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Global Economy and Framework 

 

September 18, 2010 

Dongchul Cho 

 

1. Global Crisis and the G-20 

The recent crisis that broke out in September 2008 sparked bold policy reactions in the 

global community. In many countries, interest rates were lowered to near-zero and fiscal 

deficits were greatly expanded. Many emergency measures to rescue financial markets 

were also taken simultaneously. History will record the past 2 years as the period of the 

most active policy coordination across countries, and place the G-20 summit meeting at the 

heart of this critical event. 

 

Thanks to these policy efforts, the global economy turned around from the second half of 

last year. This was truly a big achievement, considering the panic of the market in 2008 

when analysts and commentators pushed out extremely gloomy forecasts and referred to the 

trauma of the Great Depression. After two years, however, Michael Bordo (2010) 

concluded “the economic impact of the Great Depression dwarfed that of the recent crisis,” 

based on his study on crisis experiences since 1880.  

 

This success was not achieved without cost; it was accompanied with huge costs, 

particularly in fiscal soundness. Budget deficits in 2009~2010 were expanded to obviously 

unsustainable levels in many countries, resulting in explosive increases of public debts to 

the levels that the market began to concern. In fact, the ‘unprecedented’ impact of the recent 

global crisis was not manifested on GDP or employment but on public debts. Further 

stimulation by fiscal policy, at least in some countries, could rather destabilize the global 

financial market, as was evidenced by the case for some South European countries in the 

first half of this year. Faced with this development, the G20 summits at the Toronto meeting 

in June announced, “Advanced economies have committed to fiscal plans that will at least 

halve the deficits by 2013 and stabilize or reduce the government debt-to-GDP ratios by 

2016.”   
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This stance of the G-20 for fiscal consolidation has been challenged whenever downside 

risks emerged and financial markets jittered. As long as macro-policies are based on 

uncertain forecasts about the future, it is impossible to design an unarguable policy stance, 

ex ante. Nevertheless, identifying and checking relevant issues are always proven fruitful in 

minimizing the probability that we end up with regrets about policy mistakes, ex post.  
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2. Global Economic Prospect and Assessment 

In order to properly discuss macro-policies at the G-20, the following issues regarding 

economic prospect need to be examined:  

(i) Is ‘double-dip’ a likely scenario?  

(ii) Is the recovery to the pre-crisis level an appropriate reference?  

(iii) Is there a risk that growth slowdown is structural rather than cyclical? 

 

(i) ‘Double-dip’? 

 

Despite economic recovery, unemployment rates remain high and non-performing loans 

have not been significantly reduced in many advanced countries (Figure 1). Against this 

backdrop, if fiscal stimulus is rapidly withdrawn, it may hamper overall recovery 

momentum --- according to the double-dip scenario. 

 

Figure 1: Unemployment Rates 
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Source: Eurostat(Euro), Census Bureau(USA), Statistics Bureau(Japan). 

 

This is a risk scenario, however. The base-case scenario in most forecasts including the 

IMF’s and OECD’s is a slow but steady recovery over the years to come (at 4~5% of 

annual growth for the world and 2~3% for advanced countries). Private sector’s recovery 
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momentum is being accumulated and fiscal consolidation is projected to be carried out 

gradually. The fiscal consolidation plan recommended by the G-20 also provided a 

reasonable degree of short-term leeway for gradualism. While a plan B needs to be 

prepared for a risk scenario, the plan A should be based on the base-case scenario of the 

consensus forecast. 

 

A related issue is how deep it would be and what would be its main cause, if a double-dip 

scenario were realized. Since the Lehman Brothers bankruptcy filing, major risk factors in 

the private sector have been revealed and adjusted to an extent. In particular, the potential 

risks associated with asset market bubbles have been reduced to the extent that asset prices 

have been corrected. The US consumers’ saving rate, which had long been pointed as a 

warning signal, also restored its pre-bubble period level (Figure 2). Even for a pessimistic 

scenario, it seems unlikely that such a panic as the one in September 2008 will resurge. 

 

Figure 2: US Personal Saving Ratio 
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Source: U.S. Department of Commerce, Bureau of Economic Analysis. 

 

While the risks of the private sector have been reduced, those associated with public debts 

have been substantially increased. Although it seems impossible to pin down the threshold 

level of public debt, it is clear that the financial market is increasingly concerned about 

public debt problems of advanced countries, and that it would be disastrous if the panic 



Session 1: Global Economy and Framework 

  

were ever triggered. Of course, this is a very unlikely scenario for the near future, but it is 

important to bear in mind that the risks are being transmitted from private to public sectors. 

 

(ii) Recovery to the Pre-crisis Levels? 

 

Another issue to be considered is how to assess the current economic states. It is widely 

agreed that demand conditions of major advanced countries are still weak, thereby 

requiring continued policy stimulus, but the perceptions about magnitudes appear to differ. 

 

Theoretically, it would be ideal to estimate the gaps between the current and potential levels 

of GDP (or the current and natural rates of unemployment) in order to gauge the required 

policy stimulus. While such estimates are always controversial in practice, the idea itself 

provides an insight that the pre-crisis economic states may not be the desirable targets that 

we wish our economies to recover to in the near future. For example, the unemployment 

rate below 5% in conjunction with around 4% of economic growth in the U.S. before the 

crisis was regarded as signals of unsustainable overheating for several years. The U.S. stock 

price index has not recovered to the pre-crisis level, but the current level does not appear to 

be particularly low compared to its long-run trend (Figure 3). While housing markets are 

still weak in many advanced countries, house prices in real terms are still higher than 

historical average levels (Figure 4). The current recovery pace can be perceived to be 

“painfully slow” as the US president, Obama, described it. However, a substantial portion 

of this pain may be attributable to the excessive enjoyment before the crisis. 
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Figure 3: Real House Prices 
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Source: Banco de Espana(Spain), INSEE (France), Nationwide (UK), S&P/Case-Shiller 

Home Price Indices (USA). 

 

Figure 4: US Stock Price and Price-Earnings Ratio 
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Source: http://www.econ.yale.edu/~shiller/data.htm. 
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(iii) Structural vs. Cyclical? 

 

Furthermore, there is uncertainty about whether the current economic difficulties are 

entirely attributable to cyclical factors. Many research results (Figure 5 from Cerra and 

Saxna (2008), among others) show that crisis-hit countries could not completely restore 

their pre-crisis paths of GDP as well as pre-crisis levels of unemployment rates even after 

10 years from the crises, which strongly suggests that a substantial portion of the loss in 

GDP and/or employment due to the recent financial crisis may be permanent (or structural) 

rather than temporary (or cyclical). 

 

Figure 5: Crisis and GDP 

 

 

 

If this is the case for advanced countries, then the risk to the global economy is not just a 

short-term double-dip but a structurally sluggish recovery for several years. In this case, 

continued expansionary policy cannot be the solution: it should be dealt with by structural 

policies. 
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3. Fiscal vs. Monetary Policy 

Although the base-case scenario for the global economy is a gradual recovery, it is 

necessary to prepare for a downside risk. The next question is then which one among fiscal 

and monetary policy measures would be better to cope with risk scenarios. For this question 

to be properly answered, the following issues need to be considered:  

(i) Which policy is more flexible?  

(ii) Which policy is more sustainable?  

(iii) Are there rooms for further monetary stimulation? 

 

 

(i) Flexibility 

 

It is largely agreed that monetary policy can be more flexibly adjusted than fiscal policy 

that should go through complicated political processes. In addition, spill-over effects on 

other countries’ demand are more pronounced for fiscal policy than for monetary policy, 

whose effects can be neutralized by a resulting currency value adjustment (if the exchange 

rate is floated). Therefore, the more uncertain and country-specific the risks are, it would be 

more efficient, in general, for monetary than fiscal policy to react to unexpected high-

frequency shocks. 

 

Of course, if a shock is expected to generate a devastating outcome for a prolonged period 

of time (such as the shock we experienced in the fourth quarter of 2008), it would be 

justifiable to re-engineer the projected trajectory of fiscal policy. Particularly, if the shock 

paralyzes the financial market as in 2008 so that monetary policy alone cannot cope with 

the problem, more active pump-priming efforts from the fiscal body would be necessary. In 

this regard, not only the existence of downside risks but also the expected intensity of the 

risk scenarios needs to be discussed. At the moment, however, the probability that such a 

major shock is realized seems slim. 
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(ii) Sustainability 

 

Another dimension to be considered is the sustainability of expansionary policies. As far as 

fiscal stimulation is defined as an increase of fiscal deficit (in percent of GDP) from the 

previous period, it cannot be extended indefinitely almost by definition. For many advanced 

countries, even maintaining the current levels of fiscal deficit (in percent of GDP) do not 

seem to be sustainable, considering their implications on public debt-to-GDP ratios. 

Although the tolerance level of public debt remains unclear both theoretically and 

empirically, the recent finding of Reinhart and Rogoff (2010) for advanced countries is 

suggestive: “median growth rates for countries with public debt over roughly 90 percent of 

GDP are about one percent lower than otherwise” (p.573). The implication of this finding is 

that it is extremely unlikely for debt-ridden countries to simply ‘grow’ their way out of the 

problem without fiscal consolidation. Currently, public debt-to-GDP ratios are already over 

90 percent for some advanced countries, and are projected to reach this level within the 

years to come for many other countries.  

 

In contrast, monetary expansion has no physical limit: central banks can print money 

indefinitely. The market cannot cast doubt about its sustainability per se. The associated 

risk of excessive money supply is the loss of paper money’s attractiveness, namely inflation 

of prices for either goods and services or assets. But this is something that policy-makers 

are aiming for under the current economic situation with deflation risks. Compared to the 

risks associated with public debt overhang, the inflation risk is relatively easy to detect and 

likely to be short-lived as far as inflation targeting is credibly committed. 

 

Furthermore, if it is unclear whether the downside risk is structural or cyclical, monetary 

stimulation can be less dangerous than fiscal expansion in the long run. When potential 

growth rates are lowered, the natural (or ‘neutral’) interest rates are also lowered, thereby 

reducing the risks associated with low interest rate policies. In contrast, if fiscal stimulation 

is continued in response to structural slowdown, it will only worsen the public debt 

problem to the extent of reduced fiscal revenues due to slow growth in the long-run. 

 

The Japan’s case is illustrative. In response to the recession in the early 1990s, fiscal 

spending was increased and interest rates were lowered (with hesitation). Since then, these 
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policy stances, notwithstanding some short-term variations, have been largely maintained, 

while it remained unclear whether the sluggish performances stemmed from structural or 

cyclical factors. After 20 years, the Japanese government inherited huge debts of almost 

200 percent of GDP, which was increased from approximately 50 percent in 1990. This 

explosive increase in public debts was not because the fiscal stimulation was ineffective in 

boosting the economy in the short-run (see Kuttner and Posen (2002)). It was simply 

because fiscal policy could not enhance long-term sustainable growth inherently and 

monetary policy failed to generate a reasonable rate of inflation, both of which were crucial 

in reducing the growth rate of fiscal revenue (Figure 6). In contrast, the damage caused by 

‘excessively’ low interest rate policy appears to be non-existent. A lesson to learn from the 

Japan’s monetary policy experiences would be that it needs to be sufficiently aggressive 

with respect to deflation risks that would be harmful not only for economic vitality but also 

for fiscal consolidation.  

 

Figure 6: Japan’s Fiscal Revenue, Expenditure, and Balance 
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Source: OECD (2010). 

 

(iii) Feasibility of Additional Monetary Stimulation 

 

As for monetary policy, the current concern is not its flexibility in a conventional context, 

but its capability to further stimulate the economy under the circumstances of near-zero 
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target interest rates. That is, the question is whether central banks still reserve effective 

tools for defending the economies from possible deflationary shocks.   

 

To this question, US Federal Reserve Chairman, Bernanke (2010), recently listed three 

options that the FED reserves, (1) conducting additional purchases of longer-term securities, 

(2) modifying the Committee’s communication, and (3) reducing the interest on excess 

reserves, and discussed the pros and cons of each option, respectively, in his address at the 

Jackson Hole. These options are not completely new now, but they (particularly the first 

option) proved to be effective in weathering the financial market turmoil of the 4
th

 quarter 

2008. Additional and more drastic options for monetary easing can also be innovated, if the 

economic situation deteriorates further. For example, central banks can lower the interest 

rate below zero for their short-term loans to commercial banks (i.e., providing subsidies for 

commercial banks’ short-term borrowings from central banks) to encourage more 

aggressive investment of commercial banks. 

 

It is not clear whether the recent economic indicators require these unorthodox policy 

options to be exercised. In most countries, inflation rates are getting out of last year’s 

severe deflationary pressures and economic recoveries are progressing (Figure 7). Yet, the 

very recent developments differ across countries, indicating that country-specific than 

common forces are becoming more important, which requires more active role of monetary 

than fiscal policy. In any case, it is extremely important to keep convincing the market that 

central banks are fully committed to price stability and that they do have effective tools as 

well as strong wills to defend their economies from any possible deflationary shocks. 
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Figure 7: Inflation Rates 
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Source: Eurostat(Euro), Census Bureau(USA), Statistics Bureau(Japan), National Bureau of 

Statistics of China. 
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4. Summary and Recommendations 

The global recovery is an ongoing process. Although its pace is bumpy and expected to 

moderate in the second half of 2010, the base-case scenario is still a steady recovery over 

the years to come, based on which the G-20 needs to design the main policy 

recommendations. 

 

Yet, it is also necessary to prepare for risk scenarios. Under the current circumstances, the 

market will want to hear about how the G-20 perceives downside risks and what the 

contingency plans are. For this purpose, risk factors should be identified from various 

perspectives, such as (i) how likely the risk scenario is to be triggered, (ii) how severe the 

impacts would be, and (iii) whether the risk factors are structural or cyclical. This article 

argues that, under many uncertainties about the nature of risks, it would be more productive 

and less dangerous to have monetary than fiscal policy to flexibly respond to possible 

disturbances.  

 

This background discussion leads to the recommendation that the Toronto G-20’s basic 

stance on fiscal consolidation be carried over to the Seoul Meeting. Unless another round of 

global disruption is triggered, a major revision in the fiscal plan in 5 months would only 

damage the credibility of the G-20. As announced, each member country should submit its 

“growth friendly” fiscal consolidation plan, and the G-20 needs to perform the mutual 

assessment process. In this process, however, the G-20 can allow member country to have a 

limited degree of flexibility, such as the paces of fiscal adjustment to the goal in 2013 being 

tailored to each member country’s different economic situations (Figure 8). At the same 

time, the G-20 can call for strong commitments of central banks to price stability so that 

any deflationary shocks would be actively coped with.  
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Figure 7: Projected Changes in Cyclically Adjusted Primary Balances 

 

 

Source: IMF (2010) 
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The Global Economy and Framework: Seoul’s challenges 

 
September 18 2010  

Wendy Dobson  

 

At Toronto as growth rebounded, G20 leaders agreed to a macroeconomic exit strategy, pledging to 

cut fiscal deficits in half by 2013 and to stabilize or reduce debt-to-GDP ratios by 2016. The G20 

Mutual Assessment Process supported by the international institutions examined the global 

consequences of countries’ domestic policies and identified opportunities for government to do 

things differently – and to do different things -- to contribute to more positive global outcomes.  

Toronto was the easy part. At the Seoul summit Asia will be in the spotlight as the popular focus on 

the G20 shifts to its core task: changing the composition of demand to ensure growth is sustainable 

in the long term. Robust growth has resumed in the Asian economies but its composition needs to 

shift from reliance on external demand to greater reliance on domestic demand. The shift depends 

on an agenda of challenging policy changes: structural and institutional changes to encourage 

domestic demand, financial regulatory reforms and the successful conclusion of the global trade 

talks to restore market confidence.  

The growth outlook  

Global growth increased in 2010 to an average of 4.6 percent, but it is multi-speed (Figure 1). By 

IMF estimates China and India are leading the world at 9-10 percent growth rates, followed by the 

United States which rebounded to 31/4 percent, Japan to 2 ½ percent with the euro area lagging at 1 

percent. These rates are expected to moderate in 2011 to 4.3 percent, but there have been surprises 

after mid-year as US growth weakened while Germany surprised with a 2.2 percent growth spurt.  

Figure 1: Real GDP Growth Projections (IMF, July 2010)  

What should be the top policy priority for the G20 Framework exercise?  

The Toronto summit formalized medium fiscal consolidation strategies, the G20’s immediate 

challenge. The Seoul summit should shift to deliverables on the medium-term imperative of more 

balanced global growth. In this section I first review progress on fiscal consolidation and then move 
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to rebalancing and structural changes in subsequent sections. 2 
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Fiscal Consolidation Strategies in the Advanced Deficit Countries  

In the next couple of years governments and central banks need evidence of organic growth: 

businesses restocking inventories; hiring rather than firing; labor market expansion that supports 

household income growth and consumer spending which in turn encourages businesses to invest. 

The evidence is still muted and so the authorities are being cautious. If stimulus is withdrawn before 

organic growth is re-established these economies could enter a renewed slump, even a deflationary 

spiral. Exit too late and precious resources are wasted and the seeds of future inflation sown. At the 

same time many of the large countries have little room left for further fiscal stimulus because of 

structural deficits and high levels of indebtedness: the IMF projects aggregate public indebtedness 

will be 110 percent of GDP in 2015 compared to 30 percent in emerging and developing economies.  

In countries with large credit bubbles interest rates are at historic lows and central bank balance 

sheets are in uncharted territory. While monetary policy should not be used to reduce the real 

burden of public indebtedness central banks continue to rely on quantitative easing to provide 

stimulus.  

