda other than those items that have already been placed there and 

how should that agenda relate to the work of the Fund? I would highlight five truly cross-border issues 

thrown up by the financial crisis that, in my view, have not received sufficient attention but that merit 

work by both the FSF and the IMF.

First is the issue of banks that are too large for the authorities of their home countries to support 

or rescue. The FSF and G-20 leaders’ agenda calling for colleges of supervisors for all the systemically 

important financial institutions does not fully address this issue. Some banks, for example in Iceland, have 

proved to be too big for their countries, but those banks were not systemically important. This is not an 

easy or new issue. It first surfaced in the Herstatt and Franklin National banks crises in 1974 which led 

to (1) the formation of the Basel Committee on Banking Supervision, which nominally reports to the 

G-10 central bank governors, and successive understandings concerning the supervision of banks that 

operate in multiple jurisdictions and (2) the crafting in the Euro-Currency Standing Committee (now 

the Committee on the Global Financial System) of a loose understanding about lender-of-last-resort 

responsibilities for such institutions. These issues must be addressed, but reaching agreement on the 

appropriate treatment will take time, patience, analysis, and understanding.

Second is the issue of the resolution of failures of large cross-border financial institutions. This is an 
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issue in the United States, where there is no procedure for resolving failed nonbank financial institutions. 

However, going forward, it is an issue for the global system in particular if the aim is to have more 

controlled failures and fewer rescues. The legal wrangles surrounding the recent Lehman bankruptcy echo 

those surrounding the failure of the Bank of Credit and Commerce International in 1991. However, in 

the meantime little has been done to resolve conflicts between how these failures are handled in different 

jurisdictions, although there has been some progress with respect to the purely market-related aspects, 

e.g., closing out financial contracts. Again, this is a contentious subject and one that will not be easy to 

resolve, but it should be on the agenda going forward.

Third is the issue of the provision of liquidity to internationally active financial institutions, in 

particular those that are large relative to the size of their countries. One potential mechanism is what I 

proposed above under immediate recommendations. Central banks issuing major international currencies 

should provide short-term financing to the IMF to help finance a permanent short-term lending facility.

The Fund traditionally advances credit to governments, and the governments use the foreign 

exchange borrowed from the IMF primarily to replenish their reserves. Secondarily, governments use the 

foreign exchange to meet their own foreign currency obligations, including debt obligations, and, to a 

limited degree, to support their currencies in the foreign exchange market. In the financial crisis of 2008–

09, governments and their central banks, in industrial as well as developing countries, have used foreign 

exchange—reserve holdings as well as new borrowings—to help their domestic financial institutions to 

repay international creditors, in particular their interbank borrowings. In the future, with the ongoing 

globalization of finance, these needs are likely to continue if not increase. In general they should be met 

not through bilateral or regional arrangements among central banks but multilaterally through the IMF. 

This would be one use for a permanent short-term liquidity facility in the IMF. The design of such a 

permanent facility raises a number of questions about both country eligibility as well as about the facility’s 

financing. However, such a facility would help to address the first issue of banks that are large relative to 

the size of their countries. It would be up to the borrowing country to make the difficult determination of 

whether an individual financial institution faced a liquidity crisis rather than a solvency crisis.

Fourth is the issue of coordinating responses to financial-system crises. In recent months, responses 

have been almost exclusively at the national level without reference to international norms and standards. 

A number of these, such as raising limits on deposit insurance and guaranteeing the debt of financial 

institutions, have had disruptive cross-border effects, serving to propagate the crisis rather than to contain 

it. What is needed in this area is to draw up new codes and standards for all countries. At the same time, 

the dozen existing international codes and standards should be revisited by the relevant standard-setting 

bodies that report to the FSF. Subsequently, this new structure of codes, standards, norms, etc. should be 

incorporated into the IMF surveillance activities.
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Finally, IMF surveillance is probably the most complex issue growing out of this global 

financial crisis. It is clear, at least to me, that the crisis had its origins in macroeconomic policies, in 

microprudential policies, and in what are called macroprudential policies—prudential policies that have 

macroeconomic implications and vice versa. The challenge for policymakers at both the national and 

international levels is that there is no agreed conceptual framework to guide international cooperation 

in these three, related areas even if one assumes that all the relevant players would participate openly 

in the resulting structures. Moreover, the latter assumption is probably not wholly justified. The 

macroeconomic authorities, for example central banks, are not accustomed or particularly open to having 

their policies critiqued by international organizations such as the IMF or by regulatory groups such as 

the FSF. Similarly, the supervisory authorities are not accustomed or particularly open to having their 

own macroeconomic authorities, to say nothing of the IMF, critique the procyclicality of their actions 

or inactions. Again, there are no easy answers with respect to process. Equally if not more important, 

on substance there is no common understanding on a conceptual framework to use. The IMF as a 

global institution must play a major role in helping to implement whatever consensus emerges on these 

procedural and substantive issues if there is to be any chance that the world economy and financial system 

is to reduce the incidence and virulence of such crises in the future.

On What Terms Is the IMF Worth Funding?

Returning to the question that motivated this paper: On what terms is the IMF worth funding? In 

particular, how should the Obama administration and US Congress proceed with respect to the IMF 

legislative package that was submitted to the Congress on November 12, 2008?

My conclusion is that the package can and should be substantially improved. In addition to or as 

a substitute for the elements in the package agreed in the spring of 2008, the new administration should 

seek international and subsequent domestic approval (1) for doubling of IMF quotas on the basis of a 

revised new quota formula along with a doubling of associated GAB and NAB commitments, and (2) for 

the Federal Reserve to swap dollars for SDR with the IMF. The United States should also propose and 

support an allocation of SDR 50 billion, which does not require congressional authorization. These steps 

would help the Fund to perform its role as lender of final resort and provide confidence to the global 

economy and financial system.

The new administration should also work to strengthen the role of the Fund in the global economic 

and financial system not only in its lending role but also in its surveillance role. Neither the IMF nor the 

FSF should be transformed into a global financial regulator. However, the FSF should be strengthened 

by having it report formally to the G-20, and the FSF and IMF should work cooperatively on a number 
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of multilateral financial issues that I have detailed. The surveillance of macroeconomic, microprudential, 

and macroprudential policies should be improved. Here, both the Fund and the FSF have roles to play 

not only in conducting the surveillance but principally in trying to construct a better overall framework of 

analysis.

Over the next few months, if the Obama administration is unable to generate international support 

for an enhanced package along the lines I have proposed, it should revert to supporting the package that 

was agreed in the spring of 2008. The aim should be to pass the package of IMF legislation by the end of 

2010 at the latest. Further delay would seriously undermine the IMF as a central multilateral institution. 