G20 leaders’ commitment to fiscal consolidation at Toronto helped to formalize exit strategies 

which need to be signaled well in advance to condition expectations. As the international 

institutions stressed in their advice to governments, these exit strategies should anticipate longer-

term requirements and be ‘growth-friendly’. They should take account of longer-term imperatives 

such as demographic shifts; thus as fiscal stimulus is removed primary balances should be improved 

to meet the challenges of aging populations (which implies both tax reforms and changes to 

entitlement spending). Governments should also shift public spending in the direction of 

investments that foster future growth, such as education, green infrastructure, physical infrastructure 

upgrading and reducing distortionary taxes. In surplus countries, shifts in spending are desirable to 

support households bearing the burdens of adjustments in product and labor markets in some cases 

and to support aging populations in others.  

The exit strategies of the United States, China and Japan are of particular importance at Seoul. In 

the United States stimulus vs austerity is the subject of intense debate. Those arguing for more 

public spending emphasize that demand must be maintained by the public sector as long as private 

sector demand remains weak; they point to the relatively jobless recovery, rising structural 

unemployment (Table 1) and fiscal problems of state governments. The alternative argument 

emphasize that the deleveraging following a financial crisis takes a long time; that unemployment is 



Session 1: Global Economy and Framework 

  

increasingly structural unemployment because, for example, labor mobility has been reduced by the 

implosion of housing prices faced by those who might move. Thus reliance on more public 

spending will only increase public indebtedness, increase uncertainty about future taxes and inhibit 

businesses’ investment and hiring decisions. Without a compromise, the United States lacks a 

credible medium-term fiscal consolidation plan. Prior to the Toronto summit President Obama 

publicly committed to reduce the fiscal deficit to 3 percent of GDP by 2015. But the 

administration’s own 2011 Budget projected the deficit-to-GDP ratio will drop to 11 percent in 

2010 (down from 13 percent in 2009) and decline to not more than 4 percent between 2015 and 

2020 (whereas 2-3 percent is considered to be sustainable). Private sector assumptions show the 

deficit remaining above 5 percent of GDP in the next decade. These numbers are not sustainable.  

The Administration’s proposals in the 2011 budget rely mostly on expenditure compression rather 

than on added revenues. The imminent expiry of Bush-era tax cuts, a major factor contributing to 

persistent deficits, is also the subject of debate. By one argument allowing them to expire will 

amount to a badly-timed tax increase. The counter-argument favors expiry as a way to reduce the 

deficit and to raise taxes on higher-income groups. A short-term extension is a possible compromise. 

The economic reality is that achieving a sustainable fiscal position will require higher revenues 

raised in a ‘growth-friendly’ way, such as through tax reforms that shift the burden of taxes away 

from income and property towards consumption. Since no politician is willing in the current 

polarized political environment to advocate 3  
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higher taxes, the bipartisan National Commission for Fiscal Responsibility, with all expenditure and 

revenue items on the table, is the most promising mechanism to provide objective analysis and 

expert advice.  

Table 1: Unemployment rates, selected economies (OECD Harmonised Unemployment Rates,  

July 10 2010) Unemployment rate, 

2010 Q1  

(% of labor force)  

Changes in rates 

over the same period 

of the previous year 
(2010 Q1 over 2009 

Q1)  

Euro Area  9.9  1.1  

United States  9.7  1.5  

Japan  4.9  0.4  

Australia  5.3  0  

South Korea  4.3  0.8  

Mexico  5.3  0.4  

 

China also carried out a strong fiscal stimulus program beginning in 2008. A surge in directed 

lending by the banking system magnified the impact of increased government spending. In 2009 

China’s growth performance led the world; as signs of inflation appeared in late 2009 

administrative measures were used to rein in bank lending to the property markets and local 

governments. By mid-2010 signs of slowing activity prompted some loosening of credit for 

infrastructure and alternative energy investment. Exchange rate management was also eased prior to 

the Toronto summit as the central bank abandoned the de facto peg to the US dollar and returned to 

the practice begun in July 2005 of managing the exchange rate in reference to a basket of currencies.  

Japan, the economy most affected by the collapse of net exports in 2009, experienced a robust 

rebound in 2010 with growth nearly 5 percent in the first quarter and expected to average 2.4 

percent for the year. As the restoration of external demand fades and fiscal policies are tightened, 

however, growth is expected to slow in 2011 to less than 1 percent.  

While short-term macroeconomic exit and fiscal consolidation is not a particular priority in East 

Asian countries with prudent fiscal and monetary policies, the medium-term imperative of global 
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rebalancing will depend their active participation in reducing reliance on export-led growth and 

depending more on domestic demand.  

Addressing Global Imbalances  

The Seoul summit must demonstrate that G20 leaders are serious about changing the composition of 

aggregate demand as growth returns. Global current account imbalances peaked in 2006 but the 

IMF expects them to rise again, as surpluses rise in East Asia with the restoration of global trade 

and financing 4  
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flows (top segment of each bar in Figure 2). To prevent their recurrence, countries with external 

surpluses should rely more on domestic demand and imports while those with external deficits 

should rely more on exports. Flexible exchange rates would help cushion the necessary adjustments.  

Figure 2. Global Imbalances (IMF, April 2010) 

 

 

Rebalancing will be both a technical challenge and the G20’s biggest political challenge. Surplus 

countries in Asia resist flexible exchange rates and continue to build their foreign exchange reserves 

(to two segments in each bar in Figure 3). One of the lessons to draw from the disruptive market 

adjustments as imbalances declined in 2009 is that the process could have been smoother with 

flexible exchange rates. In the absence of flexible exchange rates more of the burden of adjustment 

must be borne by structural policies that may not be popular at home as they impact consumer and 

trade interests vested in the unsustainable status quo. Yet with the US consumer no longer the 

engine of growth a determined effort to rebalance is essential to take up the slack.  
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Figure 3. International Reserves (IMF WEO Update July 2010)  

 

The IMF in cooperation with the OECD and other international organizations has shown the 

benefits of collective action to reduce imbalances and the risks of continuing the status quo.  

In preparation for the Toronto summit the IMF prepared a base line scenario of growth and output 

in 2014 based on countries’ own forecasts and adjustment packages. These were then adjusted for 

consistency and subjected to alternative assumptions reflecting upside possibilities and downside 

risks. Significantly the model assumes exchange rate flexibility. The differences in outcomes under 

the two scenarios are 5  
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startling. Collective action yields large benefits: world output would be higher by US$ 1.6 trillion 

and global growth over the next five years would be 2 1/2 percent higher than the baseline. Over 13 

million jobs would be created in emerging Asia (Table 2A.)  

Table 2A: Upside Scenario: Employment and Output Gains by region (IMF Mutual 

Assessment, June 2010)  

 

Table 2B: Downside Scenario: Employment and Output Losses  

 

Notes: 1/ Unemployment for emerging Asia and rest of the world is calculated using the respective 

output responses and assuming the maximum estimated unemployment response in the other 

regions. 2/ Based on PPP-weighted average of Germany and the other euro members; employment 

and real GDP level is a sum of Germany and the other euro area members.  

Risks in the downside scenario compared to the baseline (Table 2B) imply large losses in output 

and employment – 23 million jobs lost of which more than 11 million are in emerging Asia and a 

million in Japan —and an estimated 60 million people fall into poverty. World output will be 3.1 

percent lower and unemployment nearly 1 percent higher than the baseline.  

Comparison of the downside and upside scenarios provides a dramatic estimate of the global 

benefits of collective action. Global output would be 5.6 percentage points higher with policy 
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actions (comparing Tables 2A and 2B fourth columns, bottom lines) than if the risks were to 

materialize. Unemployment would decline rather than rise (even in emerging Asia unemployment 

rises in the downside scenario).  

New Sources of Growth  

Key policy choices account for the difference in growth outcomes. Clearly growth-friendly fiscal 

consolidation in deficit countries is essential. Beyond that two kinds of structural reforms are 

included in the models: structural reforms that strengthen domestic demand (and replace the US 

consumer) and structural reforms to enhance productive potential.  

Strengthening domestic demand: Countries with external surpluses are assumed to take up some of 

the slack in global demand by strengthening domestic demand with such measures as strengthened 

social safety nets with pension and health insurance programs, enhanced physical infrastructure that 

reduces supply bottlenecks, reformed corporate governance and more-developed financial markets 

that can extend credit to small and medium-sized enterprises. Household demand is assumed to 

expand as wage rises are permitted, restrictions loosened on labor mobility and households provided 

with capital income-generating opportunities. Of course the structure and timing of such reforms 

will depend on each country’s economic circumstances and institutions.  

In emerging Asia the Mutual Assessment exercise found that raising public investment in emerging 

Asia by 2 percent of GDP over three years increases domestic demand relative to the base case 

through investment projects and stronger safety nets that provide targeted transfers to the poor of 

around 2 percent of GDP. These expenditures are financed with higher deficits and higher 

consumption taxes.  

Enhancing economic potential: Advanced countries with external deficits could take a number of 

measures that include speeding up financial regulatory reforms to reduce financial uncertainty and 

reforming entitlement programs. Emerging market deficit countries could simplify product market 

regulation and increase the efficiency of the formal sectors to encourage more employment. Other 

reforms include product market reforms that encourage competition in network industries, 

professional services and retail distribution. The OECD estimates that even moving to ‘best 

practice’ product market regulation would raise productivity growth. Labor market reforms to 

increase the flexibility of labor markets, particularly in Europe, would also be growth-enhancing.  

These changes would both enhance and provide more balanced growth through time. Current 
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account deficits will decline as currencies depreciate, savings rise in advanced deficit countries and 

external demand for their products increases while in advanced surplus countries product and labor 

market reforms will enhance both investment and consumption. In emerging surplus countries 

reduced precautionary saving and higher infrastructure spending will boost domestic demand and 

imports which, with currency appreciation, help reduce current account surpluses.  

Financial regulatory reforms: in the advanced economies at the epicenter of the crisis is another 

source of future growth. To restore organic growth financial institutions must also be willing to 

resume lending. A troublesome aspect of the recovery is the uncertainty around financial sector 

reforms, both because of pushback from powerful vested interests and the need to get the reforms 

right. In the troubled advanced economies support for the financial sector has to be unwound, 

banks’ bad assets removed from their balance sheets and incentives changed to make support less 

attractive. Risks of future instability also need to be reduced and ways found to tackle future 

financial crises without taxpayer support. Financial reform legislation along these lines has been 

adopted in the United States but global standards are still needed to prevent new regulatory 

distortions that will affect cross-border capital flows. The Basel institutions are working towards 

defining new and safer standards for capital, liquidity and leverage ratios as well as capital buffers 

for approval by leaders at the Seoul summit.  

Safeguarding trade liberalization and completing the Doha Round: Restoring trade liberalizing 

momentum would also help restore confidence essential to future growth. The IMF’s downside 

scenario paints the risks of renewed recession. Jobless growth and rising structural unemployment 

in the run up to US midterm elections risks renewed protectionism and political pressures to turn 

back globalization. Few governments have much fiscal room to maneuver in the face of still-high 

unemployment and rely instead on external demand. If both deficit and surplus countries pursue the 

same strategy the threats of protectionism will rise. The return of the US trade deficit in June 2010 

to a size not seen since the crisis began reflects both weaker-than-expected growth in exports, the 

weaker euro and resistance by major exporters in Asia and Europe to rebalance their economic 

growth. Up to now G20 leaders have repeatedly charged their trade ministers with finding ways to 

finish the Doha round; the issues are so technical that leaders have not directly intervened. 

Economists Gary Hufbauer and Robert Lawrence suggest a 7  
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potential catalyst for restarting the talks which leaders should consider. If China were to join the 

WTO government procurement agreement, as it has recently indicated it will do, and help restart the 

services negotiations the United States and Europe should agree to grant China the market economy 

status in anti-dumping and countervailing duty cases that it has sought for many years. An initiative 

of this kind which serves both the global interest in expanding trade and key interests of large 

countries could be the catalyst for other countries to rejoin and conclude the talks.  

Where to with the Framework Process beyond Seoul?  

The Framework is still young. Setting goals and evaluating alternative scenarios are a first step. 

Seoul will be expected to begin delivering results. These results will depend on individual countries, 

particularly the largest economies; but they will also depend on involving countries beyond G20 

members though such institutions as the APEC summit in Yokohama which takes place 

immediately after Seoul:  

The United States: A credible medium-term plan of fiscal consolidation is required, no matter the 

outcome of the political debates about its composition. This is unlikely until after the November 

2010 mid-term elections, however, when the bipartisan National Commission on Fiscal 

Responsibility’s report comes due. All options should be on the table, including a broad-based 

consumption or carbon tax as well as spending cuts. Policy initiatives to increase US exports in the 

next five years should be consistent with the global trade liberalization agenda.  

China: As a major surplus country China’s relatively fixed exchange rate implies that much of the 

burden of rebalancing must be carried by domestic policy changes. Domestic policies are moving to 

encourage the growth of domestic demand but more can be done. Structural reforms in the services 

industries that allow more competition would raise productivity. Further fiscal reforms to extend 

education services, infrastructure, public pensions and health insurance to the rural areas, along with 

labor market reforms that raise wages will help reduce high household saving rates. Raising 

artificially low input prices for energy, land, the environment and capital will change incentives for 

industrial production. And allowing exchange rate appreciation will facilitate these shifts, either 

real appreciation through higher domestic inflation or nominal appreciation.  

Other Asians: One priority which Seoul organizers have recognized is that the Asian economies 

need to build confidence in macroeconomic stability through closer policy cooperation that 

encourages greater exchange rate flexibility and reliance on CMIM, rather than further building 

their own reserves, to provide liquidity if they run into balance of payment problems. Surplus East 
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Asian economies could contribute more to global demand by reducing export incentives, increasing 

domestic demand through infrastructure projects and raising productivity in services industries by 

encouraging competition. They could make labor and product markets more flexible and encourage 

household consumption by creating social safety nets and developing domestic financial markets in 

ways that reduce credit constraints on households and small businesses.  

G20 Co-chairs Canada and South Korea have successes from which others can learn. Few realize 

that Canada completed a major fiscal adjustment in the mid-1990s when it moved from a deficit of 

8.7 percent of GDP to a small surplus helped by public support for consolidation, a growing world 

economy and a flexible exchange rate. Canada is now a paragon of fiscal and monetary prudence 

with an effective system of financial regulation. South Korea is a graduated 8  
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emerging market economy which introduced major structural reforms as it recovered from the 

Asian financial crisis more than a decade ago. Others can learn from South Korea’s strategy to 

reduce export dependence through domestic investments in human capital, technology and a “Green 

Korea” strategy of energy conservation, clean energy R&D and energy efficient transportation.  

Europe: Much of the uncertainty about global growth prospects emanates from Europe, so crisis 

management measures are important. The European stabilization fund and unprecedented central 

bank intervention have bought time for countries with sovereign debt problems to restructure their 

finances. But serious questions remain about economic governance in the euro zone where deeper 

coordination is required to restore and maintain fiscal prudence. Clearly future economic growth 

will depend on rising productivity which in turn will require politically-difficult and long-delayed 

product and labor market reforms in a slow-growth environment. Germany as the large surplus 

economy should stimulate domestic demand to facilitate such changes.  

APEC: has a major role to play. The Yokohama summit on November 13-14 is strategically 

important to the overall G20 agenda. Given the importance of trade to its members APEC leaders 

should find a catalyst to restart and complete the Doha round. They should agree to strategic goals 

for the APEC growth strategy and follow through with deliverables in 2011 at Honolulu.  

Communicating with Markets on Seoul Outcomes  

A year after Pittsburgh Seoul faces a formidable communications challenge since tangible progress 

is expected on new standards to make global capital markets and institutions safer; policy changes 

that facilitate sustainable long-term growth and forward movement to conclude Doha. A Doha deal 

would be a strong signal as would final agreement on Basel targets for capital, liquidity and 

leverage ratios, commitments to living wills, and a process that delivers structural reform.  

A signal of growing G20 legitimacy would be sent if the Yokohama APEC summit builds on the 

Seoul decisions in the APEC growth strategy involving more countries. Structural reforms on the 

G20 agenda are central to the five attributes of APEC’s strategy of balanced, inclusive, sustainable, 

innovative and secure growth. These include regulatory reforms of services sectors, the financing 

and provision of infrastructure that deepens APEC connectedness and advances the low carbon 

economy, and capital market reforms to allocate capital resources more efficiently. Serious 

consideration should be given to appointing a high-level task force on structural adjustment to work 

out a regional strategy with milestones.  
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Other Asian regional institutions have potentially-supportive roles to play. The ASEAN+3 

Macroeconomic Research Office, a surveillance mechanism which will begin work in 2011 to 

support macroeconomic cooperation, could provide institutional support for rebalancing by its 

members. Individual governments could establish independent expert commissions on structural 

reforms that help persuade publics of their importance. The US National Fiscal Responsibility 

Commission is one example. Singapore’s Economic Strategies Commission chaired by the Minister 

of Finance and the Malaysian government’s New Economic Model are others. These mechanisms 

could reduce the risks of the IMF’s downside scenario being the outcome should governments opt 

for quick fixes and declare success. 
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1. Background 

 

The International Monetary Fund (IMF) has been a central part of the global response to the 

financial crisis, and this has underscored the value of the IMF as a platform for global 

cooperation. It is also recognized that the IMF’s capacity needs to be strengthened, to enable it to 

better respond to future crises and thereby support strong, stable and sustainable world economic 

growth. For this, it is essential to improve the IMF’s legitimacy, credibility and effectiveness by 

reforming its governance and mandate.  

 

At the 2008 November Washington Summit, G20 Leaders “underscored that the Bretton Woods 

Institutions must be comprehensively reformed so that they can more adequately reflect changing 

economic weights in the world economy and be more responsive to future challenges.” Against 

this backdrop, at the 2009 September Pittsburgh Summit, G20 Leaders committed to a shift in 

quota shares and agreed that a number of other critical governance issues needed to be addressed. 

At the 2010 June Toronto Summit, they then clearly reaffirmed their commitment “to 

strengthening the legitimacy, credibility and effectiveness of the IMF, to ensure it succeeds in 

carrying out its mandate.” One of the key objectives of these reforms is to reflect the changes in 

the world economy, in view of the strong growth in dynamic emerging markets and developing 

countries, including the poorest.  

  

The deadline for IMF quota reform was pushed forward from January 2013 to January 2011 at 

the London Summit in April 2009, and at the Toronto Summit it was pushed up further to 

November 2010, when the G20 Leaders “called for an acceleration of the substantial work still 

needed for the IMF to complete the quota reform by the Seoul Summit and in parallel deliver on 

other governance reforms, in line with commitments made in Pittsburgh.” This indicates the 

urgency that these issues be resolved by the November Seoul Summit. Given that the IMF 

reform has quantitative targets, and that the Leaders have themselves pushed the deadline for 

IMF quota reform forward twice, stressing the importance of IMF quota and governance reform, 

this agenda is also symbolic in the sense that it determines the credibility and sustainability of the 

G20 process itself. At the same time, completing this task is an important steppingstone for 

further reforms of the IMF and the international monetary system. 

 

In this note, I will discuss some important issues related to this urgent agenda in the lead-up to 

the November Seoul Summit. I will then briefly touch upon remaining challenges.  
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2. Reform of IMF Quotas and Governance 

 

2.1  Reform of IMF Quotas 

 

The Leaders have committed to “a shift in quota share to dynamic emerging market and 

developing countries of at least five percent from over-represented to under-represented 

countries using the current IMF quota formula as the basis to work from.” In interpreting this 

language, some emphasize a shift of at least 5 percent to dynamic EMDCs, while others 

underline the shift from over-represented to under-represented countries. There have been many 

discussions on whether the current formula should be altered or not. Should the current formula 

be used, due to the tightness of the timetable, it has been suggested that adjustments will also 

have to be made outside the formula. 

 

As for the mechanism of the shift, the distribution of quotas could be achieved via a combination 

of selective (distribution in proportion to calculated quotas), equiproportional (distribution in 

proportion to existing quotas), or ad hoc quota increases. 

 

The size of any increase in IMF quotas has a bearing on our ability to facilitate changes in quota 

shares. A substantial increase in quotas may be needed to achieve a shift in quota shares and to 

restore quota resources relative to global GDP to the levels agreed in the general quota reviews 

during the 1980s and 1990s. While many members have called for at least or up to a doubling of 

quotas, there are also proponents of a smaller increase in quotas, suggesting an increase in 

quotas that will allow for a 5% quota shift to be sufficient. 

 

G20 leaders are also concerned with protecting the voting shares of the poorest members 

within the IMF. At Pittsburgh, they committed to “protecting the voting share of the 

poorest at the IMF.” The voting shares of the poorest could be protected through an ad hoc 

quota increase for them as a group, or as individual countries.  Another option is to increase the 

number of basic votes. Given the tight timeframe, however, it appears realistic that protecting the 

voting shares of the poorest through ad-hoc quota increases would be preferable to amending the 

Articles of Agreement of the IMF to change the number of basic votes. 

 

2.2  Governance Reform 

 

The G20 Leaders agreed in Pittsburgh that critical IMF governance issues need to be addressed 

as part of the quota review. These issues include: (i) the size and composition of the Executive 

Board, (ii) IMF Governors’ involvement in strategic oversight of the IMF, (iii) open, transparent 

and merit-based selection of the heads and senior leadership of all international financial 

institutions, and (iv) enhancing staff diversity. 

 

In their September 2009 London Communiqué, the G20 Finance Ministers and Central Bank 

Governors stated that “the voice and representation of emerging and developing economies, 

including the poorest, must be significantly increased to reflect changes in the world economy.”  

In the area of Executive Board composition, the practical implication of this seems relatively 

straightforward -- that the composition of the Board should be realigned in such a way as to 

increase the voice and representation of emerging markets and developing economies on it. 
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However, the implication as to the size of the Board is far from clear. Obviously, there is a trade-

off between size and efficiency. At the moment, most members support maintaining the Board’s 

current size, while some support a reduction to enhance its efficiency.  

 

There have also been discussions on how to enhance Governors’ involvement in the strategic 

oversight of the IMF. This can be done through (i) activation of the Ministerial Council, (ii) 

enhancement of the IMFC, or (iii) establishment of the International Monetary and Financial 

Board (IMFB), a new decision-making ministerial body. 

 

In Toronto, Leaders agreed to strengthen the processes of selection of heads and senior 

leaderships of IFIs in the lead up to the Seoul Summit, in the context of broader reform. There is 

general support for open, transparent and merit-based selection, irrespective of nationality, of the 

Managing Director and other senior management staff in the IMF. As to staff diversity, the IMF 

has been trying to ensure that its hiring policies help to increase regional and academic diversity 

and recognize prior work experience. G20 members have agreed on the importance of enhancing 

staff diversity, and will need to review the progress made by the IMF in this regard and identify 

possible areas for improvement. 

 

2.3  Strategies for IMF Quota and Governance Reform 

 

Through discussions at all levels, each country’s position has been made clear, and the options 

related to some issues have been identified. The next step is for members to narrow down these 

options and work toward concluding the discussions in the spirit of compromise and with the 

resolve to deliver on the Pittsburgh commitments.  

 

Korea, as the 2010 G20 chair, is working to facilitate discussions through the G20 WG for IMF 

reform, in parallel with the discussions in the IMF Executive Board and the IMFC Meeting, to 

reach agreement on these reform issues in the order of their priority. Going forward, this will 

involve first narrowing down the options as much as possible at the working level, and bringing 

forth a final political decision within the time necessary. 

 

2.4  Possible Timeframe 

 

Efforts need to be first made to achieve tangible outcomes by October 9 at the IMFC meeting. 

Should additional subsequent discussion be needed, the G20 Sherpas could provide political 

impetus through the Sherpa Meeting on October 14-15, in order for final agreement to be 

reached at the Meeting of G20 Finance Ministers and Central Bank Governors on October 22-23. 

 

3. Remaining Challenges  

 

As mentioned, the above agenda is an important steppingstone toward strengthening of the 

legitimacy, effectiveness and credibility of the IMF. Going forward, there remain many other 

challenges for improving the international financial system in general and the functioning of the 

IMF in particular. These include more ambitious issues related to reform of the IMF’s mandate, 

such as improving the IMF’s multilateral/financial sector surveillance, reforming its lending 

facilities, and strengthening the stability of the International Monetary System.  
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Regarding strengthening of the IMF’s surveillance function, the crisis has demonstrated quite 

clearly how the interlinked nature of the global economy as well as the financial markets can 

lead to a crisis in one single country developing into a global one. A crisis in a “systemically 

important country (SIC)”, in particular, can generate serious cross-border contagion effects. 

 

This provides strong justification for strengthening the bilateral and multilateral surveillance 

functions of the IMF. At the same time, given the intertwined relationship between the macro-

economy and the financial system, the IMF’s financial sector surveillance should also be 

strengthened. This would require substantial collaboration with the Financial Stability Board and 

other international institutions, and mutual understanding would be needed on a clear division of 

labor and responsibilities between these institutions. More effort at the G20 level should be 

devoted to determining an appropriate way forward in this regard. 

 

Meanwhile, the effective functioning of IMF surveillance depends critically on the willingness of 

countries to comply with the policy recommendations made during its surveillance process.  One 

critical question in strengthening the surveillance functions of the IMF is whether there is scope 

for a “too-big-to-comply” problem. Such a problem, if it were to materialize among countries 

deemed to be “SICs”, could bring about very serious consequences to the global economy. 

 

Although the IMF’s quota and governance reform could address such a “too-big-to-comply” 

problem to a certain extent, it is far from a complete solution to making sure of the effective 

functioning of the IMF’s surveillance of “SICs”. More effort should therefore be devoted to 

exploring other measures to make the IMF’s surveillance more effective and binding. 

 

In the area of reforming the IMF’s lending facilities, since the 2008 outbreak of the global 

financial crisis, there has been marked progress made in improving its existing lending facilities 

and introducing new ones. In particular, we welcome the recent decision of the IMF Executive 

Board to introduce a Precautionary Credit Line and to improve its Flexible Credit Line. While 

acknowledging the progress made so far, however, we also feel that more effort should be put 

into further diversifying the instruments for tackling countries’ temporary liquidity problems and 

discouraging them from huge accumulations of international reserves for self-insurance purposes.  

 

Finally, one further key issue in the international financial system is how to address the growing 

instability of the International Monetary System (IMS). One potential source of growing 

instability of the IMS is the fact that there are few key reserve currencies in it at the moment.  

One potential problem with having a small number of key reserve currencies is that occurrence of “key 

reserve currency crunch”, a severe shortage of supply of key reserve currencies, is more likely than 

would otherwise be  the case, as evidenced by the severe  “dollar crunch” in the international financial 

markets during the recent crisis. Another potential problem associated with having a limited 

number of key reserve currencies, combined with large volumes of international reserve 

accumulation, is that since most of the accumulated reserves are invested in the financial markets 

of a few key reserve currency countries, this could possibly lead to asset price bubbles in the 

countries with those key reserve currencies. And to a certain extent, in fact, this contributed to 

generating the housing market bubble in the United States during the pre-crisis period -- by 
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allowing the level of its long-term interest rates to remain abnormally low. In this regard, we 

welcome the French initiative to address this issue as chair of the G20 next year. 
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The working group co-chairs ask for our views on the “ways in which the international financial 

architecture can be strengthened in order to better support countries who experience volatility in 

capital flows and foreign liquidity shortages as a result of macroeconomic and financial shocks.” 

 

To be properly addressed, this question should be put in the context of all the policies and 

instruments that are used by countries to insure themselves against macroeconomic shocks. 

Countries can insure themselves in several ways: by hedging, by accumulating international 

reserves, by relying on crisis lending from the IMF (or other international arrangements), or by 

prudential capital controls that may reduce their vulnerability to balance-of-payment crises. This 

broad set of policies has been called “macro-insurance” or “country insurance” (Becker et al, 

2007). The microeconomic theory of insurance is indeed rich of insights that can be transposed 

to country insurance—although with important caveats as explained below. 

 

We will organize our remarks around three areas: 

• Self-insurance by hedging or through the accumulation of international reserves. 

• Collective insurance through international liquidity arrangements. 

• The possible role of capital controls. 

 

1) Two puzzles in country insurance: insufficient hedging and excessive reliance on 

international reserves 

 

As crises have revealed time and again, private and public agents seem to under-hedge against a 

variety of macroeconomic risks. It is important to understand the source of this failure in order to 

determine the appropriate policy remedies. 

 

Insufficient hedging could be due to an inappropriate supply of hedging instruments. For 

example, there are no market instruments to deliver state-contingent liquidity at the domestic or 

international level, although such instruments are conceivable (Caballero, 2009). The hedging 

instruments that do exist are often relatively underdeveloped (e.g., GDP-indexed bonds, 

catastrophe bonds), or suffer from significant limitations (e.g., short maturities for commodity 

derivatives). The development of these markets might be impeded by oordination problems that 

prevent achieving critical mass and standardization. It has been suggested that the main role of 

the public sector should be to catalyze the supply of financial socially useful 

innovation(Caballero, 2003). 

 



Session 2: Reform on International Financial Institutions and the International Monetary System 

 

 

A failure of supply is only part of the story, however. Hedging also seems to be excessively low 

on the side of demand. Even the hedging instruments that exist, and are sometimes available in 

large and liquid markets, seem underused.
1
 There are several reasons that demand could be 

excessively low. Individual economic agents might fail to internalize the systemic effect of their 

hedging, in which case the appropriate policy would be to encourage hedging through regulation. 

The externality argument, however, is not a plausible explanation for why even governments 

often under-hedge their risks. Other impediments could include the reputational costs of running 

losses on hedging positions, or the short horizon of policy-makers. One way of reducing those 

impediments would be for the international community to endorse—for example, through the 

IMF—a code of good practice for government hedging policies, and to certify those policies. 

 

The appropriate policy response to excessively low hedging, thus, is very sensitive to the nature 

of the underlying market failure. From this point of view, it seems difficult to make strong policy 

recommendations without a well-established diagnosis of the impediments to hedging. We would 

suggest that the international community—perhaps through the IMF and the World Bank—make 

a major effort to better understand the conditions under which the public sector might foster 

more socially useful financial innovation. 

 

Given the insufficient level of hedging, another way that governments can self-insure is by 

accumulating international reserves. One of the most important trends in international finance is 

the dramatic rise in international reserves in developing and emerging market countries since the 

beginning of the 1990s (see Figure 1). As shown by Figure 2, international reserves have 

increased much more than one would predict based on the two main “rules of thumb” for 

reserves adequacy: that reserves should cover three months of import, or one year of short-term 

external debt—the so-called “Greenspan-Guidotti rule”. The ratio of reserves to money supply 

has also increased, although to a lesser extent as emphasized by Obstfeld, Shambaugh and 

Taylor(2008). 

 

The buildup in international reserves of emerging markets countries has been attributed to a 

desire to insure against volatile capital flows.
2
 Although this is certainly a plausible motive, we 

do not believe that it explains the bulk of the reserves accumulation, for a number of 

reasons.First, the trend started in the early 1990s, before the 1994-95 Mexican crisis or the 1997-

98Southeast Asian crises alerted emerging market countries to the risk of volatile capital 

flows(Figure 1). Second, international reserves increased much more than short-term external 

debt,although short-term debt is a good measure of a country’s vulnerability to a sudden stop 

incapital flows (Figure 2).
3
 Third, many developing and emerging market countries have moved 

                                                 
1 For example, the total open interest position on the two largest markets for oil futures, the NYMEX and the Intercontinental 

Exchange (ICE), amounts to less than 0.2 percent of known oil reserves (Borensztein, Jeanne and Sandri, 2009). 
2 For example, in the words of Joseph Stiglitz: ”The East Asian countries that constitute the class of ‘97—the countries that 

learned lessons of instability the hard way in the crises that began in that year—have boosted their reserves in part because they 

want to make sure that they won’t need to borrow from the IMF again. Others, who saw their neighbors suffer, came to the same 

conclusion—it is imperative to have enough reserves to withstand the worst of the world’s economic vicissitudes” (Stiglitz, 2006, 

p.248). 
3
 This was precisely the reason to propose the Greenspan-Guidotti rule as a substitute to the old three-months-ofimports rule after 

the 1994-95 Mexican crisis. The idea was to take into account the fact that the source of balance of- payments vulnerability had 

shifted from the current account to countries’ external balances sheets. However, the Greenspan-Guidotti rule does not do a better 

job than the old rule at explaining the observed accumulation of reserves (Figure 2). 
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away from fixed exchange rates, and the fixed pegs that remain often do not need to be sustained 

by a large amount of reserves.
4
 Fourth, the observed accumulation of reserves is difficult to 

explain by a cost-benefit analysis of the precautionary motive (Jeanne, 2007; Jeanne and 

Rancière, 2008). The countries that accumulated the most international reserves—China and 

other Asian countries—are those that are the least vulnerable to crises that would require the use 

of those reserves.
5
 

 

An alternative explanation for reserve accumulation in developing Asia is that it is the byproduct 

of high saving rates or of foreign exchange interventions to keep the currency 

competitive (the so-called “Bretton-Woods II” view exposed by Dooley, Folkerts-Landau and 

Garber, 2004). Indeed, the reserves have been accumulated primarily through current account 

surpluses, leading to global financial imbalances.
6
 Whether the main motive was insurance or not 

is important because this determines the likely impact of developing international liquid 

arrangements on global financial imbalances (see below). 

 

2) International crisis lending arrangements are developing but this is unlikely to have 

a large impact on the accumulation of international reserves. 

 

The basic welfare case for pooling reserves is simple, and essentially the same as for risk pooling 

in car or fire insurance. The reserves are allocated to the countries in need, allowing an efficient 

reduction in the total amount of reserves, which can be invested in socially more productive uses.  

 

However, there is one important difference between classical insurance and international 

liquidity arrangements. The reserves are lent, not transferred, by the insurance arrangement to the 

crisis country. This has an important implication: one must ensure that lending is repaid, which 

generally requires the imposition of conditionality on the borrowing country. This conditionality 

is different from the measures that are used to limit moral hazard in car or fire insurance, which 

aim at reducing risk-taking ex ante (before the realization of the risk). In the case of crisis 

lending, the goal is to ensure repayment ex post.
7
 The effectiveness of conditionality relies on 

providing the appropriate incentives to the borrowing country (in particular, through monitoring 

                                                 
4 For example, who would argue that China needs a large amount of reserves to defuse the risk of a speculative attack leading to a 

devaluation of its currency? However, it is mainly the risk of a speculative attack against a fixed peg, or of run on dollar deposit, 

that justifies maintaining a high ratio of reserves to M2. 

 
5 In this regard, we would suggest that the IMF request its member countries to provide a tentative cost-benefit analysis of the 

appropriate level of reserves held for precautionary reasons in the context of its annual article 4 

consultations. The IMF would simply record each country’s analysis. Presumably, comparing notes across countries and over 

time would generate some multilateral discipline, as it would be difficult for a country to change its criteria every year so as to 

justify an increasing level of reserves.  