Gaining congressional support for either type of package will not be easy. How difficult it will be 

depends in large part on whether the United States and China, with the help of the IMF, can work out 

their differences over China’s exchange rate policies, as well as how effectively the IMF performs in the 

global recession.
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IMF Reform: An Unfinished Agenda 

Edwin M. Truman, Peterson Institute for International Economics 
Op-ed in VoxEU.org 
January 28, 2009  

The central question for the leaders of the G-20 countries in the run-up to their second meeting 
on April 2 in London is whether to reopen the meager package of International Monetary Fund 
(IMF) reforms that was agreed a year ago. Their answer should be bold: They should reopen 
the prior package and commit to completing the unfinished business of IMF reform. 

The world economy and financial system face the worst crisis since the IMF's founding in 1944. 
The Fund was established to promote cooperative solutions to common problems and to 
prevent a global meltdown of the type experienced from 1929 to 1939. Unfortunately, in recent 
years, its promise has been damaged by the pursuit of narrow national interests and a lack of 
appreciation of the dark side of globalization and its impact on weaker economies and societies. 
Consequently, the IMF is starved for legitimacy, financial resources, and relevance. 

The task for the G-20 leaders is to drive a process positioning the IMF to play its assigned role 
in the current crisis and to set the Fund on the right course for the 21stcentury by completing a 
long-overdue IMF reform agenda. In the current context the leaders should focus on two types 
of actions: (a) those to be implemented by the end of 2009 to contribute to the restoration of 
confidence and to meeting the pressing needs of the world economy and (b) those to be 
implemented by the end of 2010 to restructure the Fund's role as the principal institution of 
global economic governance. The necessary actions are grouped below in three broad 
categories: (1) legitimacy, (2) resources, and (3) relevance. 

Legitimacy 
For too long, the IMF has been perceived by leaders and citizens of most of its member 
countries as the tool of the United States and Western Europe. In particular, its governance has 
been locked into a framework that was devised at the end of World War II with only minor 
adjustments in the ensuing six decades. It is imperative to change this perception if the IMF is to 
regain the relevance and role envisioned by its founders. 

To this end, at the G-20 meeting in London, President Obama and leaders from the Western 
European countries should agree to a robust reform of the management selection process in the 
IMF and World Bank that ensures that all qualified candidates receive consideration regardless 
of their nationality. The G-20 leaders should endorse an amendment to the charters of the Fund 
and the World Bank to require a double majority of weighted votes and number of members to 
elect or to reelect a managing director of the Fund or a president of the World Bank.  

The G-20 leaders should also support an immediate replacement of the IMF quota formula that 
was adopted last year with one that points decisively toward reducing the voting power of the 
traditional industrial countries.1 The new formula should be employed immediately in 
augmenting the IMF's quota resources as outlined below to redistribute at least 5, and 
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preferably 10, percentage points of voting power in the Fund from the traditional industrial 
countries to other members. 

For the somewhat longer term, the G-20 leaders should endorse an amendment of the IMF 
Articles of Agreement to reduce from 85 percent to 80 percent the voting majority needed to 
approve or to enact certain IMF decisions. This would eliminate the potential, so-called US veto 
of such decisions. As part of this bargain in London, along with accepting a substantial reduction 
in Europe's combined voting power to something much closer to that of the United States, the 
Europeans should commit to a consolidation of their representation on the IMF executive board 
from the current 7–10 out of 24 seats to two seats. Finally, the G-20 leaders should endorse a 
revamping of the role of the executive board from one of day-to-day engagement with the 
operations of the Fund to one of broad oversight of the decisions of IMF management.2 

Resources 
The scope of the current crisis reflects the harsh reality of today's globalized economy and 
financial system. Every country has been affected; those with the weakest policies and in the 
most precarious financial circumstances have been affected most and first. We have learned 
that countries can run but they cannot hide from the effects of such crises. In the future, the 
incidence and virulence of crises may be reduced but will not be eliminated. Over the past 
several decades, the leaders of the advanced countries have failed to recognize this trend. One 
consequence has been that they have starved the IMF of resources to lend. In London, the G-
20 leaders should take immediate and longer-term corrective actions. 

When the simmering financial crisis boiled over in September 2007, the Fund's estimated 
forward lending capacity was $200 billion from regular quota resources and an additional $50 
billion from established borrowing arrangements. Since September, the IMF has made more 
than $50 billion in lending commitments and set aside $100 billion for a new short-term lending 
facility. At the same time and outside the framework of IMF lending, the Federal Reserve has 
advanced more than $600 billion in short-term credit to 14 other central banks, and the 
European Central Bank and Swiss National Bank have advanced smaller amounts within 
Europe. These facts illustrate the need to augment immediately the IMF's lending capacity and 
to provide it with the resources and instruments so that permanent, multilateral arrangements 
replace ad hoc bilateral operations in the future. 

For the period immediately ahead, the G-20 leaders should agree to support at least a doubling 
of IMF quotas and borrowing arrangements.3 They also should agree to support the 
establishment of a mechanism so that the IMF can borrow up to $50 billion in private capital 
markets. Finally, they should call for a special allocation of at least 50 billion special drawing 
rights (SDR), or about $75 billion. This last component is intended to boost confidence in the 
coordinated actions of governments to address the crisis, to signal that the primary global 
concern at present is deflation not inflation, and to provide a significant amount of unconditional 
financial resources to countries with a potential near-term financial need. A conservative 
estimate is that $18.75 billion of the $75 billion would go to such countries.4 

Looking further but not too far ahead, the G-20 leaders should commit to establishing a 
presumption that in each quinquennial general review of IMF quotas, total quotas will be 
increased in line with the expansion of the global economy, trade, and financial system over the 
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intervening period.5 This would help to ensure that the IMF's lending capacity expands with the 
continued globalization of the world economy and position the Fund to support its members 
continuously in times of crisis instead of relying on ad hoc measures. The leaders should also 
commit their governments to the positive consideration of annual, substantial SDR allocations to 
meet members' demands for international reserves without exacerbating global imbalances that 
distort the adjustment process. Finally, in London President Obama should commit his 
administration to support congressional approval of the fourth amendment of the IMF Articles of 
Agreement, under which SDR 21.9 billion would be issued principally to those countries that 
joined the IMF after one or both of the prior issues of SDR in 1970–72 and 1979–81.6 

Relevance 
Without enhanced legitimacy and adequate financial resources, the IMF will not be relevant to 
the needs of the globalized economy. With enhanced legitimacy and adequate financial 
resources, the Fund will be positioned for a restoration of its relevance. The G-20 leaders 
meeting in London on April 2 should endorse the following set of actions. 

For the period immediately ahead, the G-20 leaders should support the management and staff 
of the Fund in vigorous surveillance over the exchange-rate policies of members and in policing 
members' exchange-rate obligations under the IMF Articles of Agreement. This is essential to 
ensuring that the global recession does not trigger a mutually destructive, cascading sequence 
of competitive depreciations.  

The leaders should also support a comprehensive rethinking and updating of IMF lending 
policies. The international financial needs of members can no longer be met solely by IMF 
lending designed to meet the traditional, narrow balance-of-payments test. In the interests of 
global economic recovery and international financial stability, the objectives of IMF lending 
operations should be expanded to include support for members' sound fiscal policies and for the 
international operations of their financial institutions. 