 
6 An increase in international reserve holdings does not necessarily require a current account surplus: it can be financed instead 

by issuing long-term external debt. Such balance-sheet operations are probably a more efficient way of accumulating 

precautionary reserves than distorting the real exchange rate to generate a trade surplus. That it was not the preferred method is 

indeed one more sign that the reserves were not accumulated primarily for 

precautionary reasons. 
7 This idea is captured by Tirole’s (2002) view of the IMF as a “delegated monitor”. See Jeanne, Ostry and Zettelmeyer (2008). 
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and peer pressure).
8
 Both aspects of international crisis lending arrangements—risk pooling and 

conditionality—are key to understand and analyze the recent developments in this area.  

 

The resources of international liquidity arrangements have expanded, both at the multilateral and 

at the regional levels. The G20 economies agreed to triple the Fund's lending capacity to $750 

billion. Asian countries have made progress toward transforming the Chiang Mai arrangement 

into an Asian Monetary Fund. Looking forward, a “European Monetary Fund” has been 

discussed as a way of dealing with government debt crises in the euro area. 

 

Although this development could be justified as international crisis lending catching up with the 

higher volume of capital flows, it is paradoxical in more than one way. First, if the accumulation 

of reserves is already excessive at the country level, what is the benefit of bolstering international 

arrangements? The answer is probably (as we have argued above) that the countries that have 

accumulated the most reserves are not those who need them the most for precautionary reasons. 

 

Second, the benefits of regional arrangements seem difficult to understand from the perspective 

of insurance. Since crises are more often regional than global, the gains from pooling risks would 

seem to occur primarily between regions, not inside regions. It may be that the purpose of such  

 

 

regional mechanisms is not only insuring members of the insurance pool but also preventing a 

country specific crisis from spreading to the rest of the region though contagion. The regional 

dimension here comes from the regional scale of the externality that goes through trade and 

financial linkages. However, IMF lending can be supplemented with regional resources (as was 

the case for example in the 1994-95 Mexican crisis) on a case-by-case basis and without creating 

a regional institution. 

 

It is sometimes argued that a collateral benefit of enhancing international liquidity arrangements 

will be to mitigate global financial imbalances by reducing the developing countries’ demand for 

international reserves. However, we would argue that this effect is unlikely to be large. First, 

crisis lending is not a perfect substitute for a country’s own reserves, because of conditionality 

and of the uncertainty surrounding the access to lending in a crisis. Second, a large fraction of 

reserves does not seem to be accumulated for precautionary reasons—as we argued above—so 

that bolstering collective insurance is unlikely, per se, to significantly curb the trend of 

accumulation. 

 

There are also significant developments in the area of conditionality. The IMF is reforming its 

conditionality, which was criticized for being intrusive and biased following the 1997-98 

Southeast Asian crisis.
9
 The IMF streamlined the conditionality on its lending facilities and 

                                                 
8
 The evidence suggests that IMF conditionality has been effective in that regard (Jeanne and Zettelmeyer, 2001). 

 
9 The debates on the “excessive intrusiveness” of IMF conditionality often reflect deeper disagreements about the boundaries of 

national sovereignty and “droit d’ingérence”. To take an extr9eme an example, IMF conditionality that leads to unseat a “bad” 

policy-maker in a crisis country will be deemed excessively intrusive by this policymaker, not necessarily by the country’s 

citizens. This being said, the IMF is mandated by the governments of the member countries, not directly by their citizens. 
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created a new facility, the flexible credit line (FCL), with little ex post conditionality for 

countries with good fundamentals. The FCL was inaugurated by Mexico, with Poland and 

Colombia quickly following suit. 

 

The FCL is a positive and interesting development. It has met some demand but remains to be 

tested in a crisis situation—no country having drawn on it so far. One benefit of the FCL is to 

make the access to crisis lending more assured for countries with good fundamentals. From this 

point of view, it would be desirable to make the conditions that countries must satisfy to qualify 

to the FCL more predictable too. The IMF staff reports explaining the reasons why a country has 

been approved for the FCL could make the general criteria underpinning this decision more 

explicit.
10

 

 

Conditionality may also give us a key to understand the raison d’être of regional crisis lending 

arrangements. For example, the main purpose of an arrangement such as the Asian Monetary 

 

3) Prudential capital controls should play an increasing role in reducing macroeconomic 

risks looking forward 

 

Financial opening in emerging market countries may have benefits in decreasing the cost of 

equity capital and can have a positive effect on domestic investment. However, the economic 

gains of international financial flows seem modest for developing and emerging market 

economies (Gourinchas and Jeanne, 2006). Moreover, a voluminous literature surveyed by 

Aizenman (2004) emphasizes the risks of liberalization and the vulnerability of emerging market 

financial systems to capital mobility. By making borrowing on world financial markets easier, 

financial liberalization may strengthen market failures (moral hazard and credit constraints) that 

are prevalent in emerging markets. Even in the absence of market failures, emerging markets can 

become vulnerable to a self-fulfilling driven financial crash and capital flight when capital flows 

are liberalized between emerging markets and rich countries (Martin and Rey, 2006). This also 

raises the question whether financial integration should be encouraged at the regional level rather 

than at the global level and how the trade-offs between the forms of integration can best be 

managed (Martin 2010). 

 

Against this background, the conventional wisdom on capital controls is evolving. Chile has a 

long experience with prudential capital controls on inflows and some countries have introduced 

such controls in the current crisis. Recent research allows us to understand better the welfare case 

for optimal capital controls. For example, capital controls can mitigate booms and busts in 

capital flows and asset prices (Jeanne and Korinek, 2010). From this point of view, controls can 

be viewed as one component of the new macro-prudential policy framework that has been called 

for since the global financial crisis. The benefits of capital controls must be waited against their 

costs, which are many and have justified the opposition of the IMF to their use. This opposition 

is however softening (Ostry et al, 2010), which we see as a positive development. Looking 

                                                 
10 Another approach would be to base prequalification on quantitative criteria à la Maastricht. We would advise against it because 

of the need to preserve flexibility. Fund might be to develop a “regional conditionality” perceived to be more legitimate and 

effective than that of the IMF, and perhaps to influence IMF conditionality in the region by providing a local alternative. Looking 

forward, this raises the question of the respective roles of the IMF and regional arrangements in defining conditionality. 
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forward, the IMF should play a more active role and develop with its members a code of good 

practice for prudential capital controls. 

 

Concluding points 

 

Improving the international financial architecture requires both a strengthening of insurance 

mechanisms against macroeconomic risks and of policy tools to reduce the macroeconomic risks 

themselves. On the first point, the development of hedging instruments should be fostered by the 

international community, which can be a catalyst in the supply of socially useful financial 

innovation. International crisis lending arrangements have an important role to play, but we 

argued that the demand for international reserves and global financial imbalances are unlikely to 

be significantly affected by the strengthening of those arrangements. Finally, macroeconomic 

risks that take the form of destabilizing capital flows can be reduced by prudential capital 

controls, for which the IMF should define a code of good practice. 
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Figure 1. International Reserves in Emerging Market and Industrial Countries, 

1980-2005a 

Sources: IMF, International Financial Statistics; World Bank, World Development Indicators. 

a. Total reserves minus gold. 
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Figure 2. Reserve Adequacy Ratios in Emerging Market Countries, 1980-2005 

 
Sources: IMF, International Financial Statistics; World Bank, Global Development Finance. 

a. The conventional range of the reserves-M2 ratio is 5 to 20 percent. 
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Dongchul Cho 

 

1. Global Crisis and the G-20 

The recent crisis that broke out in September 2008 sparked bold policy reactions in the 

global community. In many countries, interest rates were lowered to near-zero and fiscal 

deficits were greatly expanded. Many emergency measures to rescue financial markets 

were also taken simultaneously. History will record the past 2 years as the period of the 

most active policy coordination across countries, and place the G-20 summit meeting at the 

heart of this critical event. 

 

Thanks to these policy efforts, the global economy turned around from the second half of 

last year. This was truly a big achievement, considering the panic of the market in 2008 

when analysts and commentators pushed out extremely gloomy forecasts and referred to the 

trauma of the Great Depression. After two years, however, Michael Bordo (2010) 

concluded “the economic impact of the Great Depression dwarfed that of the recent crisis,” 

based on his study on crisis experiences since 1880.  

 

This success was not achieved without cost; it was accompanied with huge costs, 

particularly in fiscal soundness. Budget deficits in 2009~2010 were expanded to obviously 

unsustainable levels in many countries, resulting in explosive increases of public debts to 

the levels that the market began to concern. In fact, the ‘unprecedented’ impact of the recent 

global crisis was not manifested on GDP or employment but on public debts. Further 

stimulation by fiscal policy, at least in some countries, could rather destabilize the global 

financial market, as was evidenced by the case for some South European countries in the 

first half of this year. Faced with this development, the G20 summits at the Toronto meeting 

in June announced, “Advanced economies have committed to fiscal plans that will at least 

halve the deficits by 2013 and stabilize or reduce the government debt-to-GDP ratios by 

2016.”   
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This stance of the G-20 for fiscal consolidation has been challenged whenever downside 

risks emerged and financial markets jittered. As long as macro-policies are based on 

uncertain forecasts about the future, it is impossible to design an unarguable policy stance, 

ex ante. Nevertheless, identifying and checking relevant issues are always proven fruitful in 

minimizing the probability that we end up with regrets about policy mistakes, ex post.  
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2. Global Economic Prospect and Assessment 

In order to properly discuss macro-policies at the G-20, the following issues regarding 

economic prospect need to be examined:  

(i) Is ‘double-dip’ a likely scenario?  

(ii) Is the recovery to the pre-crisis level an appropriate reference?  

(iii) Is there a risk that growth slowdown is structural rather than cyclical? 

 

(i) ‘Double-dip’? 

 

Despite economic recovery, unemployment rates remain high and non-performing loans 

have not been significantly reduced in many advanced countries (Figure 1). Against this 

backdrop, if fiscal stimulus is rapidly withdrawn, it may hamper overall recovery 

momentum --- according to the double-dip scenario. 

 

Figure 1: Unemployment Rates 

0

3

6

9

12

3 6 9 12 3 6 9 12 3 6 9 12 3 6 

2007 2008 2009 2010

(Year on Year % Chagnge)
JapanJapanJapanJapanUSAUSAUSAUSA EUROEUROEUROEURO

 

Source: Eurostat(Euro), Census Bureau(USA), Statistics Bureau(Japan). 

 

This is a risk scenario, however. The base-case scenario in most forecasts including the 

IMF’s and OECD’s is a slow but steady recovery over the years to come (at 4~5% of 

annual growth for the world and 2~3% for advanced countries). Private sector’s recovery 
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momentum is being accumulated and fiscal consolidation is projected to be carried out 

gradually. The fiscal consolidation plan recommended by the G-20 also provided a 

reasonable degree of short-term leeway for gradualism. While a plan B needs to be 

prepared for a risk scenario, the plan A should be based on the base-case scenario of the 

consensus forecast. 

 

A related issue is how deep it would be and what would be its main cause, if a double-dip 

scenario were realized. Since the Lehman Brothers bankruptcy filing, major risk factors in 

the private sector have been revealed and adjusted to an extent. In particular, the potential 

risks associated with asset market bubbles have been reduced to the extent that asset prices 

have been corrected. The US consumers’ saving rate, which had long been pointed as a 

warning signal, also restored its pre-bubble period level (Figure 2). Even for a pessimistic 

scenario, it seems unlikely that such a panic as the one in September 2008 will resurge. 

 

Figure 2: US Personal Saving Ratio 
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Source: U.S. Department of Commerce, Bureau of Economic Analysis. 

 

While the risks of the private sector have been reduced, those associated with public debts 

have been substantially increased. Although it seems impossible to pin down the threshold 

level of public debt, it is clear that the financial market is increasingly concerned about 

public debt problems of advanced countries, and that it would be disastrous if the panic 
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were ever triggered. Of course, this is a very unlikely scenario for the near future, but it is 

important to bear in mind that the risks are being transmitted from private to public sectors. 

 

(ii) Recovery to the Pre-crisis Levels? 

 

Another issue to be considered is how to assess the current economic states. It is widely 

agreed that demand conditions of major advanced countries are still weak, thereby 

requiring continued policy stimulus, but the perceptions about magnitudes appear to differ. 

 

Theoretically, it would be ideal to estimate the gaps between the current and potential levels 

of GDP (or the current and natural rates of unemployment) in order to gauge the required 

policy stimulus. While such estimates are always controversial in practice, the idea itself 

provides an insight that the pre-crisis economic states may not be the desirable targets that 

we wish our economies to recover to in the near future. For example, the unemployment 

rate below 5% in conjunction with around 4% of economic growth in the U.S. before the 

crisis was regarded as signals of unsustainable overheating for several years. The U.S. stock 

price index has not recovered to the pre-crisis level, but the current level does not appear to 

be particularly low compared to its long-run trend (Figure 3). While housing markets are 

still weak in many advanced countries, house prices in real terms are still higher than 

historical average levels (Figure 4). The current recovery pace can be perceived to be 

“painfully slow” as the US president, Obama, described it. However, a substantial portion 

of this pain may be attributable to the excessive enjoyment before the crisis. 
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Figure 3: Real House Prices 
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Source: Banco de Espana(Spain), INSEE (France), Nationwide (UK), S&P/Case-Shiller 

Home Price Indices (USA). 

 

Figure 4: US Stock Price and Price-Earnings Ratio 
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Source: http://www.econ.yale.edu/~shiller/data.htm. 
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(iii) Structural vs. Cyclical? 

 

Furthermore, there is uncertainty about whether the current economic difficulties are 

entirely attributable to cyclical factors. Many research results (Figure 5 from Cerra and 

Saxna (2008), among others) show that crisis-hit countries could not completely restore 

their pre-crisis paths of GDP as well as pre-crisis levels of unemployment rates even after 

10 years from the crises, which strongly suggests that a substantial portion of the loss in 

GDP and/or employment due to the recent financial crisis may be permanent (or structural) 

rather than temporary (or cyclical). 

 

Figure 5: Crisis and GDP 

 

 

 

If this is the case for advanced countries, then the risk to the global economy is not just a 

short-term double-dip but a structurally sluggish recovery for several years. In this case, 

continued expansionary policy cannot be the solution: it should be dealt with by structural 

policies. 
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3. Fiscal vs. Monetary Policy 

Although the base-case scenario for the global economy is a gradual recovery, it is 

necessary to prepare for a downside risk. The next question is then which one among fiscal 

and monetary policy measures would be better to cope with risk scenarios. For this question 

to be properly answered, the following issues need to be considered:  

(i) Which policy is more flexible?  

(ii) Which policy is more sustainable?  

(iii) Are there rooms for further monetary stimulation? 

 

 

(i) Flexibility 

 

It is largely agreed that monetary policy can be more flexibly adjusted than fiscal policy 

that should go through complicated political processes. In addition, spill-over effects on 

other countries’ demand are more pronounced for fiscal policy than for monetary policy, 

whose effects can be neutralized by a resulting currency value adjustment (if the exchange 

rate is floated). Therefore, the more uncertain and country-specific the risks are, it would be 

more efficient, in general, for monetary than fiscal policy to react to unexpected high-

frequency shocks. 

 

Of course, if a shock is expected to generate a devastating outcome for a prolonged period 

of time (such as the shock we experienced in the fourth quarter of 2008), it would be 

justifiable to re-engineer the projected trajectory of fiscal policy. Particularly, if the shock 

paralyzes the financial market as in 2008 so that monetary policy alone cannot cope with 

the problem, more active pump-priming efforts from the fiscal body would be necessary. In 

this regard, not only the existence of downside risks but also the expected intensity of the 

risk scenarios needs to be discussed. At the moment, however, the probability that such a 

major shock is realized seems slim. 
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(ii) Sustainability 

 

Another dimension to be considered is the sustainability of expansionary policies. As far as 

fiscal stimulation is defined as an increase of fiscal deficit (in percent of GDP) from the 

previous period, it cannot be extended indefinitely almost by definition. For many advanced 

countries, even maintaining the current levels of fiscal deficit (in percent of GDP) do not 

seem to be sustainable, considering their implications on public debt-to-GDP ratios. 

Although the tolerance level of public debt remains unclear both theoretically and 

empirically, the recent finding of Reinhart and Rogoff (2010) for advanced countries is 

suggestive: “median growth rates for countries with public debt over roughly 90 percent of 

GDP are about one percent lower than otherwise” (p.573). The implication of this finding is 

that it is extremely unlikely for debt-ridden countries to simply ‘grow’ their way out of the 

problem without fiscal consolidation. Currently, public debt-to-GDP ratios are already over 

90 percent for some advanced countries, and are projected to reach this level within the 

years to come for many other countries.  

 

In contrast, monetary expansion has no physical limit: central banks can print money 

indefinitely. The market cannot cast doubt about its sustainability per se. The associated 

risk of excessive money supply is the loss of paper money’s attractiveness, namely inflation 

of prices for either goods and services or assets. But this is something that policy-makers 

are aiming for under the current economic situation with deflation risks. Compared to the 

risks associated with public debt overhang, the inflation risk is relatively easy to detect and 

likely to be short-lived as far as inflation targeting is credibly committed. 

 

Furthermore, if it is unclear whether the downside risk is structural or cyclical, monetary 

stimulation can be less dangerous than fiscal expansion in the long run. When potential 

growth rates are lowered, the natural (or ‘neutral’) interest rates are also lowered, thereby 

reducing the risks associated with low interest rate policies. In contrast, if fiscal stimulation 

is continued in response to structural slowdown, it will only worsen the public debt 

problem to the extent of reduced fiscal revenues due to slow growth in the long-run. 

 

The Japan’s case is illustrative. In response to the recession in the early 1990s, fiscal 

spending was increased and interest rates were lowered (with hesitation). Since then, these 
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policy stances, notwithstanding some short-term variations, have been largely maintained, 

while it remained unclear whether the sluggish performances stemmed from structural or 

cyclical factors. After 20 years, the Japanese government inherited huge debts of almost 

200 percent of GDP, which was increased from approximately 50 percent in 1990. This 

explosive increase in public debts was not because the fiscal stimulation was ineffective in 

boosting the economy in the short-run (see Kuttner and Posen (2002)). It was simply 

because fiscal policy could not enhance long-term sustainable growth inherently and 

monetary policy failed to generate a reasonable rate of inflation, both of which were crucial 

in reducing the growth rate of fiscal revenue (Figure 6). In contrast, the damage caused by 

‘excessively’ low interest rate policy appears to be non-existent. A lesson to learn from the 

Japan’s monetary policy experiences would be that it needs to be sufficiently aggressive 

with respect to deflation risks that would be harmful not only for economic vitality but also 

for fiscal consolidation.  

 

Figure 6: Japan’s Fiscal Revenue, Expenditure, and Balance 
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Source: OECD (2010). 

 

(iii) Feasibility of Additional Monetary Stimulation 

 

As for monetary policy, the current concern is not its flexibility in a conventional context, 

but its capability to further stimulate the economy under the circumstances of near-zero 
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target interest rates. That is, the question is whether central banks still reserve effective 

tools for defending the economies from possible deflationary shocks.   

 

To this question, US Federal Reserve Chairman, Bernanke (2010), recently listed three 

options that the FED reserves, (1) conducting additional purchases of longer-term securities, 

(2) modifying the Committee’s communication, and (3) reducing the interest on excess 

reserves, and discussed the pros and cons of each option, respectively, in his address at the 

Jackson Hole. These options are not completely new now, but they (particularly the first 

option) proved to be effective in weathering the financial market turmoil of the 4
th

 quarter 

2008. Additional and more drastic options for monetary easing can also be innovated, if the 

economic situation deteriorates further. For example, central banks can lower the interest 

rate below zero for their short-term loans to commercial banks (i.e., providing subsidies for 

commercial banks’ short-term borrowings from central banks) to encourage more 

aggressive investment of commercial banks. 

 

It is not clear whether the recent economic indicators require these unorthodox policy 

options to be exercised. In most countries, inflation rates are getting out of last year’s 

severe deflationary pressures and economic recoveries are progressing (Figure 7). Yet, the 

very recent developments differ across countries, indicating that country-specific than 

common forces are becoming more important, which requires more active role of monetary 

than fiscal policy. In any case, it is extremely important to keep convincing the market that 

central banks are fully committed to price stability and that they do have effective tools as 

well as strong wills to defend their economies from any possible deflationary shocks. 
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Figure 7: Inflation Rates 
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Source: Eurostat(Euro), Census Bureau(USA), Statistics Bureau(Japan), National Bureau of 

Statistics of China. 
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4. Summary and Recommendations 

The global recovery is an ongoing process. Although its pace is bumpy and expected to 

moderate in the second half of 2010, the base-case scenario is still a steady recovery over 

the years to come, based on which the G-20 needs to design the main policy 

recommendations. 

 

Yet, it is also necessary to prepare for risk scenarios. Under the current circumstances, the 

market will want to hear about how the G-20 perceives downside risks and what the 

contingency plans are. For this purpose, risk factors should be identified from various 

perspectives, such as (i) how likely the risk scenario is to be triggered, (ii) how severe the 

impacts would be, and (iii) whether the risk factors are structural or cyclical. This article 

argues that, under many uncertainties about the nature of risks, it would be more productive 

and less dangerous to have monetary than fiscal policy to flexibly respond to possible 

disturbances.  

 

This background discussion leads to the recommendation that the Toronto G-20’s basic 

stance on fiscal consolidation be carried over to the Seoul Meeting. Unless another round of 

global disruption is triggered, a major revision in the fiscal plan in 5 months would only 

damage the credibility of the G-20. As announced, each member country should submit its 

“growth friendly” fiscal consolidation plan, and the G-20 needs to perform the mutual 

assessment process. In this process, however, the G-20 can allow member country to have a 

limited degree of flexibility, such as the paces of fiscal adjustment to the goal in 2013 being 

tailored to each member country’s different economic situations (Figure 8). At the same 

time, the G-20 can call for strong commitments of central banks to price stability so that 

any deflationary shocks would be actively coped with.  
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Figure 7: Projected Changes in Cyclically Adjusted Primary Balances 

 

 

Source: IMF (2010) 
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The Global Economy and Framework: Seoul’s challenges 

 
September 18 2010  

Wendy Dobson  

 

At Toronto as growth rebounded, G20 leaders agreed to a macroeconomic exit strategy, pledging to 

cut fiscal deficits in half by 2013 and to stabilize or reduce debt-to-GDP ratios by 2016. The G20 

Mutual Assessment Process supported by the international institutions examined the global 

consequences of countries’ domestic policies and identified opportunities for government to do 

things differently – and to do different things -- to contribute to more positive global outcomes.  

Toronto was the easy part. At the Seoul summit Asia will be in the spotlight as the popular focus on 

the G20 shifts to its core task: changing the composition of demand to ensure growth is sustainable 

in the long term. Robust growth has resumed in the Asian economies but its composition needs to 

shift from reliance on external demand to greater reliance on domestic demand. The shift depends 

on an agenda of challenging policy changes: structural and institutional changes to encourage 

domestic demand, financial regulatory reforms and the successful conclusion of the global trade 

talks to restore market confidence.  

The growth outlook  

Global growth increased in 2010 to an average of 4.6 percent, but it is multi-speed (Figure 1). By 

IMF estimates China and India are leading the world at 9-10 percent growth rates, followed by the 

United States which rebounded to 31/4 percent, Japan to 2 ½ percent with the euro area lagging at 1 

percent. These rates are expected to moderate in 2011 to 4.3 percent, but there have been surprises 

after mid-year as US growth weakened while Germany surprised with a 2.2 percent growth spurt.  

Figure 1: Real GDP Growth Projections (IMF, July 2010)  

What should be the top policy priority for the G20 Framework exercise?  

The Toronto summit formalized medium fiscal consolidation strategies, the G20’s immediate 

challenge. The Seoul summit should shift to deliverables on the medium-term imperative of more 

balanced global growth. In this section I first review progress on fiscal consolidation and then move 
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to rebalancing and structural changes in subsequent sections. 2 
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Fiscal Consolidation Strategies in the Advanced Deficit Countries  

In the next couple of years governments and central banks need evidence of organic growth: 

businesses restocking inventories; hiring rather than firing; labor market expansion that supports 

household income growth and consumer spending which in turn encourages businesses to invest. 

The evidence is still muted and so the authorities are being cautious. If stimulus is withdrawn before 

organic growth is re-established these economies could enter a renewed slump, even a deflationary 

spiral. Exit too late and precious resources are wasted and the seeds of future inflation sown. At the 

same time many of the large countries have little room left for further fiscal stimulus because of 

structural deficits and high levels of indebtedness: the IMF projects aggregate public indebtedness 

will be 110 percent of GDP in 2015 compared to 30 percent in emerging and developing economies.  

In countries with large credit bubbles interest rates are at historic lows and central bank balance 

sheets are in uncharted territory. While monetary policy should not be used to reduce the real 

burden of public indebtedness central banks continue to rely on quantitative easing to provide 

stimulus.  

G20 leaders’ commitment to fiscal consolidation at Toronto helped to formalize exit strategies 

which need to be signaled well in advance to condition expectations. As the international 

institutions stressed in their advice to governments, these exit strategies should anticipate longer-

term requirements and be ‘growth-friendly’. They should take account of longer-term imperatives 

such as demographic shifts; thus as fiscal stimulus is removed primary balances should be improved 

to meet the challenges of aging populations (which implies both tax reforms and changes to 

entitlement spending). Governments should also shift public spending in the direction of 

investments that foster future growth, such as education, green infrastructure, physical infrastructure 

upgrading and reducing distortionary taxes. In surplus countries, shifts in spending are desirable to 

support households bearing the burdens of adjustments in product and labor markets in some cases 

and to support aging populations in others.  

The exit strategies of the United States, China and Japan are of particular importance at Seoul. In 

the United States stimulus vs austerity is the subject of intense debate. Those arguing for more 

public spending emphasize that demand must be maintained by the public sector as long as private 

sector demand remains weak; they point to the relatively jobless recovery, rising structural 

unemployment (Table 1) and fiscal problems of state governments. The alternative argument 

emphasize that the deleveraging following a financial crisis takes a long time; that unemployment is 
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increasingly structural unemployment because, for example, labor mobility has been reduced by the 

implosion of housing prices faced by those who might move. Thus reliance on more public 

spending will only increase public indebtedness, increase uncertainty about future taxes and inhibit 

businesses’ investment and hiring decisions. Without a compromise, the United States lacks a 

credible medium-term fiscal consolidation plan. Prior to the Toronto summit President Obama 

publicly committed to reduce the fiscal deficit to 3 percent of GDP by 2015. But the 

administration’s own 2011 Budget projected the deficit-to-GDP ratio will drop to 11 percent in 

2010 (down from 13 percent in 2009) and decline to not more than 4 percent between 2015 and 

2020 (whereas 2-3 percent is considered to be sustainable). Private sector assumptions show the 

deficit remaining above 5 percent of GDP in the next decade. These numbers are not sustainable.  

The Administration’s proposals in the 2011 budget rely mostly on expenditure compression rather 

than on added revenues. The imminent expiry of Bush-era tax cuts, a major factor contributing to 

persistent deficits, is also the subject of debate. By one argument allowing them to expire will 

amount to a badly-timed tax increase. The counter-argument favors expiry as a way to reduce the 

deficit and to raise taxes on higher-income groups. A short-term extension is a possible compromise. 

The economic reality is that achieving a sustainable fiscal position will require higher revenues 

raised in a ‘growth-friendly’ way, such as through tax reforms that shift the burden of taxes away 

from income and property towards consumption. Since no politician is willing in the current 

polarized political environment to advocate 3  
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higher taxes, the bipartisan National Commission for Fiscal Responsibility, with all expenditure and 

revenue items on the table, is the most promising mechanism to provide objective analysis and 

expert advice.  

Table 1: Unemployment rates, selected economies (OECD Harmonised Unemployment Rates,  

July 10 2010) Unemployment rate, 

2010 Q1  

(% of labor force)  

Changes in rates 

over the same period 

of the previous year 
(2010 Q1 over 2009 

Q1)  

Euro Area  9.9  1.1  

United States  9.7  1.5  

Japan  4.9  0.4  

Australia  5.3  0  

South Korea  4.3  0.8  

Mexico  5.3  0.4  

 

China also carried out a strong fiscal stimulus program beginning in 2008. A surge in directed 

lending by the banking system magnified the impact of increased government spending. In 2009 

China’s growth performance led the world; as signs of inflation appeared in late 2009 

administrative measures were used to rein in bank lending to the property markets and local 

governments. By mid-2010 signs of slowing activity prompted some loosening of credit for 

infrastructure and alternative energy investment. Exchange rate management was also eased prior to 

the Toronto summit as the central bank abandoned the de facto peg to the US dollar and returned to 

the practice begun in July 2005 of managing the exchange rate in reference to a basket of currencies.  

Japan, the economy most affected by the collapse of net exports in 2009, experienced a robust 

rebound in 2010 with growth nearly 5 percent in the first quarter and expected to average 2.4 

percent for the year. As the restoration of external demand fades and fiscal policies are tightened, 

however, growth is expected to slow in 2011 to less than 1 percent.  

While short-term macroeconomic exit and fiscal consolidation is not a particular priority in East 

Asian countries with prudent fiscal and monetary policies, the medium-term imperative of global 
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rebalancing will depend their active participation in reducing reliance on export-led growth and 

depending more on domestic demand.  

Addressing Global Imbalances  

The Seoul summit must demonstrate that G20 leaders are serious about changing the composition of 

aggregate demand as growth returns. Global current account imbalances peaked in 2006 but the 

IMF expects them to rise again, as surpluses rise in East Asia with the restoration of global trade 

and financing 4  
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flows (top segment of each bar in Figure 2). To prevent their recurrence, countries with external 

surpluses should rely more on domestic demand and imports while those with external deficits 

should rely more on exports. Flexible exchange rates would help cushion the necessary adjustments.  

Figure 2. Global Imbalances (IMF, April 2010) 

 

 

Rebalancing will be both a technical challenge and the G20’s biggest political challenge. Surplus 

countries in Asia resist flexible exchange rates and continue to build their foreign exchange reserves 

(to two segments in each bar in Figure 3). One of the lessons to draw from the disruptive market 

adjustments as imbalances declined in 2009 is that the process could have been smoother with 

flexible exchange rates. In the absence of flexible exchange rates more of the burden of adjustment 

must be borne by structural policies that may not be popular at home as they impact consumer and 

trade interests vested in the unsustainable status quo. Yet with the US consumer no longer the 

engine of growth a determined effort to rebalance is essential to take up the slack.  
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Figure 3. International Reserves (IMF WEO Update July 2010)  

 

The IMF in cooperation with the OECD and other international organizations has shown the 

benefits of collective action to reduce imbalances and the risks of continuing the status quo.  

In preparation for the Toronto summit the IMF prepared a base line scenario of growth and output 

in 2014 based on countries’ own forecasts and adjustment packages. These were then adjusted for 

consistency and subjected to alternative assumptions reflecting upside possibilities and downside 

risks. Significantly the model assumes exchange rate flexibility. The differences in outcomes under 

the two scenarios are 5  
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startling. Collective action yields large benefits: world output would be higher by US$ 1.6 trillion 

and global growth over the next five years would be 2 1/2 percent higher than the baseline. Over 13 

million jobs would be created in emerging Asia (Table 2A.)  

Table 2A: Upside Scenario: Employment and Output Gains by region (IMF Mutual 

Assessment, June 2010)  

 

Table 2B: Downside Scenario: Employment and Output Losses  

 

Notes: 1/ Unemployment for emerging Asia and rest of the world is calculated using the respective 

output responses and assuming the maximum estimated unemployment response in the other 

regions. 2/ Based on PPP-weighted average of Germany and the other euro members; employment 

and real GDP level is a sum of Germany and the other euro area members.  

Risks in the downside scenario compared to the baseline (Table 2B) imply large losses in output 

and employment – 23 million jobs lost of which more than 11 million are in emerging Asia and a 

million in Japan —and an estimated 60 million people fall into poverty. World output will be 3.1 

percent lower and unemployment nearly 1 percent higher than the baseline.  

Comparison of the downside and upside scenarios provides a dramatic estimate of the global 

benefits of collective action. Global output would be 5.6 percentage points higher with policy 
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actions (comparing Tables 2A and 2B fourth columns, bottom lines) than if the risks were to 

materialize. Unemployment would decline rather than rise (even in emerging Asia unemployment 

rises in the downside scenario).  

New Sources of Growth  

Key policy choices account for the difference in growth outcomes. Clearly growth-friendly fiscal 

consolidation in deficit countries is essential. Beyond that two kinds of structural reforms are 

included in the models: structural reforms that strengthen domestic demand (and replace the US 

consumer) and structural reforms to enhance productive potential.  

Strengthening domestic demand: Countries with external surpluses are assumed to take up some of 

the slack in global demand by strengthening domestic demand with such measures as strengthened 

social safety nets with pension and health insurance programs, enhanced physical infrastructure that 

reduces supply bottlenecks, reformed corporate governance and more-developed financial markets 

that can extend credit to small and medium-sized enterprises. Household demand is assumed to 

expand as wage rises are permitted, restrictions loosened on labor mobility and households provided 

with capital income-generating opportunities. Of course the structure and timing of such reforms 

will depend on each country’s economic circumstances and institutions.  

In emerging Asia the Mutual Assessment exercise found that raising public investment in emerging 

Asia by 2 percent of GDP over three years increases domestic demand relative to the base case 

through investment projects and stronger safety nets that provide targeted transfers to the poor of 

around 2 percent of GDP. These expenditures are financed with higher deficits and higher 

consumption taxes.  

Enhancing economic potential: Advanced countries with external deficits could take a number of 

measures that include speeding up financial regulatory reforms to reduce financial uncertainty and 

reforming entitlement programs. Emerging market deficit countries could simplify product market 

regulation and increase the efficiency of the formal sectors to encourage more employment. Other 

reforms include product market reforms that encourage competition in network industries, 

professional services and retail distribution. The OECD estimates that even moving to ‘best 

practice’ product market regulation would raise productivity growth. Labor market reforms to 

increase the flexibility of labor markets, particularly in Europe, would also be growth-enhancing.  

These changes would both enhance and provide more balanced growth through time. Current 
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account deficits will decline as currencies depreciate, savings rise in advanced deficit countries and 

external demand for their products increases while in advanced surplus countries product and labor 

market reforms will enhance both investment and consumption. In emerging surplus countries 

reduced precautionary saving and higher infrastructure spending will boost domestic demand and 

imports which, with currency appreciation, help reduce current account surpluses.  