Taking a somewhat longer perspective, the G-20 leaders should support consideration of an 
amendment to the IMF Articles of Agreement to permit the Fund to enter into short-term 
arrangements with national central banks to swap SDR for national currencies that are central to 
the functioning of the global financial system, principally the US dollar but also the euro, yen, 
pound sterling, Swiss franc, and possibly others. The currencies would be used to fund the 
IMF's short-term lending facility. That facility would replace the bilateral international lending 
operations of national central banks, centralizing the responsibilities and risks involved.7 

In light of experience in the current crisis and calls for a more active role for the IMF on 
financial-market issues, the G-20 leaders should also support reconsideration of an amendment 
of the IMF Articles of Agreement with respect to the capital account policies of members. The 
objective should not be to compel all member countries to open their capital accounts. That 
would only be the ultimate goal. Meanwhile, the Fund would be provided with an updated 
mandate to assess and guide progress toward that goal, including the judicious use of 
restrictions on capital flows. 

Finally, the G-20 leaders should endorse a strengthened surveillance role for the Fund in 
several key areas: signaling the emergence of global imbalances, policing of exchange-rate 
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obligations under the IMF Articles of Agreement, assessment of the stability of national financial 
systems (including implementation of existing, strengthened, and new international standards 
and codes in the wake of the crisis), and the complex nexus of microprudential and 
macroeconomic policies under the heading of macroprudential policies. Each of these activities 
is central to the Fund's relevance in the 21st century. 

Conclusion 
The G-20 leaders' meeting in London on April 2 should not only act to implement the unfinished 
IMF reform agenda that I have outlined here but should also endorse those items in the 2008 
package that have not been superseded: the tripling of basic votes, the expansion of the Fund's 
investment powers, and the sale of 12.5 percent of the IMF's gold to provide an endowment to 
finance the nonlending activities of the Fund, which are likely to increase in the future. Taken 
together, these elements of the earlier package and those unfinished items on the IMF reform 
agenda that I have outlined are essential to supporting the restoration of economic growth and 
the stability to the global financial system and to positioning the IMF to play an enhanced role at 
the center of the world economy and financial system in the future. 

Notes 
1. The formula that was adopted last year implies that the share of the 26 traditional industrial countries 
should increase by 2.2 percentage points relative to their actual share.  

2. Under the heading of governance, some observers favor replacing the International Monetary and 
Financial Committee (IMFC) with a Council as provided for in the Articles. I do not attach major 
importance to such a cosmetic change, but it should be included on the agenda if it receives the 
endorsement of a significant majority of G-20 members. 

3. Consideration should also be given to the participation of additional countries in the New Arrangements 
to Borrow (NAB) beyond the current 26 participants and to a realignment of NAB lending commitments. 

4. SDR are allocated on the basis of IMF quota shares. The combined quota share of G-20 countries is 
about 66 percent, but a number of these may need external financial assistance over the next year. 
Although a number of non-G-20 industrial and oil-exporting countries may not need such assistance, a 
rough estimate is that countries with at least 25 percent of current IMF quotas fall into the category of 
countries with a potential need. 25 percent of $75 billion is $18.75 billion. The combined quota share of 
the 105 smallest and mostly poorest members of the Fund is about 8 percent, implying $6 billion in ready 
assistance to these countries from an SDR allocation of $75 billion. 

5. A qualified majority vote should be required to overturn that presumption, though acceptance of the 
proposed increases would also continue to require a qualified majority. 

6. The amendment was approved in 1997 with strong US support and has been ratified by members with 
77 percent of the voting power in the Fund, but the US Congress must ratify the amendment before it can 
go into effect. 

7. An additional advantage would be that the SDR swapped, for example with the Federal Reserve for US 
dollars, could be transferred, for example to the European Central Bank for euros if there were downward 
pressure on the US dollar at the time in foreign exchange markets and US authorities needed euros to 
support the dollar. 
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Globalization Goes into Reverse? 
by Edwin M. Truman | January 30th, 2009 | 11:00 am  

One definition of globalization is the integration of economies and financial markets. By 
that definition, globalization has increased steadily since World War II. International 
trade has expanded more rapidly than global output, and cross-border financial flows 
have increased more rapidly than international trade—albeit with larger and deeper 
reversals. This process of global integration has been supported by the increased 
openness of national markets for goods, services, and finance and by a set of 
institutions designed to establish and support rules of the game, including the 
International Monetary Fund (IMF), the World Bank and other development banks, the 
World Trade Organization (WTO), the Bank for International Settlements (BIS), the 
Organization for Economic Cooperation and Development (OECD), and many other 
global and regional institutions. 

Numerous studies have documented the benefits of increased globalization for 
individual economies and the world as a whole.1 Nevertheless, globalization has been 
under attack for more than a decade from those who argue that the benefits are 
unevenly spread across or within countries and from those who argue that the damage 
to some countries, for example from international financial crises, has exceeded the 
benefits of increased financial integration. More recently, in the wake of the September 
11, 2001, terrorist attacks on the United States and the associated and unassociated 
responses, historians have reminded us that the previous era of globalization ended 
spectacularly with the outbreak of World War I and that the unraveling continued for four 
decades culminating in the Great Depression and World War II. 

In the context of the worst global economic and financial crisis since the end of World 
War II, is the era of globalization coming to an end? What are the manifestations? Is it 
too late to do something about them? 

Manifestations

Manifestations of a reversal of globalization are everywhere in discourse, finance, trade, 
and other responses to economic crisis. In the litany of examples that follow, I include 
negative policy actions. We have also seen positive examples of coordination and 
cooperation, but my fear is that they have been insufficient in number and effect to 
preserve an open global economic and financial system. 
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At the level of discourse, the reversal of globalization can be found in the finger pointing 
about the cause of the crisis. When a country faces a crisis, it is common for its leaders 
to point to external actors and forces. In this crisis, the easy target is the United States 
and its economic, financial, regulatory, and other (largely noneconomic) policies. The 
United States is far from blameless. Its policies and leadership have let down the world. 
However, one can question whether the appropriate lesson to be drawn is to retreat into 
an autarky and whether the principle test of every policy should be to reverse what US 
domestic and international economic policies generally have stood for over the past five 
decades. 

With respect to the less cosmic area of finance, we have a plethora of policy actions 
that start from generally well-intentioned responses to domestic consequences of the 
crisis but that have had negative spillover effects. The US Troubled Asset Relief 
Program (TARP) was initially targeted exclusively at US domestic financial institutions 
and has largely been employed that way. One country’s action to guarantee 100 
percent of the deposit liabilities of its banks forced the hand of many other countries 
unless they clearly did not have the financial strength to do so, in which case those 
financial institutions were further weakened. Government guarantees of the nondeposit 
debt of domestic financial institutions have had similar effects on institutions in 
emerging-market and developing countries, limiting their capacity to finance domestic 
investment projects and to provide trade finance. Financial markets around the world 
have been distorted by the panoply of ad hoc measures to support different segments of 
national financial markets. 