Financial regulatory reforms: in the advanced economies at the epicenter of the crisis is another 

source of future growth. To restore organic growth financial institutions must also be willing to 

resume lending. A troublesome aspect of the recovery is the uncertainty around financial sector 

reforms, both because of pushback from powerful vested interests and the need to get the reforms 

right. In the troubled advanced economies support for the financial sector has to be unwound, 

banks’ bad assets removed from their balance sheets and incentives changed to make support less 

attractive. Risks of future instability also need to be reduced and ways found to tackle future 

financial crises without taxpayer support. Financial reform legislation along these lines has been 

adopted in the United States but global standards are still needed to prevent new regulatory 

distortions that will affect cross-border capital flows. The Basel institutions are working towards 

defining new and safer standards for capital, liquidity and leverage ratios as well as capital buffers 

for approval by leaders at the Seoul summit.  

Safeguarding trade liberalization and completing the Doha Round: Restoring trade liberalizing 

momentum would also help restore confidence essential to future growth. The IMF’s downside 

scenario paints the risks of renewed recession. Jobless growth and rising structural unemployment 

in the run up to US midterm elections risks renewed protectionism and political pressures to turn 

back globalization. Few governments have much fiscal room to maneuver in the face of still-high 

unemployment and rely instead on external demand. If both deficit and surplus countries pursue the 

same strategy the threats of protectionism will rise. The return of the US trade deficit in June 2010 

to a size not seen since the crisis began reflects both weaker-than-expected growth in exports, the 

weaker euro and resistance by major exporters in Asia and Europe to rebalance their economic 

growth. Up to now G20 leaders have repeatedly charged their trade ministers with finding ways to 

finish the Doha round; the issues are so technical that leaders have not directly intervened. 

Economists Gary Hufbauer and Robert Lawrence suggest a 7  
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potential catalyst for restarting the talks which leaders should consider. If China were to join the 

WTO government procurement agreement, as it has recently indicated it will do, and help restart the 

services negotiations the United States and Europe should agree to grant China the market economy 

status in anti-dumping and countervailing duty cases that it has sought for many years. An initiative 

of this kind which serves both the global interest in expanding trade and key interests of large 

countries could be the catalyst for other countries to rejoin and conclude the talks.  

Where to with the Framework Process beyond Seoul?  

The Framework is still young. Setting goals and evaluating alternative scenarios are a first step. 

Seoul will be expected to begin delivering results. These results will depend on individual countries, 

particularly the largest economies; but they will also depend on involving countries beyond G20 

members though such institutions as the APEC summit in Yokohama which takes place 

immediately after Seoul:  

The United States: A credible medium-term plan of fiscal consolidation is required, no matter the 

outcome of the political debates about its composition. This is unlikely until after the November 

2010 mid-term elections, however, when the bipartisan National Commission on Fiscal 

Responsibility’s report comes due. All options should be on the table, including a broad-based 

consumption or carbon tax as well as spending cuts. Policy initiatives to increase US exports in the 

next five years should be consistent with the global trade liberalization agenda.  

China: As a major surplus country China’s relatively fixed exchange rate implies that much of the 

burden of rebalancing must be carried by domestic policy changes. Domestic policies are moving to 

encourage the growth of domestic demand but more can be done. Structural reforms in the services 

industries that allow more competition would raise productivity. Further fiscal reforms to extend 

education services, infrastructure, public pensions and health insurance to the rural areas, along with 

labor market reforms that raise wages will help reduce high household saving rates. Raising 

artificially low input prices for energy, land, the environment and capital will change incentives for 

industrial production. And allowing exchange rate appreciation will facilitate these shifts, either 

real appreciation through higher domestic inflation or nominal appreciation.  

Other Asians: One priority which Seoul organizers have recognized is that the Asian economies 

need to build confidence in macroeconomic stability through closer policy cooperation that 

encourages greater exchange rate flexibility and reliance on CMIM, rather than further building 

their own reserves, to provide liquidity if they run into balance of payment problems. Surplus East 



Session 1: Global Economy and Framework 

  

Asian economies could contribute more to global demand by reducing export incentives, increasing 

domestic demand through infrastructure projects and raising productivity in services industries by 

encouraging competition. They could make labor and product markets more flexible and encourage 

household consumption by creating social safety nets and developing domestic financial markets in 

ways that reduce credit constraints on households and small businesses.  

G20 Co-chairs Canada and South Korea have successes from which others can learn. Few realize 

that Canada completed a major fiscal adjustment in the mid-1990s when it moved from a deficit of 

8.7 percent of GDP to a small surplus helped by public support for consolidation, a growing world 

economy and a flexible exchange rate. Canada is now a paragon of fiscal and monetary prudence 

with an effective system of financial regulation. South Korea is a graduated 8  
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emerging market economy which introduced major structural reforms as it recovered from the 

Asian financial crisis more than a decade ago. Others can learn from South Korea’s strategy to 

reduce export dependence through domestic investments in human capital, technology and a “Green 

Korea” strategy of energy conservation, clean energy R&D and energy efficient transportation.  

Europe: Much of the uncertainty about global growth prospects emanates from Europe, so crisis 

management measures are important. The European stabilization fund and unprecedented central 

bank intervention have bought time for countries with sovereign debt problems to restructure their 

finances. But serious questions remain about economic governance in the euro zone where deeper 

coordination is required to restore and maintain fiscal prudence. Clearly future economic growth 

will depend on rising productivity which in turn will require politically-difficult and long-delayed 

product and labor market reforms in a slow-growth environment. Germany as the large surplus 

economy should stimulate domestic demand to facilitate such changes.  

APEC: has a major role to play. The Yokohama summit on November 13-14 is strategically 

important to the overall G20 agenda. Given the importance of trade to its members APEC leaders 

should find a catalyst to restart and complete the Doha round. They should agree to strategic goals 

for the APEC growth strategy and follow through with deliverables in 2011 at Honolulu.  

Communicating with Markets on Seoul Outcomes  

A year after Pittsburgh Seoul faces a formidable communications challenge since tangible progress 

is expected on new standards to make global capital markets and institutions safer; policy changes 

that facilitate sustainable long-term growth and forward movement to conclude Doha. A Doha deal 

would be a strong signal as would final agreement on Basel targets for capital, liquidity and 

leverage ratios, commitments to living wills, and a process that delivers structural reform.  

A signal of growing G20 legitimacy would be sent if the Yokohama APEC summit builds on the 

Seoul decisions in the APEC growth strategy involving more countries. Structural reforms on the 

G20 agenda are central to the five attributes of APEC’s strategy of balanced, inclusive, sustainable, 

innovative and secure growth. These include regulatory reforms of services sectors, the financing 

and provision of infrastructure that deepens APEC connectedness and advances the low carbon 

economy, and capital market reforms to allocate capital resources more efficiently. Serious 

consideration should be given to appointing a high-level task force on structural adjustment to work 

out a regional strategy with milestones.  
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Other Asian regional institutions have potentially-supportive roles to play. The ASEAN+3 

Macroeconomic Research Office, a surveillance mechanism which will begin work in 2011 to 

support macroeconomic cooperation, could provide institutional support for rebalancing by its 

members. Individual governments could establish independent expert commissions on structural 

reforms that help persuade publics of their importance. The US National Fiscal Responsibility 

Commission is one example. Singapore’s Economic Strategies Commission chaired by the Minister 

of Finance and the Malaysian government’s New Economic Model are others. These mechanisms 

could reduce the risks of the IMF’s downside scenario being the outcome should governments opt 

for quick fixes and declare success. 
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1. Background 

 

The International Monetary Fund (IMF) has been a central part of the global response to the 

financial crisis, and this has underscored the value of the IMF as a platform for global 

cooperation. It is also recognized that the IMF’s capacity needs to be strengthened, to enable it to 

better respond to future crises and thereby support strong, stable and sustainable world economic 

growth. For this, it is essential to improve the IMF’s legitimacy, credibility and effectiveness by 

reforming its governance and mandate.  

 

At the 2008 November Washington Summit, G20 Leaders “underscored that the Bretton Woods 

Institutions must be comprehensively reformed so that they can more adequately reflect changing 

economic weights in the world economy and be more responsive to future challenges.” Against 

this backdrop, at the 2009 September Pittsburgh Summit, G20 Leaders committed to a shift in 

quota shares and agreed that a number of other critical governance issues needed to be addressed. 

At the 2010 June Toronto Summit, they then clearly reaffirmed their commitment “to 

strengthening the legitimacy, credibility and effectiveness of the IMF, to ensure it succeeds in 

carrying out its mandate.” One of the key objectives of these reforms is to reflect the changes in 

the world economy, in view of the strong growth in dynamic emerging markets and developing 

countries, including the poorest.  

  

The deadline for IMF quota reform was pushed forward from January 2013 to January 2011 at 

the London Summit in April 2009, and at the Toronto Summit it was pushed up further to 

November 2010, when the G20 Leaders “called for an acceleration of the substantial work still 

needed for the IMF to complete the quota reform by the Seoul Summit and in parallel deliver on 

other governance reforms, in line with commitments made in Pittsburgh.” This indicates the 

urgency that these issues be resolved by the November Seoul Summit. Given that the IMF 

reform has quantitative targets, and that the Leaders have themselves pushed the deadline for 

IMF quota reform forward twice, stressing the importance of IMF quota and governance reform, 

this agenda is also symbolic in the sense that it determines the credibility and sustainability of the 

G20 process itself. At the same time, completing this task is an important steppingstone for 

further reforms of the IMF and the international monetary system. 

 

In this note, I will discuss some important issues related to this urgent agenda in the lead-up to 

the November Seoul Summit. I will then briefly touch upon remaining challenges.  
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2. Reform of IMF Quotas and Governance 

 

2.1  Reform of IMF Quotas 

 

The Leaders have committed to “a shift in quota share to dynamic emerging market and 

developing countries of at least five percent from over-represented to under-represented 

countries using the current IMF quota formula as the basis to work from.” In interpreting this 

language, some emphasize a shift of at least 5 percent to dynamic EMDCs, while others 

underline the shift from over-represented to under-represented countries. There have been many 

discussions on whether the current formula should be altered or not. Should the current formula 

be used, due to the tightness of the timetable, it has been suggested that adjustments will also 

have to be made outside the formula. 

 

As for the mechanism of the shift, the distribution of quotas could be achieved via a combination 

of selective (distribution in proportion to calculated quotas), equiproportional (distribution in 

proportion to existing quotas), or ad hoc quota increases. 

 

The size of any increase in IMF quotas has a bearing on our ability to facilitate changes in quota 

shares. A substantial increase in quotas may be needed to achieve a shift in quota shares and to 

restore quota resources relative to global GDP to the levels agreed in the general quota reviews 

during the 1980s and 1990s. While many members have called for at least or up to a doubling of 

quotas, there are also proponents of a smaller increase in quotas, suggesting an increase in 

quotas that will allow for a 5% quota shift to be sufficient. 

 

G20 leaders are also concerned with protecting the voting shares of the poorest members 

within the IMF. At Pittsburgh, they committed to “protecting the voting share of the 

poorest at the IMF.” The voting shares of the poorest could be protected through an ad hoc 

quota increase for them as a group, or as individual countries.  Another option is to increase the 

number of basic votes. Given the tight timeframe, however, it appears realistic that protecting the 

voting shares of the poorest through ad-hoc quota increases would be preferable to amending the 

Articles of Agreement of the IMF to change the number of basic votes. 

 

2.2  Governance Reform 

 

The G20 Leaders agreed in Pittsburgh that critical IMF governance issues need to be addressed 

as part of the quota review. These issues include: (i) the size and composition of the Executive 

Board, (ii) IMF Governors’ involvement in strategic oversight of the IMF, (iii) open, transparent 

and merit-based selection of the heads and senior leadership of all international financial 

institutions, and (iv) enhancing staff diversity. 

 

In their September 2009 London Communiqué, the G20 Finance Ministers and Central Bank 

Governors stated that “the voice and representation of emerging and developing economies, 

including the poorest, must be significantly increased to reflect changes in the world economy.”  

In the area of Executive Board composition, the practical implication of this seems relatively 

straightforward -- that the composition of the Board should be realigned in such a way as to 

increase the voice and representation of emerging markets and developing economies on it. 
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However, the implication as to the size of the Board is far from clear. Obviously, there is a trade-

off between size and efficiency. At the moment, most members support maintaining the Board’s 

current size, while some support a reduction to enhance its efficiency.  

 

There have also been discussions on how to enhance Governors’ involvement in the strategic 

oversight of the IMF. This can be done through (i) activation of the Ministerial Council, (ii) 

enhancement of the IMFC, or (iii) establishment of the International Monetary and Financial 

Board (IMFB), a new decision-making ministerial body. 

 

In Toronto, Leaders agreed to strengthen the processes of selection of heads and senior 

leaderships of IFIs in the lead up to the Seoul Summit, in the context of broader reform. There is 

general support for open, transparent and merit-based selection, irrespective of nationality, of the 

Managing Director and other senior management staff in the IMF. As to staff diversity, the IMF 

has been trying to ensure that its hiring policies help to increase regional and academic diversity 

and recognize prior work experience. G20 members have agreed on the importance of enhancing 

staff diversity, and will need to review the progress made by the IMF in this regard and identify 

possible areas for improvement. 

 

2.3  Strategies for IMF Quota and Governance Reform 

 

Through discussions at all levels, each country’s position has been made clear, and the options 

related to some issues have been identified. The next step is for members to narrow down these 

options and work toward concluding the discussions in the spirit of compromise and with the 

resolve to deliver on the Pittsburgh commitments.  

 

Korea, as the 2010 G20 chair, is working to facilitate discussions through the G20 WG for IMF 

reform, in parallel with the discussions in the IMF Executive Board and the IMFC Meeting, to 

reach agreement on these reform issues in the order of their priority. Going forward, this will 

involve first narrowing down the options as much as possible at the working level, and bringing 

forth a final political decision within the time necessary. 

 

2.4  Possible Timeframe 

 

Efforts need to be first made to achieve tangible outcomes by October 9 at the IMFC meeting. 

Should additional subsequent discussion be needed, the G20 Sherpas could provide political 

impetus through the Sherpa Meeting on October 14-15, in order for final agreement to be 

reached at the Meeting of G20 Finance Ministers and Central Bank Governors on October 22-23. 

 

3. Remaining Challenges  

 

As mentioned, the above agenda is an important steppingstone toward strengthening of the 

legitimacy, effectiveness and credibility of the IMF. Going forward, there remain many other 

challenges for improving the international financial system in general and the functioning of the 

IMF in particular. These include more ambitious issues related to reform of the IMF’s mandate, 

such as improving the IMF’s multilateral/financial sector surveillance, reforming its lending 

facilities, and strengthening the stability of the International Monetary System.  
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Regarding strengthening of the IMF’s surveillance function, the crisis has demonstrated quite 

clearly how the interlinked nature of the global economy as well as the financial markets can 

lead to a crisis in one single country developing into a global one. A crisis in a “systemically 

important country (SIC)”, in particular, can generate serious cross-border contagion effects. 

 

This provides strong justification for strengthening the bilateral and multilateral surveillance 

functions of the IMF. At the same time, given the intertwined relationship between the macro-

economy and the financial system, the IMF’s financial sector surveillance should also be 

strengthened. This would require substantial collaboration with the Financial Stability Board and 

other international institutions, and mutual understanding would be needed on a clear division of 

labor and responsibilities between these institutions. More effort at the G20 level should be 

devoted to determining an appropriate way forward in this regard. 

 

Meanwhile, the effective functioning of IMF surveillance depends critically on the willingness of 

countries to comply with the policy recommendations made during its surveillance process.  One 

critical question in strengthening the surveillance functions of the IMF is whether there is scope 

for a “too-big-to-comply” problem. Such a problem, if it were to materialize among countries 

deemed to be “SICs”, could bring about very serious consequences to the global economy. 

 

Although the IMF’s quota and governance reform could address such a “too-big-to-comply” 

problem to a certain extent, it is far from a complete solution to making sure of the effective 

functioning of the IMF’s surveillance of “SICs”. More effort should therefore be devoted to 

exploring other measures to make the IMF’s surveillance more effective and binding. 

 

In the area of reforming the IMF’s lending facilities, since the 2008 outbreak of the global 

financial crisis, there has been marked progress made in improving its existing lending facilities 

and introducing new ones. In particular, we welcome the recent decision of the IMF Executive 

Board to introduce a Precautionary Credit Line and to improve its Flexible Credit Line. While 

acknowledging the progress made so far, however, we also feel that more effort should be put 

into further diversifying the instruments for tackling countries’ temporary liquidity problems and 

discouraging them from huge accumulations of international reserves for self-insurance purposes.  

 

Finally, one further key issue in the international financial system is how to address the growing 

instability of the International Monetary System (IMS). One potential source of growing 

instability of the IMS is the fact that there are few key reserve currencies in it at the moment.  

One potential problem with having a small number of key reserve currencies is that occurrence of “key 

reserve currency crunch”, a severe shortage of supply of key reserve currencies, is more likely than 

would otherwise be  the case, as evidenced by the severe  “dollar crunch” in the international financial 

markets during the recent crisis. Another potential problem associated with having a limited 

number of key reserve currencies, combined with large volumes of international reserve 

accumulation, is that since most of the accumulated reserves are invested in the financial markets 

of a few key reserve currency countries, this could possibly lead to asset price bubbles in the 

countries with those key reserve currencies. And to a certain extent, in fact, this contributed to 

generating the housing market bubble in the United States during the pre-crisis period -- by 



Session 2: Reform on International Financial Institutions and the International Monetary System 

 

 

allowing the level of its long-term interest rates to remain abnormally low. In this regard, we 

welcome the French initiative to address this issue as chair of the G20 next year. 
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The working group co-chairs ask for our views on the “ways in which the international financial 

architecture can be strengthened in order to better support countries who experience volatility in 

capital flows and foreign liquidity shortages as a result of macroeconomic and financial shocks.” 