With respect to trade, at least half a dozen countries whose leaders participated in the 
G-20 summit meeting in Washington on November 15 have violated the spirit, if not the 
letter, of their pledge to “refrain from raising new barriers to investment or to trade in 
goods and services, imposing new export restrictions, or implementing WTO 
inconsistent measures to stimulate exports.” Moves in the US Congress to impose or 
strengthen “Buy American” provisions in the economic stimulus legislation may well be 
WTO-compatible, but will have a chilling demonstration effect on other countries, even 
though some other countries may have beat the United States to the punch.2

With respect to government actions to rescue private-sector, nonfinancial firms, the 
story is the same. Actions to benefit firms in the automobile industry, the mining industry, 
or agriculture often discriminate in favor of domestic firms and against foreign firms 
whether they operate inside or outside the implementing country. This distorts 
competition, again to the special detriment of countries that do not have the financial 
capacity to provide subsidies to their own firms. 

Finally, in the area of exchange-rate policy, the temptation is for countries to encourage 
or tolerate excessive exchange-rate depreciation, as well as to resist current or 
subsequent exchange rate appreciation. This is a classic “beggar-thy-neighbor” policy 
drawn from the interwar period and the Great Depression, attempting to support 
domestic employment by exporting unemployment to other countries. Not all countries 
can follow such policies because all currencies cannot depreciate against all other 
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currencies at the same time. The result is a downward spiral fanning the flames of 
protectionist trade policies. 

What Should Be Done?

Is it too late to halt this stampede away from globalization? I hope not, but time is 
running out. The world needs a strong program to resist and monitor the temptation for 
one country to improve its position at the expense of other countries. We need a 
comprehensive, internationally coordinated strategy if the global economy is to recover 
from this crisis with a minimum of damage to the fabric of international cooperation that 
has been constructed since 1945. The G-20 summit meeting last November made an 
effort, but a great deal more needs to be put in place at the London summit on April 2. 

The strategy should start with the G-20 leaders signing a declaration committing 
themselves and officials of their governments to eschew finger pointing with respect to 
the causes of the crisis. Blame is appropriately widespread, but little can be achieved by 
spreading it. The effort now should be to learn and apply the collective lessons to limit 
the probability of future crises and to preserve the benefits of globalization achieved 
over the past half century. 

More concretely in the area of financial-market and financial-sector policies, 
policymakers should commit to limiting the negative, external effects of their actions. 
The IMF, the Financial Stability Forum (FSF), and the BIS through the FSF should be 
tasked with reviewing the potential for such effects, preferably before such policies are 
adopted, but contemporaneously and ex post as well. To the extent that policies are 
found to have significant, negative spillover effects, and they cannot be reversed, 
governments should provide the IMF, the World Bank, and other multilateral 
development banks with the financial resources to lend to other countries to implement 
parallel or compensating policies to recapitalize financial institutions, finance trade, etc. 

With respect to trade policies, the G-20 countries should strengthen their commitment to 
not implement protectionist policies on investment and trade in goods and services, 
regardless of whether or not they are WTO compatible. The WTO and OECD should be 
empowered to monitor, catalogue, and publicly chastise countries that are not living up 
to both the letter and sprit of such an enhanced standstill agreement. 

Along the same lines, the IMF should be called upon to monitor the impacts of fiscal 
stimulus programs and publicize antisocial features in them. The Fund’s surveillance 
should be comprehensive and instantaneous. At the G-20 summit on April 2, the IMF 
should lay out, and the G-20 should endorse, a coordinated program of fiscal stimulus 
including outlining the minimum contributions by each internationally significant country 
that has the fiscal room to maneuver and participate. The Fund should also keep a real-
time, public scorecard on countries that fall short of international expectations and, 
thereby, free ride on the stimulus programs of other countries and incite the 
incorporation of protectionist provisions into such programs. The OECD should use its 
expertise in the fiscal area to keep the Fund and the countries honest. 
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The WTO and OECD should develop a similar scorecard with respect to the design and 
implementation of rescue or support operations for domestic nonfinancial enterprises. 
That scorecard not only should flag potential violations of WTO commitments and 
undertakings under OECD investment codes but also publicly identify potential or actual 
actions that undermine the spirit of those obligations. 

Finally, the IMF should not abandon its responsibility to monitor the evolution of global 
imbalances and police the exchange-rate obligations of members. The global economy 
was not in overall balance when the financial crisis hit in the middle of 2007; nor were 
exchange-rate relationships. The Fund should lay out a desirable path for external 
adjustment for the systemically important countries. The Fund should use that 
framework to assess the appropriateness of the movements of each member’s real, 
effective exchange rate (average nominal exchange rates adjusted for changes in price 
levels) with a view to calling upon individual countries to resist movements in the 
inappropriate direction and not to resist movements in the appropriate direction. 

The global financial crisis has been with us for 18 months. It promises to be the mother 
of all financial crises. The worst global recession since the Great Depression has been 
in evidence for about six months and is worsening. It may be too late to put in place a 
framework that serves to preserve the increased globalization of the past 50 years, but 
the potential benefits to the citizens of all countries are worth the effort. We should 
expect nothing less from our leaders. 

 
Notes

1. A leading example for the United States is Scott C. Bradford, Paul L. E. Grieco, and 
Gary Clyde Hufbauer, 2005, The Payoff to America from Global Integration, in The 
United States and the World Economy: Foreign Economic Policy for the Next Decade, C. 
Fred Bergsten and the Peterson Institute for International Economics. This study 
documents US gains from globalization in trade, aided by globalization in finance, equal 
to about $1 trillion as of 2003. 

2. The rationale for such provisions, which is that purchases should be targeted at 
domestically produced goods and services, is also flawed. The issue is not the first-
round expenditures, but expenditures out of the income generated by them. US imports 
of goods and services are only about 18 percent of GDP, substantially less than for 
most other countries, implying that the simple multiplier associated with US government 
expenditures is much higher than for other countries. 
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Three key elements of a new global financial architecture 
By  
Ngaire Woods and Walter Mattli  
Oxford University 
 
At the G-20 Summit in Washington, it was agreed that global growth will require sound 
new global regulation of financial markets. But what would it take to achieve such 
regulation? The Summit offered few concrete answers. We argue that a new global 
architecture for the regulation of banking and finance is required to ensure success, 
comprising three elements: better representation in the rule-making process, a new robust 
system of monitoring, and systematic enforcement. 
 