 

To be properly addressed, this question should be put in the context of all the policies and 

instruments that are used by countries to insure themselves against macroeconomic shocks. 

Countries can insure themselves in several ways: by hedging, by accumulating international 

reserves, by relying on crisis lending from the IMF (or other international arrangements), or by 

prudential capital controls that may reduce their vulnerability to balance-of-payment crises. This 

broad set of policies has been called “macro-insurance” or “country insurance” (Becker et al, 

2007). The microeconomic theory of insurance is indeed rich of insights that can be transposed 

to country insurance—although with important caveats as explained below. 

 

We will organize our remarks around three areas: 

• Self-insurance by hedging or through the accumulation of international reserves. 

• Collective insurance through international liquidity arrangements. 

• The possible role of capital controls. 

 

1) Two puzzles in country insurance: insufficient hedging and excessive reliance on 

international reserves 

 

As crises have revealed time and again, private and public agents seem to under-hedge against a 

variety of macroeconomic risks. It is important to understand the source of this failure in order to 

determine the appropriate policy remedies. 

 

Insufficient hedging could be due to an inappropriate supply of hedging instruments. For 

example, there are no market instruments to deliver state-contingent liquidity at the domestic or 

international level, although such instruments are conceivable (Caballero, 2009). The hedging 

instruments that do exist are often relatively underdeveloped (e.g., GDP-indexed bonds, 

catastrophe bonds), or suffer from significant limitations (e.g., short maturities for commodity 

derivatives). The development of these markets might be impeded by oordination problems that 

prevent achieving critical mass and standardization. It has been suggested that the main role of 

the public sector should be to catalyze the supply of financial socially useful 

innovation(Caballero, 2003). 
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A failure of supply is only part of the story, however. Hedging also seems to be excessively low 

on the side of demand. Even the hedging instruments that exist, and are sometimes available in 

large and liquid markets, seem underused.
1
 There are several reasons that demand could be 

excessively low. Individual economic agents might fail to internalize the systemic effect of their 

hedging, in which case the appropriate policy would be to encourage hedging through regulation. 

The externality argument, however, is not a plausible explanation for why even governments 

often under-hedge their risks. Other impediments could include the reputational costs of running 

losses on hedging positions, or the short horizon of policy-makers. One way of reducing those 

impediments would be for the international community to endorse—for example, through the 

IMF—a code of good practice for government hedging policies, and to certify those policies. 

 

The appropriate policy response to excessively low hedging, thus, is very sensitive to the nature 

of the underlying market failure. From this point of view, it seems difficult to make strong policy 

recommendations without a well-established diagnosis of the impediments to hedging. We would 

suggest that the international community—perhaps through the IMF and the World Bank—make 

a major effort to better understand the conditions under which the public sector might foster 

more socially useful financial innovation. 

 

Given the insufficient level of hedging, another way that governments can self-insure is by 

accumulating international reserves. One of the most important trends in international finance is 

the dramatic rise in international reserves in developing and emerging market countries since the 

beginning of the 1990s (see Figure 1). As shown by Figure 2, international reserves have 

increased much more than one would predict based on the two main “rules of thumb” for 

reserves adequacy: that reserves should cover three months of import, or one year of short-term 

external debt—the so-called “Greenspan-Guidotti rule”. The ratio of reserves to money supply 

has also increased, although to a lesser extent as emphasized by Obstfeld, Shambaugh and 

Taylor(2008). 

 

The buildup in international reserves of emerging markets countries has been attributed to a 

desire to insure against volatile capital flows.
2
 Although this is certainly a plausible motive, we 

do not believe that it explains the bulk of the reserves accumulation, for a number of 

reasons.First, the trend started in the early 1990s, before the 1994-95 Mexican crisis or the 1997-

98Southeast Asian crises alerted emerging market countries to the risk of volatile capital 

flows(Figure 1). Second, international reserves increased much more than short-term external 

debt,although short-term debt is a good measure of a country’s vulnerability to a sudden stop 

incapital flows (Figure 2).
3
 Third, many developing and emerging market countries have moved 

                                                 
1 For example, the total open interest position on the two largest markets for oil futures, the NYMEX and the Intercontinental 

Exchange (ICE), amounts to less than 0.2 percent of known oil reserves (Borensztein, Jeanne and Sandri, 2009). 
2 For example, in the words of Joseph Stiglitz: ”The East Asian countries that constitute the class of ‘97—the countries that 

learned lessons of instability the hard way in the crises that began in that year—have boosted their reserves in part because they 

want to make sure that they won’t need to borrow from the IMF again. Others, who saw their neighbors suffer, came to the same 

conclusion—it is imperative to have enough reserves to withstand the worst of the world’s economic vicissitudes” (Stiglitz, 2006, 

p.248). 
3
 This was precisely the reason to propose the Greenspan-Guidotti rule as a substitute to the old three-months-ofimports rule after 

the 1994-95 Mexican crisis. The idea was to take into account the fact that the source of balance of- payments vulnerability had 

shifted from the current account to countries’ external balances sheets. However, the Greenspan-Guidotti rule does not do a better 

job than the old rule at explaining the observed accumulation of reserves (Figure 2). 
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away from fixed exchange rates, and the fixed pegs that remain often do not need to be sustained 

by a large amount of reserves.
4
 Fourth, the observed accumulation of reserves is difficult to 

explain by a cost-benefit analysis of the precautionary motive (Jeanne, 2007; Jeanne and 

Rancière, 2008). The countries that accumulated the most international reserves—China and 

other Asian countries—are those that are the least vulnerable to crises that would require the use 

of those reserves.
5
 

 

An alternative explanation for reserve accumulation in developing Asia is that it is the byproduct 

of high saving rates or of foreign exchange interventions to keep the currency 

competitive (the so-called “Bretton-Woods II” view exposed by Dooley, Folkerts-Landau and 

Garber, 2004). Indeed, the reserves have been accumulated primarily through current account 

surpluses, leading to global financial imbalances.
6
 Whether the main motive was insurance or not 

is important because this determines the likely impact of developing international liquid 

arrangements on global financial imbalances (see below). 

 

2) International crisis lending arrangements are developing but this is unlikely to have 

a large impact on the accumulation of international reserves. 

 

The basic welfare case for pooling reserves is simple, and essentially the same as for risk pooling 

in car or fire insurance. The reserves are allocated to the countries in need, allowing an efficient 

reduction in the total amount of reserves, which can be invested in socially more productive uses.  

 

However, there is one important difference between classical insurance and international 

liquidity arrangements. The reserves are lent, not transferred, by the insurance arrangement to the 

crisis country. This has an important implication: one must ensure that lending is repaid, which 

generally requires the imposition of conditionality on the borrowing country. This conditionality 

is different from the measures that are used to limit moral hazard in car or fire insurance, which 

aim at reducing risk-taking ex ante (before the realization of the risk). In the case of crisis 

lending, the goal is to ensure repayment ex post.
7
 The effectiveness of conditionality relies on 

providing the appropriate incentives to the borrowing country (in particular, through monitoring 

                                                 
4 For example, who would argue that China needs a large amount of reserves to defuse the risk of a speculative attack leading to a 

devaluation of its currency? However, it is mainly the risk of a speculative attack against a fixed peg, or of run on dollar deposit, 

that justifies maintaining a high ratio of reserves to M2. 

 
5 In this regard, we would suggest that the IMF request its member countries to provide a tentative cost-benefit analysis of the 

appropriate level of reserves held for precautionary reasons in the context of its annual article 4 

consultations. The IMF would simply record each country’s analysis. Presumably, comparing notes across countries and over 

time would generate some multilateral discipline, as it would be difficult for a country to change its criteria every year so as to 

justify an increasing level of reserves.  

 
6 An increase in international reserve holdings does not necessarily require a current account surplus: it can be financed instead 

by issuing long-term external debt. Such balance-sheet operations are probably a more efficient way of accumulating 

precautionary reserves than distorting the real exchange rate to generate a trade surplus. That it was not the preferred method is 

indeed one more sign that the reserves were not accumulated primarily for 

precautionary reasons. 
7 This idea is captured by Tirole’s (2002) view of the IMF as a “delegated monitor”. See Jeanne, Ostry and Zettelmeyer (2008). 
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and peer pressure).
8
 Both aspects of international crisis lending arrangements—risk pooling and 

conditionality—are key to understand and analyze the recent developments in this area.  

 

The resources of international liquidity arrangements have expanded, both at the multilateral and 

at the regional levels. The G20 economies agreed to triple the Fund's lending capacity to $750 

billion. Asian countries have made progress toward transforming the Chiang Mai arrangement 

into an Asian Monetary Fund. Looking forward, a “European Monetary Fund” has been 

discussed as a way of dealing with government debt crises in the euro area. 

 

Although this development could be justified as international crisis lending catching up with the 

higher volume of capital flows, it is paradoxical in more than one way. First, if the accumulation 

of reserves is already excessive at the country level, what is the benefit of bolstering international 

arrangements? The answer is probably (as we have argued above) that the countries that have 

accumulated the most reserves are not those who need them the most for precautionary reasons. 

 

Second, the benefits of regional arrangements seem difficult to understand from the perspective 

of insurance. Since crises are more often regional than global, the gains from pooling risks would 

seem to occur primarily between regions, not inside regions. It may be that the purpose of such  

 

 

regional mechanisms is not only insuring members of the insurance pool but also preventing a 

country specific crisis from spreading to the rest of the region though contagion. The regional 

dimension here comes from the regional scale of the externality that goes through trade and 

financial linkages. However, IMF lending can be supplemented with regional resources (as was 

the case for example in the 1994-95 Mexican crisis) on a case-by-case basis and without creating 

a regional institution. 

 

It is sometimes argued that a collateral benefit of enhancing international liquidity arrangements 

will be to mitigate global financial imbalances by reducing the developing countries’ demand for 

international reserves. However, we would argue that this effect is unlikely to be large. First, 

crisis lending is not a perfect substitute for a country’s own reserves, because of conditionality 

and of the uncertainty surrounding the access to lending in a crisis. Second, a large fraction of 

reserves does not seem to be accumulated for precautionary reasons—as we argued above—so 

that bolstering collective insurance is unlikely, per se, to significantly curb the trend of 

accumulation. 

 

There are also significant developments in the area of conditionality. The IMF is reforming its 

conditionality, which was criticized for being intrusive and biased following the 1997-98 

Southeast Asian crisis.
9
 The IMF streamlined the conditionality on its lending facilities and 

                                                 
8
 The evidence suggests that IMF conditionality has been effective in that regard (Jeanne and Zettelmeyer, 2001). 

 
9 The debates on the “excessive intrusiveness” of IMF conditionality often reflect deeper disagreements about the boundaries of 

national sovereignty and “droit d’ingérence”. To take an extr9eme an example, IMF conditionality that leads to unseat a “bad” 

policy-maker in a crisis country will be deemed excessively intrusive by this policymaker, not necessarily by the country’s 

citizens. This being said, the IMF is mandated by the governments of the member countries, not directly by their citizens. 
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created a new facility, the flexible credit line (FCL), with little ex post conditionality for 

countries with good fundamentals. The FCL was inaugurated by Mexico, with Poland and 

Colombia quickly following suit. 

 

The FCL is a positive and interesting development. It has met some demand but remains to be 

tested in a crisis situation—no country having drawn on it so far. One benefit of the FCL is to 

make the access to crisis lending more assured for countries with good fundamentals. From this 

point of view, it would be desirable to make the conditions that countries must satisfy to qualify 

to the FCL more predictable too. The IMF staff reports explaining the reasons why a country has 

been approved for the FCL could make the general criteria underpinning this decision more 

explicit.
10

 

 

Conditionality may also give us a key to understand the raison d’être of regional crisis lending 

arrangements. For example, the main purpose of an arrangement such as the Asian Monetary 

 

3) Prudential capital controls should play an increasing role in reducing macroeconomic 

risks looking forward 

 

Financial opening in emerging market countries may have benefits in decreasing the cost of 

equity capital and can have a positive effect on domestic investment. However, the economic 

gains of international financial flows seem modest for developing and emerging market 

economies (Gourinchas and Jeanne, 2006). Moreover, a voluminous literature surveyed by 

Aizenman (2004) emphasizes the risks of liberalization and the vulnerability of emerging market 

financial systems to capital mobility. By making borrowing on world financial markets easier, 

financial liberalization may strengthen market failures (moral hazard and credit constraints) that 

are prevalent in emerging markets. Even in the absence of market failures, emerging markets can 

become vulnerable to a self-fulfilling driven financial crash and capital flight when capital flows 

are liberalized between emerging markets and rich countries (Martin and Rey, 2006). This also 

raises the question whether financial integration should be encouraged at the regional level rather 

than at the global level and how the trade-offs between the forms of integration can best be 

managed (Martin 2010). 

 

Against this background, the conventional wisdom on capital controls is evolving. Chile has a 

long experience with prudential capital controls on inflows and some countries have introduced 

such controls in the current crisis. Recent research allows us to understand better the welfare case 

for optimal capital controls. For example, capital controls can mitigate booms and busts in 

capital flows and asset prices (Jeanne and Korinek, 2010). From this point of view, controls can 

be viewed as one component of the new macro-prudential policy framework that has been called 

for since the global financial crisis. The benefits of capital controls must be waited against their 

costs, which are many and have justified the opposition of the IMF to their use. This opposition 

is however softening (Ostry et al, 2010), which we see as a positive development. Looking 

                                                 
10 Another approach would be to base prequalification on quantitative criteria à la Maastricht. We would advise against it because 

of the need to preserve flexibility. Fund might be to develop a “regional conditionality” perceived to be more legitimate and 

effective than that of the IMF, and perhaps to influence IMF conditionality in the region by providing a local alternative. Looking 

forward, this raises the question of the respective roles of the IMF and regional arrangements in defining conditionality. 
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forward, the IMF should play a more active role and develop with its members a code of good 

practice for prudential capital controls. 

 

Concluding points 

 

Improving the international financial architecture requires both a strengthening of insurance 

mechanisms against macroeconomic risks and of policy tools to reduce the macroeconomic risks 

themselves. On the first point, the development of hedging instruments should be fostered by the 

international community, which can be a catalyst in the supply of socially useful financial 

innovation. International crisis lending arrangements have an important role to play, but we 

argued that the demand for international reserves and global financial imbalances are unlikely to 

be significantly affected by the strengthening of those arrangements. Finally, macroeconomic 

risks that take the form of destabilizing capital flows can be reduced by prudential capital 

controls, for which the IMF should define a code of good practice. 
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Figure 1. International Reserves in Emerging Market and Industrial Countries, 

1980-2005a 

Sources: IMF, International Financial Statistics; World Bank, World Development Indicators. 

a. Total reserves minus gold. 
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Figure 2. Reserve Adequacy Ratios in Emerging Market Countries, 1980-2005 

 
Sources: IMF, International Financial Statistics; World Bank, Global Development Finance. 

a. The conventional range of the reserves-M2 ratio is 5 to 20 percent. 
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Reform of financial regulation is a rather technical issue that would not typically be included on 

an agenda for a leaders’ summit.  However, it is important that it be part of the current summits.  

As time passes and the concerns about financial stability following the recent crisis start to ease, 

the political will to pursue the needed reforms can diminish.  Moreover, in countries where the 

domestic financial system withstood the stresses of the recent financial crisis, there can be 

increasing scepticism about the benefits of participating in the reform process.  We need to 

remember that even if our domestic institutions survived the crisis, none of us avoided the 

economic impact that has beset the world in the last couple of years.  It is in all our interests to 

press for regulatory reforms on an internationally coordinated basis to reduce the risk that we will 

be sideswiped in the future by crises, whether they arise at home or abroad. 

  

If we are going to complete the G20 regulatory reform agenda, the  leaders must continue to deal 

with these technical issues at their summits and to reach agreements on them as soon as possible. 

 

Let me begin with an assessment of where we are in the financial regulation reform process since 

the Toronto Summit and as preparations are made for the Seoul Summit.  There are three broad 

areas of regulatory reform:  capital and liquidity, market infrastructure, and systemically 

important financial institutions (the too big to fail issue). 

 

Capital and Liquidity 

The most important of the regulatory reforms is to put in place a strong capital framework for 

financial institutions.  This involves an increase in the ratio of capital to risk-weighted assets and 

some revisions to the risk weights attached to certain assets.  It also involves an increase in the 

quality of capital—that is capital that can better absorb losses.  In other words, tier 1 capital 

should be largely common equity and retained earnings.  In the Toronto Summit Declaration, the 

proposed capital ratio would require banks to be able to withstand stresses equivalent to those of 

the recent financial crisis.  The leaders indicated that they wanted to reach an agreement on the 

capital framework at their November summit. 

 

As I understand it, a good deal of hard work and good will has gone into achieving this deadline 

at the Basel Committee on Banking Supervision (BCBS).  And the expectation is that the 

deadline will be met.  While the capital framework agreement would take effect in 2011, there 

would in practice be phase-in periods that might vary among countries depending on their 

national regulatory starting points and on economic circumstances. 

 



Session 4: Reform on Financial Regulation and Financial Supervision  

 

 

There was also agreement to supplement these capital requirements with the override of a 

maximum leverage ratio on an unweighted asset base in case the risk-weightings of some asset 

classes turn out to be inappropriate.  The leverage ratio will be phased in with a monitoring 

process starting in 2011 to allow for review and calibration of the proposed ratio.  A further 

supplement to the framework is a minimum liquidity standard.  As we learned during the crisis, 

illiquidity can render otherwise solvent institutions unable to survive.  Broad agreement has been 

reached in this area, but there is more progress on the minimum liquidity coverage ratio than on 

the stable funding ratio.   