First, a better and more impartially-informed process for setting the rules is required. The 
existing rules were written by the Basel Committee on Banking Regulation which 
comprises officials from Belgium, Canada, France, Germany, Italy, Japan, Luxembourg, 
the Netherlands, Spain, Sweden, Switzerland, the United Kingdom and the United States. 
They were wrongly persuaded by banks that complex derivative instruments could 
improve risk management and distribution as well as enhance market efficiency and 
resilience. Indeed, the financial sector argues its case extremely effectively. Recall how 
quickly and effectively their July 2008 report argued against any new or further 
regulation by detailing instead “best practice reforms” for the industry. Regulators who 
have resisted the finance industry’s well-honed case have been accused of stupidity, 
incompetence, and over-zealousness by those whose profits and personal gains are at risk 
by new rules.   
 
Effective new regulation thus requires participation by a broader range of countries and 
stakeholders in rule-making, to ensure that different stakes, interests and risks are taken 
into account. The recent crisis shows that the costs of poor regulation fall on a wide range 
of countries, and not just those with the largest and most open financial sectors. Their  
voices would add a different and balancing set of stakes into rule-making.  
 
Equally important is the range of agencies involved in rule-making. The Basel 
Committee is dominated by central banks (many of whom have bank supervisory duties). 
They do not represent the broad range of interests likely to be affected by bank failure. 
They are not politically accountable; most are independent. And for their own operational 
reasons, many have a culture of discretion and secrecy, rather than of transparency and 
openness to public scrutiny.   
 
The new global regulation will require more politically accountable and more transparent 
engagement. One possible route is to transform the Financial Stability Forum which 
represents Central Banks, Finance Ministries, and regulators, widening the countries 
represented in the forum and vesting it with formal authority to make rules.  
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A second requirement of a new architecture is robust monitoring of regulators and those 
they regulate. New global rules – once agreed upon – need to be implemented and obeyed 
in the face of well-organized and richly-resourced firms and groups who try to avoid this. 
Robust monitoring requires “watching the watchdog” bodies such as have emerged in 
environmental regulation, sometimes financed by public grants or compulsory fees paid 
by firms. Voluntary private contributions to such a system are not inconceivable. Indeed, 
the current crisis has shown that some healthy and responsibly-run banks have lost out as 
a confidence crisis engulfed the entire industry. These banks will want to rebuild 
reputation and legitimacy, including by demonstrating they are distinct from their less-
reputable peers. A few large financial services firms have already announced that they 
support the establishment of an effective new regulatory system to level the playing field 
with competitors in other jurisdictions.  Such “watching the watchdog” bodies at the 
national level must be complemented by global supervisory agencies.  
 
Enhanced global supervision was proposed during the G-20 Washington summit where 
leaders proposed establishing international ‘supervisory colleges for all major cross-
border financial institutions’ (where financial regulators can compare market notes across 
countries, better co-operation between nations on regulations, the eventual 
standardization of accounting rules governing how companies can value assets, and new 
attention to credit-rating agencies). This is a step in the right direction. Global institutions 
need to monitor and report on national regulators, pressuring them to apply regulatory 
standards – counterveiling the pressures from the financial services sector to “lighten up”.  
 
One obvious contender for this role is the International Monetary Fund which already has 
a Financial Sector Assessment Programme seeking to monitor the health and resilience of 
a country’s financial sector.  At present these assessments are entirely voluntary:  the 
United States, for example, refused to participate until July 2008. The assessments need 
to be made compulsory and focused on whether or not regulators are implementing 
globally agreed standards. Furthermore, the results need to be published.   
 
A third essential element of the new architecture is the creation of a special-function 
international judicial institution charged with assisting the enforcement of the new rules 
in banking and finance, adjudicating disputes, and offering uniform authoritative 
interpretations of the rules. Such institution would be made up of independent experts 
whose decisions would be subject to public scrutiny. This judicial body would be open to 
lawsuits by any affected individuals (much in the same way as the American chapter nine 
bankruptcy provisions permit filings by “parties in interest”) – without governments  
acting as gatekeepers. The problem here may be that affected individuals are willing but 
not able to sue for lack of resources. They thus will need public or private support. One 
model is the Advisory Centre on WTO law. Major trading countries including Canada, 
Denmark, Finland, Ireland, Italy, the Netherlands, Norway, Sweden, Switzerland and the 
United Kingdom have funded the Advisory Centre which gives advice to developing 
countries on WTO law and assists them in bringing dispute settlement proceedings 
(including against those countries funding the centre).  
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We should also consider permitting cases from non-state (including private) actors. The 
historical record on this is interesting: international courts with compulsory jurisdiction 
and non-state actor access hear more cases. In part this is because governments are 
reluctant to sue each other. Letting non-state actors bring cases would further widen the 
pressures and incentives on national regulators to ensure rules are applied.  
 
Sceptics may deem such proposal impracticable, undesirable, and excessive – a 
pipedream. But do not forget that since 1990, states have established nineteen new 
international judicial institutions – most in the area of trade. This is almost three times the 
number of international courts that existed prior to 1990. Old and new international 
courts have issued since then over 24,000 rulings and opinions - that is 75 percent of total 
judicial output by international public courts. Governments have created these institutions 
because they help to spur global commerce.  
 
Ngaire Woods and Walter Mattli are Professors of International Political Economy at 
Oxford University; their latest publication is titled The Politics of Global Regulation 
(Princeton University Press, Spring 2009). 
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“Shaking Up the World Bank: Essential Elements for Governance Reform” 
By Ngaire Woods 
 
The World Bank has just announced a $2 billion fast-track facility to speed up its help to the 
world’s poorest countries hard hit by the financial crisis. The move highlights why it is time 
seriously to reform the World Bank’s governance. The Bank does two things, both of which 
are vital during this global economic crisis. First, the Bank has become a global public 
financing mechanism which permits governments to contribute to emergencies, relief to the 
poorest countries, countries at risk of descending into war, public health crises, climate 
change, and so forth. Second, the Bank is (and has always been) a global lending cooperative, 
which helps to channel private finance to emerging economies even when the markets dry up 
(by pooling the sovereign guarantees of all of its members so as to raise cheap capital from 
the markets which it can lend back to its members).  
 
Hindering the World Bank in both its tasks is its governance. The existing Board structure of 
the World Bank is one which minimizes risks to the institution, at the cost of its borrowers. A 
full-time resident Board, nominally representing all countries who are members of the Bank, 
oversees the application of detailed rules and procedures which constrain the staff and senior 
management. The Board also monitors a plethora of internal auditing and quality controls, the 
work of an independent evaluation group, and the work of the judicial style Inspection Panel. 
The result limits any risk-taking by the Bank. Or better said, distributes risks to those least 
able to bear them. 
 
The costs of minimizing risks are borne mostly by borrowers (who face slower and more 
costly loans) and by the world’s most at-risk and vulnerable populations whose hopes of 
assistance in a crisis or conflict are postponed while the Bank’s Board ensures that rules and 
procedures are followed. The result is a Bank which is too slow, too risk-averse, and too 
unresponsive to its needy members to be as effective as it can and should be. Am I arguing 
that the rules should be ripped up and the Bank encouraged to plough into risk-taking?  No, I 
am arguing for decision-making which better distributes risks. 
 
To deliver public goods, the World Bank needs a Board which enunciates the collective 
purpose of members. This means a Board which engages and reflects political leadership at 
the highest level. The governments sitting on the Board need to make decisions which give 
the institution political cover. Those governments themselves should sometimes collectively 
shoulder risks, permitting the Bank to act rapidly in uncharted terrain, and to act with other 
international institutions without fearing for damage to its own procedures and rules.  
 
An example of how such engagement can work can be found in the role of the G7 Finance 
Deputies in the IMF. In their heyday, the G7 Finance Ministers (and Deputies) group acted as 
a strategic directorate for the IMF, communicating regularly, coordinating policies among key 
governments, taking information from the IMF, and giving it specific directions, such as to 
make an extraordinarily large and rapid loan to Mexico, or to Argentina, or to Russia.  
 
The World Bank has never had an effective directorate. Its Board of Governors and 
Development Committee have highly formalized annual meetings. At the other end of the 
spectrum, its Executive Board operates at a bureaucratic level, sitting full-time in Washington 
DC,  overwhelmed with information and documentation, attempting to oversee all of the 
Bank’s policies, operations, evaluations, quality controls, and audits.  
 
The Bank now needs a board which is small enough to be a directorate, yet representative 
enough to be effective. It needs input from different regions and countries, in part to be better 
informed yet more importantly because if countries do not feel represented in the 
organization, they can simply refuse to “let the Bank in” which would directly erode the 
institution’s capacity to deliver on global public goods.  There is a structure which could 

119



Ngaire Woods (ngaire.woods@univ.ox.ac.uk), December 2008 

achieve this. Happily it is a structure which would also better serve the Bank as a credit 
cooperative. 
 
The credit-cooperative Bank – its historic function - faces serious problems with its current 
governance. The Bank’s Board is structured as though it is a shareholding institution, 
although it is not. Its governance lazily mirrors that of the IMF. It has long been criticized for 
giving anachronistic and disproportionate access and influence to US interests when in 
practice the Bank no longer looks only to Wall St for capital, it raises more of its money in 
Europe and elsewhere. The value of the US guarantee which helps to underpin the Bank’s 
credit-worthiness has diminished dramatically in size and importance. The Bank now has a 
credit history of its own, a large investment portfolio of its own, and other members whose 
considerable resources could provide a substantial guarantee. Simply put, the rationale for 
basing the Bank in Washington DC with an American President has eroded sharply since 
1944.   
 
Dissatisfaction with the Bank’s governance (most often expressed as bitterness about the 
Bank’s “attitude, “intransigence”, or “approach”) is hindering the Bank. It has fuelled the 
accelerated “exit” by countries preferring to use private finance wherever and whenever they 
can – although now this option is drying up fast. Earlier on, concerns about the Bank’s 
governance gave impetus to the creation of regional and sub-regional credit-cooperatives. In 
fact, this is a positive development worth building on. The Inter-American Development 
Bank is now a larger lender in Latin America than the World Bank, and so too is the Asian 
Development Bank in Asia. The African Development Bank is working hard to carve out its 
own role. 
 
Building on regional credit-cooperatives, a new vision of the World Bank would radically 
devolve the credit-cooperative role to regional development banks and build a new federal 
relationship across them. This points the way to a new governance structure for the Bank as a 
whole. Why not represent each region on the World Bank’s Executive Board, comprising a 
new G7 or G8 made up of a highest-level political representative from North America, 
Central and South America, Asia-Pacific, Africa, Middle East, the European Union, Russia 
and non-EU Central and Eastern Europe. The Directors would be Cabinet-level Ministers who 
would not sit permanently in Washington DC but would meet formally six times per year, 
with much more regular communications facilitated by the World Bank (as the IMF did with 
the G7 Finance Deputies). This transformation would be far less costly and more effective 
than the Bank’s current governance structure. It would strengthen the Bank’s ability to take 
risks where needed in its global public financing role. It would reinforce emerging regional 
credit-cooperatives at a time when all countries need to strengthen their ability to attract 
private finance.  
 
Ngaire Woods is Director of the Global Economic Governance Programme, and Professor of 
International Political Economy at Oxford University.  
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The Gs and Global Challenges: 
Pathways forward for the G8, the G20 and the Rest  

 
   Colin I. Bradford Jr.  (Brookings and CIGI) 
 
 
The most important and immediate problem facing the world is the global 
financial crisis.  The second G20 summit in London on April 2 is a critical moment 
in addressing the financial crisis but also represents a confluence of political, 
institutional and economic change.  For Gordon Brown, the London G20 summit 
is an opportunity for his economic experience, expertise and leadership to shine.  
For Barack Obama the April meeting will be his first summit as president, placing 
him in the global limelight not within the Euro-centric, western setting of the G8 
by bringing  him together with leaders of major nations from all regions.  Asia is 
under-represented and under-whelmed by the transatlantic power structure of 
the IMF and the World Bank.  Four Asian emerging market economies (China, 
India, Indonesia and Korea) are in the G20.  No Islamic countries are in the G8; 
three Islamic countries(Indonesia, the most populous Muslim nation, Turkey and 
Saudi Arabia) are in the G20 grouping.  Australia, Brazil, Russia, South Africa and 
Mexico are in the G20, all pivotal strategic powers in most global challenges, but 
all but Russia are not in the G8.  Politically, the April 2nd G20 London summit gets 
the Obama presidency off to the right start internationally.   
 
The confluence of global challenges make it imperative that the April summit 
make progress on four major issues.  First, there needs to be a concerted effort 
to coordinate fiscal policy expansion and public investment by most G20 
countries.  The Chinese led off with a $686 billion dollar program in November; 
the Obama administration is proposing a commensurate fiscal stimulus package 
just under $1trillion which is roughly equivalent as a percentage of GDP to the 
Chinese stimulus.  British leadership needs to bring other G20 countries to 
undertake similar measures.  Proportionate, as contrasted with differentiated, 
expansionary actions by G20 countries would multiply the multilplier effects, as it 
were, and keep exchange rate divergence within moderate boundaries as well.  
 
Second, there needs to be a decision on what international mechanism to use to 
catalyze concerted forward movement on the strengthening of domestic 
processes, mechanisms and institutions for oversight, supervision, and regulation 
of financial markets.  The public is now aware that no one was minding the store 
in keeping an adequate watching-brief on financial markets in the U.S., in other 
major economies and internationally.  The public needs to see that governments 
are willing and able to take greater responsibility for financial volatility.  A hands-
off approach is unacceptable; the invisible hand obviously is insufficient; and 
pure laissez faire models of financial markets are passé.  As a result, G20 leaders 
on April 2nd need to propose a site in the international system where concerted 
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discussion, comparative experience, peer review, and peer pressure can be 
developed to correct weaknesses in national prudential financial supervision.  
Relations and roles of the IMF and the Financial Stability Forum in Basel need to 
be sorted out.  No one is better positioned to lead on this than Gordon Brown, 
with some help perhaps from Trevor Manual, long-time finance minister of South 
Africa and chair of the IMF-World Bank ministerial-level development committee 
for many years. 
 
Third, the UN sponsored conference on climate change in Copenhagen is in 
December, by which time the expectation is that there will be a post-Kyoto 
climate change agreement on the table for discussion and agreement so that 
parliaments can ratify the treaty over the next three years before the end of 
2012.  Progress so far has been glacial.  G20 leaders need to each appoint a 
climate negotiator, an inter-ministerial, politically potent personality who can 
bridge domestic divides within countries and contribute to a global consensus 
internationally.  On April 2nd G20 leaders need to mandate their climate 
negotiators to meet frequently and interact intensively to develop an agreed 
framework of crucial elements for a post-Kyoto climate change agreement that 
can be provided to the rest of the international community for further discussion, 
debate and decision well before the Copenhagen UNFCCC in December. 
 
Fourth, the reform of the international financial governance architecture, 
especially the IMF and the World Bank, long discussed and delayed in deciding, 
needs to be dealt with decisively on April 2nd.  A significant signal of intention to 
make deeper and more detailed institutional reform of the Bretton Woods 
structures could be made if European and American leaders could decide now to 
make the process of leadership selection at the Bank and the Fund open, merit-
based and voted on by the membership, abandoning the current practice 
wherein the president of the World Bank is selected by the president of the 
United States and the head of the IMF is selected by Europeans, most recently 
by the president of France.  This would signal to emerging Asia that the West is 
serious about transforming the Bretton Woods agencies from transatlantic 
institutions into truly global institutions with Asia’s full-fledged involvement.   
 
Without bold strokes on April 2nd in these four areas and others, confidence will 
not return to markets, global demand will continue to plummet, the prices of oil 
and money will continue to neglect scarcity value, and the international financial 
institutions will not have the clout to exercise influence on the global economy.     
 
If the April 2nd G20 summit is a success, then there will be a third G20 summit in 
the fall, the processes put in motion in London will drive the G8 summit in July in 
Italy, and the G20 leaders will set the agenda for the annual meetings of the 
Bank and the Fund in October in Turkey and the UN climate change conference 
in Copenhagen.  It will have established itself as the apex summit, replacing the 
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G8 as the global steering mechanism, and the G8 will become a western caucus 
feeding ideas, proposals and recommendations to the G20 leaders for further 
deliberation and decision.  The urgency of the global financial crisis, of 
international institutional reform and of consensus on climate change 
arrangements will have forced a foundational reform in global governance by 
transforming the apex summit from small group of western industrial countries to 
a larger group of major economies from diverse regions, cultures and income 
levels.  A paradigm shift will have occurred.  
 
While the inclusiveness of the G20 is undoubtedly better than the G8, there is 
still a glaring absence of the smaller, lower income countries.  Serious arguments 
can be marshaled to suggest that the G20 grouping of countries needs to be 
rethought to become fully legitimate in the eyes of those from less important 
countries.  There are several ways that these issues of representation can be 
dealt with both now and in the future.   
 
First, there can be regional caucuses for gathering diverse views from 
neighboring countries which are not members of the G20 group.  For example, 
Brazil, Mexico and Argentina could agree among themselves that for each 
summit, one of them would take it upon itself to use some of its time in the 
summit meetings to articulate, represent and advocate perspectives and views 
from other Latin American countries not in the G20.  A similar procedure could 
be adopted in Asia and the Mediterrannean.  South Africa already makes a 
decided effort to represent the views of Sub-Saharan Africa in G20 meetings.  At 
some point, a chair at the G20 summit might be given to the African Union 
presidency which rotates among African countries.  The principle here is that part 
of the responsibility of global leadership is to represent not only one’s own nation 
but the people of other countries as well who have no other means to have their 
views heard in the G20 forum.   
 
Second, another way to get other countries involved in G20 work is to have 
working group meetings on specific issues with smaller sub-groups of G20 
members but which could accommodate additional non-G20 countries in their 
deliberations while still keeping the total number of participants below twenty.  
Third, regional summits, such as the ASEAN plus 4 summits and the Summit of 
the Americas could focus concentrated attention on forging regional perspectives 
and proposals to be considered at G20 summits.  Fourth, a G20 secretariat may 
come into being, which could be open to input from regional institutions such as 
the UN Economic Commissions and the regional development banks and 
organizations like the Commonwealth Secretariat and the Africa, Caribbean, and 
Pacific (ACP) group which could become channels into G20 work. The principle 
here is to use existing mechanisms which sort out views within regions to project 
those ideas beyond the confines of specific regions to the international 
community as a whole using the G20 as a focal point for differentiated regional 
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viewpoints and a potential mechanism for incorporating them into integrated 
global approaches.      
 
Pressure to be more inclusive will not stop nor should it cease with the transition 
from the G8 to the G20.  Steps can be taken by G20 countries and non-G20 
countries alike to make the G20 a porous mechanism for absorbing diverse views 
and reconciling them into pragmatic approaches to global problems.  And the 
G20 membership itself should not be taken as a given for the next thirty years 
the way that the G7 membership has remained the core of the G8 summits since 
the London summit in 1977.  But, for the moment, given the urgency and 
political saliency of this moment, the G20 should be taken as the new global 
steering committee replacing the G8.  For the next two years, the issue of “who 
is in, and who is out” of the summit grouping should be debated in think tanks 
and academic circles for future decision but kept out of official summit 
deliberations for all of 2009 and 2010.  Two years from now, when hopefully 
economic recovery is underway, progress has been made in reforming the 
international financial architecture and a post-Kyoto climate change treaty has 
been agreed to by negotiators, the issue of the country composition and criteria 
for membership in the apex summit grouping could be undertaken without 
distracting from the urgent agenda now facing the world.  In the interim, the 
steps identified above could be taken to infuse regional interests and non-G20 
country viewpoints into summit deliberations and decisions.   
 
But, to keep the world focused on urgent priorities, the world needs a focal point 
for addressing them.  For now, that focal point is the G20 summits.  The G20 
country grouping is not perfect; its criteria for membership is murky.  But the 
G20 exists. It has a track record of accomplishment at the ministers of finance 
level.  It has established a network of communications and practice that is 
valued in international economic policy circles.  There is a level of familiarity, 
trust and confidence among economic officials from G20 countries.  And the G20 
is a vast improvement over the G8 in terms of representativeness and legitimacy, 
even with its shortcomings.  We need to seize the moment and seize the 
expanded summit mechanism we have before us and deal with global challenges 
ambitiously and forcefully.  Special efforts for increased inclusiveness need to be 
undertaken by both G20 countries and non-G20 countries and existing regional 
groupings and organizations now and over the next two years. And then, in 2011 
we can come up for air, look around, examine the track record of the G20 
summits, and ask then whether improvements can be made in the membership 
and representativeness of the grouping of countries which presently constitutes 
the G20.  For now, let’s get to work making the new summit mechanism work for 
the good of the globe.    
 
CIB First Draft 14JAN09   (Word count:  1900)  
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FINANCIAL STABILITY FORUM 
        Colin I. Bradford, Jr.  

CURRENT STRUCTURE:  
National Authorities         26 Seats 
 
 Three Chair-Countries   21 Seats 
  Canada 
  France  
  Germany  
  Italy 
  Japan 
  UK 
  US  
 
 One Chair-Countries    5 Seats 
 
  Australia 
  Hong Kong 
  Netherlands 
  Singapore 
  Switzerland  
 
International Financial Institutions       6 Seats 
 
    IMF      2 
  World Bank     2 
  BIS      1 
  OECD      1 
 
Regulatory and Supervisory Groupings     7 Seats 
 
  BCBS  Banking Supervision  2 
  IASB Accounting    1 
  IAIS  Insurance   2 
  IOSCO Securities Commissions 2 
 
Committees of Central Bank Experts     2 Seats 
 
  CPSS  Paymt & Settlemt  1 
  CGFS  Glob Fin Syst   1 
 
European Central Bank        1 Seat 
         _____________ 
  GRAND TOTAL       42 Seats  
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SUMMARY of  CURRENT REPRESENTATIVE STRUCTURE OF THE FSF 

 
 
Countries     26 Seats 
 
Institutions      16 Seats  
    TOTAL       42  Seats 
 
Regional Representation 
 
 Europe  (6 countries)   14 Seats 
 North  American (2 countries)   6 Seats  
   Sub-Total  20  Seats / 26 Country Seats   =  77 % 
       = transatlantic, not global  
 
 Asia  (4 countries)     6 Seats   
    TOTAL    26 Seats 
 
 
Recommendations for FSF Governance Reform   
 

1. REDUCE  the institutional seats from 16 to 3, one IFI seat, one regulatory 
and supervisory seat, and one central bank seat.  Rotation would occur, 
depending on the issue being discussed.  Seats would be filled by those 
who have a primary role in the issue under discussion.  No seats for 
listeners, observers, or institutions per se.  Seats imply voice and required 
involvement in the discussion.  No seats for status.  

2. REDUCE all the country seats to ONE per country.  Rotate the three 
representatives from each country---finance ministry, central bank, and 
financial services agency officials---into the country seat, depending on 
the issue under discussion. 

3. ADD country seats from emerging market economies and regions to 
achieve better balance based on financial sector criteria.  Illustratively, 
add 5 CHINA, INDIA, BRAZIL, RUSSIA and SOUTH KOREA.   

 
Resulting New FSF Structure Compared with Existing Structure 
 
 20 Seats Total instead of 42  =     less “unwieldy”  
 17 Countries instead of 12    =      more inclusive  
   7 Countries from Asia instead of 4  =   more balanced  
   3 Seats for Institutions instead of 16 =  more country-centric   

CIB:  3FEB09  
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Institutional Roles and 
Relationships for International 

Economic Cooperation

Barry Carin
Centre for Global Studies

February 9, 2009141



Inspiration for this note:Inspiration for this note:
Nancy Birdsall: “Seven Deadly Sins: Reflections on 

Donor Failings”

1.1. ImpatienceImpatience – with institution building
2.2. PridePride – failure to exit
3.3. IgnoranceIgnorance – failure to evaluate
4.4. SlothSloth – pretending participation = ownership
5.5. EnvyEnvy – failure to collaborate
6.6. GreedGreed – stingy and unreliable financing
7.7. FoolishnessFoolishness – under-funding global and regional 

public goods
And J.P. Morgan… 142



A Picture is worth 1000 words
Source: Bloomberg, Jan 2009
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Organization of noteOrganization of note

• 7 cartoons
• 7 quotes to inspire
• 7 gaps 
• 7 considerations
• 2 charts
• 7 new institutions/“arrangements”
• 7 coordination techniques
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We’re in a dysfunctional mess
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Critics await 
with malice
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“Well, here we are on top of the world, and we have arrived at this peak 
to stay there forever. There is, of course, a thing called history, but 

history is something  unpleasant that happens to other people. We are 
comfortably outside all of  that I am  sure.”

- Arnold Toynbee
“A phenomenon noticeable throughout history regardless of place or 

period is the pursuit by governments of policies contrary to their own 
interests. Mankind,  it seems, makes a poorer performance of 

government than of almost any other human activity…Why do holders 
of high office so often act contrary to the way reason points and 
enlightened self-interest suggests? Why does intelligent mental 

process seem so often not to function?”
- Barbara Tuchman

“We have shown that a concourse of…nations are actually able to work 
together at a constructive task, in amity and unbroken concord. Few 
believed it possible. If we can continue in a larger task as we have      

begun in this limited task, there is hope for the world.”
- John Maynard Keynes
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“If all you ever do is all you’ve ever done, 
then all you’ll ever get is all you ever got.”

- Texan saying

Whenever I run into a problem I can’t solve, I always make it 
bigger. I can never solve it by trying to make it smaller, but if I 

make it big enough, I can begin to see the outlines of a solution.
- Eisenhower (attribution)

"The best way to predict the future is to invent it." 
- Alan Kay

“I’m right and you’re smart; so you will soon see that I’m right.”
- Charles Munger
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Food
Imbalance

Nuclear
Gridlock

R&D
Under-funded

Development
MDG failing

Energy
Market 
Failure

Climate
Lagging

Trade
Backsliding

7 Gaps7 Gaps
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Considerations for Considerations for 
institution building and institution building and 
international cooperationinternational cooperation
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Financial Organization ChartFinancial Organization Chart
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Global Energy 
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World 
Climate 
Council

Global 
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World 
Development 
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World Nuclear 
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Coordinating Mechanism OptionsCoordinating Mechanism Options

• G 20 Permanent Secretariat (Troika Chair)
• Heiligendamm Process: Beijing-based Secretariat
• Standing Inter-Institution Policy Committee 

Formal Secretariat: Paris-based
• G 20 Think Tank Network: London-based
• Academic Council of Global Economic Institutions:  

New Delhi-based
• G 20 Business-Industry Advisory Committee: 

New York-based
• G 20 Civil Society Advisory Committee: 

Geneva-based 158



G20 Finance 
Ministers

Fiscal 
Measures & 

Markets

WB/ITTO
Forestry

RDBs/UNDP
Adaptation

CGIER
IPCC/IEA/ 
UNDP/WB

R&D

WIPO/
WTO
Tech. 

Transfers

IEA/UN-
Energy
Targets

IPCC/UNEP
/OECD

Monitoring

UNDP/
WB

$ Transfers

World Climate CouncilWorld Climate Council

Sherpa
Preparatory 

Process

UNFCCC

World Climate 
Council G20
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