 

In all, good progress appears to be taking place with respect to capital and liquidity standards, the 

most important reform priorities.  Indeed, by the time of the seminar, we should know the 

conclusions reached at the BCBS meeting this month.  If all has gone well, that should allow for 

an agreement by the leaders in November.  A firm agreement to implement explicit new standards 

would provide huge momentum to the regulatory reform process. 

 

Market Infrastructure 

Another reform area where progress seems to be taking place is in improving market 

infrastructure.  Here the most important initiative is to identify standardized “Over the Counter” 

(OTC) derivatives and move them into clearing houses and, where possible, clear them through a 

central counterparty arrangement.  And all OTC derivatives should be reported to trade 

repositories to make these markets more transparent.  However, it is difficult to judge the full 

extent of the progress since much of the implementation work is of necessity being done on a 

country by country basis.  International coordination is focused on setting standards for risk 

management and on capital treatment for derivatives that use central counterparties.  A good deal 

remains to be done to put these infrastructure improvements into effect, and there are challenges 

in designing appropriate risk proofing arrangements.  While progress in being made to meet the 

G20 commitment of having this infrastructure in place by 2012, an extra effort will be required to 

ensure that this initiative remains truly international and does not become a series of 

uncoordinated national arrangements.   

 

Systemically Important Financial Institutions 

The third broad area of regulatory reform, dealing with systemically important financial 

institutions, presents more difficulties in making progress.  The issue is of course the moral 

hazard that arises when some institutions are regarded as being too big to fail because of their 

size and interconnectedness.  If depositors and other creditors believe a bank would never be 

allowed to fail, they will be less inclined to monitor its riskiness and will be prepared to accept 

inappropriately low risk premiums in the interest rates they receive from the bank.  This makes 

these large banks more competitive and willing to take more risk, and they are likely to become 

even more dominant.  And in our highly interconnected financial world, they become more of a 

risk to the overall financial system. 

 

The Toronto Summit Declaration asked the Financial Stability Board to make policy 

recommendations to the Seoul leaders meeting.  While there was agreement that the financial 

sector should bear the major burden of any government intervention that may be resorted to in the 

future to protect the financial system from problems at systemically important institutions, there 

was not a consensus on how to do so.  More important are policies to decrease the risk of failure 

of systemically important institutions and to try to make sure that problem institutions are dealt 
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with without public funds.  The leaders accepted in Toronto that different countries were 

pursuing varying policy approaches. 

 

The most promising policy initiatives in this area involve converting debt-like instruments issued 

by banks into common equity when an institution is in difficulty.  But for such measures to be 

effective, supervisory authorities need to have early intervention powers to take action at problem 

institutions before they have failed. 

 

The BCBS has just issued a proposal for comment that would require all tier 2 capital instruments 

on a bank’s balance sheet to have contractual terms whereby they could be written off or 

converted to equity when a bank was judged to be non-viable by its supervisory authority.  This 

would be to ensure that in the event that a government does decide to inject capital into a bank for 

fear that winding it up would put the financial system at risk, the holders of these tier 2 

instruments, such as subordinated debt, would not benefit and would still be subject to losses. 

 

More importantly, however, the Committee is also looking at “going concern” contingent capital 

arrangements.  In Canada, we have been promoting the concept that banks should issue bonds 

that would convert automatically to equity if a bank’s capital ratio fell below a minimum level.  

This could be one part of a broader package of reform that would also allow the authorities to 

take control of a faltering institution and to convert various forms of bank debt and preferred 

shares into equity to recapitalize the bank if it was too big and interconnected to be wound up.  

Ideally, no public funds would be involved.  Such a reform would help to diminish moral hazard 

by giving holders of bank debt a strong incentive to monitor a bank’s risk-taking and to demand 

adequate risk premiums to reflect those risks. 

 

Much work needs to be done to sort out what would be required to implement such a reform, but 

at least a promising avenue is being examined to deal with the too big to fail and associated moral 

hazard problems. 

 

In all, there are grounds for optimism in the financial reform area.  If the leaders live up to their 

Toronto promise to reach agreement on the major areas of capital and liquidity at the Seoul 

Summit, much progress will have been achieved.  On the too big to fail issue, the leaders need to 

push the Financial Stability Board and the Basel Committee on Banking Supervision to come to a 

consensus on policy solutions.  To announce once again that different countries are pursuing 

different options will risk having countries lock in those different solutions and undermine 

internationally coordinated reform on this issue. 

 

I would like to turn now to some comments on a couple of issues of international financial 

regulation that will merit further reflection in the future. 

 

Will the broad package of further proposed reforms permit less stringent capital and 

liquidity standards? 

 

There are a number of other regulatory initiatives being considered, some more actively than 

others, that would add substantially to the resilience of the financial system and could provide 

scope in the future for lower minimum capital and liquidity requirements than are now being 

considered. 
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First of all, the BCBS is currently finalising the proposed addition of a conservation capital buffer 

above the minimum capital ratio.  Banks with capital ratios that were not above the combined 

minimum ratio and conservation buffer would have limits on their ability to pay out dividends 

and engage in share buybacks.  What this reform seeks to do is to make sure that banks retain 

earnings and conserve capital in difficult times, which did not always happen during the financial 

crisis.   

 

A further very attractive proposal is for an additional capital buffer that would vary on a 

countercyclical basis.  Banks would be required to build up capital in good times, which then 

could be run down in bad times.  This would be extremely helpful in ensuring that excess capital 

is accumulated in times when additional credit risks are being taken on and then capital is 

available when some of these risks do not work out and losses are incurred, thereby protecting 

core capital positions.  This initiative would also be useful in reducing some of the cyclical 

economic fluctuations now typically caused by the financial sector.  These countercyclical 

buffers are currently being considered by the BCBS.  One design issue is how automatic this 

process could be.  Various studies have looked at metrics such as the ratio of private sector credit 

to GDP relative to its long-term trend to trigger a requirement for banks to build up capital 

buffers.  This metric could also be used to release this buffer in bad times, but it does not work as 

well and some additional measure such as loan losses may also be considered.  At least to start 

with, it is highly likely that accumulating and releasing capital buffers would require some degree 

of discretion by the authorities. 

 

Another initiative being put in place in some countries and being considered more broadly is to 

set up a macroprudential authority that would monitor systemic stresses and respond to those that 

potentially put the financial system at risk.  Systemic stresses are those that may not look all that 

serious for any individual bank but looked at from a macro point of view could put a highly 

interconnected financial system at risk.  Identifying systemic risks is not all that easy or 

straightforward, and a good deal of work has been going on at central banks to identify early 

warning signals of system stress.  As well, finding policy instruments to use when problems are 

identified is also challenging.  So far, the countercyclical capital buffers linked to a rapid 

expansion of credit as a measure of stress, which I  mentioned, have the most promising potential 

in this area.  And it may well be that the discretionary authority to trigger the build up and run 

down of such buffers should be the macroprudential body set up to deal with systemic risks. 

 

To the extent that periods of rapid expansion in the housing and mortgage markets are another 

potential source of systemic risk that can be readily identified, there are instruments available to 

the macroprudential authority such as tightening maximum mortgage loan to housing purchase 

price ratios and mortgage payment to borrower income ratios. 

 

My point is that having a body charged with monitoring systemic risks, identifying potential 

excess risks when they arise and taking actions when needed would reduce some of the 

unexpected stresses on banks that minimum capital ratios are there to cover. 

 

With respect to potentially easing minimum liquidity ratios, a possible initiative is to put in place 

infrastructure to ensure continuously operating markets in those funding markets that are crucial 

to the daily operation of the financial system.  I think it is well accepted that the liquidity stresses 
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early in the crisis that undermined confidence in financial institutions were exacerbated by 

funding market failures.  I have already mentioned the steps being taken to move OTC 

derivatives into exchanges and central counterparty arrangements.  Risk-proofed central 

counterparty structures for some crucial funding markets would lower the liquidity risks that 

banks would face. 

 

If, as we look ahead, these additional regulatory initiatives were put in place and operating 

successfully, there should be room to lower the levels of minimum capital and liquidity 

requirements that are now being considered.  While work at the BIS suggests that there is a high 

benefit-cost payoff to the new, more stringent capital and liquidity requirements, the financial 

industry and some of its customers are concerned about the negative impact of the increases in 

the cost of finance that may follow.  An efficient financial industry that attracts savings and 

allocates credit at reasonable cost is crucial to well functioning economies.  Although the recent 

crisis is still vivid in everyone’s mind, the G20 leaders still need to be careful to strike an 

appropriate regulatory balance between prudence and efficiency. 

 

Institutional Reforms  

Finally, I would like to say a word about the institutional arrangements to make the new 

international regulatory framework operate successfully into the future. 

 

Most importantly, we need to recognize the crucial role of the Financial Stability Board in putting 

together the reform package and selling it to its members.  However, setting improved regulatory 

standards for financial institutions is not sufficient by itself.  Effective supervision is also 

required to ensure that the standards are being adhered to.  I found it interesting to see the 

emphasis given to supervision in the Toronto Summit Declaration, which also tasked the FSB to 

make recommendations to the Finance Ministers and Central Bank Governors on means to 

strengthen supervision.    

 

And once the reforms are in place, there will be a need for continuous monitoring by the FSB of 

their effectiveness and of the extent to which supervisors in each country are implementing the 

reforms in a reasonably comparable fashion.  If some countries are not appropriately interpreting 

and enforcing the agreed regulatory standards, there will be incentives for other countries to ease 

regulatory requirements as well to protect the international competitiveness of their banks, and 

the agreement will start to break down.   

 

Perhaps the most effective instrument for the FSB to carry out these tasks is through a regular 

system of peer reviews.  While reviews are already being done by the IMF/World Bank Financial 

Sector Assessment Program, they are no substitute for the real peer reviews that the FSB has 

started to use.  But this will impose a substantial ongoing burden on the FSB.  Moreover, for the 

FSB to be truly effective in making the financial system more robust and resilient on a global 

basis, it needs to increase its outreach to non-G20 countries and to formalize that process.  These 

responsibilities for the FSB will require resources and, most crucially, ongoing support from the 

G20 leaders.   

 

Ideally, what we should aim for, as we look forward, is for the FSB to become in effect a 4
th

 

pillar of the international economic and financial order along with the IMF, the World Bank (and 
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regional development banks) and the WTO.  We should press the G20 leaders to start thinking 

along these lines.  
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POLICY CHALLENGE

The global harmonisation of all aspects of financial regulation cannot be
achieved. Many elements of financial stability and customer-protection pol-
icy can be determined locally. Some competitive distortions and opportuni-
ties for regulatory arbitrage will remain inevitable. But action is needed at
global level to prevent damaging fragmentation of capital markets. Policy
makers should prioritise four key components: (1) building stronger global

public institutions, to get a
comprehensive analytical pic-
ture, set authoritative stan-
dards, and foster and monitor
the consistency of regulatory
practice; (2) globally consis-
tent financial information; (3)
a globally integrated capital-
markets infrastructure; and
(4) addressing competitive
distortions among  global cap-
ital-market intermediaries.

National
authorities

Financial
Stability Board
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IOSCO

International
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Scoring of G20 financial regulation action points,
by type of institution(s) in charge (max = 10)

SUMMARY The financial crisis has intensified the focus on financial regula-
tion at global level, placing it at the top of the G20 agenda. However, global
convergence is made more difficult by financial multipolarity, meaning the
rise of emerging economies and its impact on decision-making at global
level, and financial reregulation, meaning the trend towards stronger regu-
lation of financial systems to buttress financial stability, particularly in
developed economies. As a result, the ambitious objectives initially set by
global leaders have so far not been turned into major international break-
throughs, and continued global capital-market integration can no longer be
taken for granted.

Sum of scores on effectiveness, cross-border consistency and follow-up,
sorted by leading institution in charge. See Figure 2 on page 5 for details.
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1. Credit is due to
Michael Gadbaw for this
use of the late US politi-
cian Tip O’Neill’s prover-

bial saying on politics.

2. The G10 , established
in 1962, is composed

of Belgium, Canada,
France, Germany, Italy,

Japan, the Netherlands,
Sweden, the UK, the US,

and also Switzerland
which formally joined in

1983.

3. The US is the main
outlier. Japan has not

made IFRS mandatory,
but allows companies
to use them instead of

national standards.

4. This programme is
jointly operated with

the World Bank when
applied to developing

countries.

AS THE SAYING GOES, ‘all politics is
local’, but equally ‘all economics is
global’ and regulation is one arena
in which they meet and conflict1.
This has been particularly true for
financial regulation in the wake of
the unprecedented financial crisis.
Financial regulation has been her-
alded as a top priority by the newly
prominent G20. But almost two
years on the feeling prevails, espe-
cially in Europe, that the results
have not matched the initial ambi-
tion. This warrants a reconsidera-
tion of the global financial
regulatory agenda. All things being
equal, consistent regulatory
choices across the globe are
preferable, but achieving consis-
tency involves difficult political
and economic trade-offs.

1 THE RISE OF GLOBAL FINANCIAL
REGULATION

‘Financial regulation’ commonly
indicates a cluster of interrelated
policies designed to ensure the
proper functioning and the
integrity of the financial system,
including public regulation and
supervision of bank capital, lever-
age, liquidity and risk manage-
ment; control of moral hazard and
financial industry incentives; cus-
tomer protection; and regulation of
capital markets. Capital-flow con-
trols, prevention of money laun-
dering and taxation of financial
activities can overlap with this
agenda but are not in a strict
sense about financial regulation.

Until the 1970s, financial regula-
tion developed almost exclusively
at national level. In 1974, the

international ripple effects of the
bankruptcy of Germany’s Herstatt
Bank led to the formation by the
G10 Ce ntral Bank Governors2 of the
Basel Committee on Banking
Supervision (BCBS) hosted by the
Bank for International Settlements
(BIS, established 1931). In the
1980s, as the savings and loan
crisis led to tighter capital regula-
tion in the US, American banks
successfully argued that equiva-
lent regulation should be imposed
on banks in other jurisdictions,
especially Japan. Thus in 1988 the
BCBS produced the first Basel
Capital Accord. Risk weighting
under this agreement was subse-
quently deemed too crude to be
effective, and in 2004 the BCBS
produced a new accord known as
Basel II.

Separately, a global financial
reporting and auditing framework
emerged, at first at the initiative of
the private-sector accounting pro-
fession through the International
Accounting Standards Committee
(IASC) in 1973 and the
International Federation of
Accountants (IFAC) in 1977. The
IASC was made independent from
professional bodies in 2001 and
renamed the International
Accounting Standards Board
(IASB). Many countries have
agreed to adopt the IASB’s
International Financial Reporting
Standards (IFRS) following the pio-
neering decision of the European
Union in 2000-023.

Securities regulators coordinate at
the global level through the
International Organisation of

Securities Commissions (IOSCO),
created in 1983 from a pre-exist-
ing pan-American regional associ-
ation formed in 1974. Insurance
oversight is discussed within the
International Association of
Insurance Supervisors (IAIS),
established in 1994. Public-sector
audit supervisors, set up in the US
and elsewhere after accounting
scandals including the Enron col-
lapse in the early 2000s, estab-
lished the International Forum of
Independent Audit Regulators
(IFIAR) in 2006.

Beyond these sector-specific ini-
tiatives, the late-1990s emerging-
market crises proved that vulnera-
ble financial firms could cause
international macroeconomic
instability. In response, finance
ministers and central bankers
from developed and developing
countries met in different forums,
successively the G22 (1998), G33
(early 1999) and eventually the
G20 (late 1999). Simultaneously,
developed countries established
the Financial Stability Forum
(FSF) to enhance their coordina-
tion and foster global standards.
Also in 1999, the International
Monetary Fund (IMF) was tasked
with assessing national regulatory
and supervisory frameworks
through the Financial Sector
Assessment Program (FSAP)4. 

The present crisis has further
enhanced the status of financial
regulation from a technical issue
dealt with by specialised bodies to
a matter of relevance for political
leaders. The G7/G8, meeting since
the 1970s, tended to focus on



Table 1: Major crises and international financial regulatory initiatives

First world war/German reparations BIS 1931

Great Depression/second world war/post-
war reconstruction

IMF, World Bank, OECD 1945-48

Herstatt Bank failure BCBS 1974

Latin-American crisis/
savings and loan crisis

Basel Capital Accord 1988

Transition in ex-communist countries EBRD5 1991

Asian financial crisis FSF, FSAP, G20 1999

Enron/various accounting scandals IFIAR 2006

Current crisis G20 Summits, FSB 2008-09
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5. European Bank for
Reconstruction and

Development.

international macroeconomics
and trade, but G20 summits since
2008 have looked extensively at
financial regulation, which was the
focus of no fewer than 39 out of
the 47 action points in the first
G20 summit declaration
(November 2008). In April 2009,
G20 leaders extended the FSF to
major emerging economies, and
renamed it the Financial Stability
Board (FSB). The memberships of
the BCBS and other Basel-based
committees were also extended to
include all G20 countries.

Because financial regulation only
recently became a major interna-
tional economic-policy issue, the

corresponding conceptual and
analytical foundation is less solid
than for, say, trade and interna-
tional macroeconomics, which
have been topics of intense eco-
nomic research and negotiation
for decades. 

The substantial body of literature
on financial markets and interme-
diaries has long been only tenu-
ously linked to mainstream
economics. The impact of many
regulatory questions on specific
market participants has also
made this policy area prone to var-
ious forms of private-sector cap-
ture. Consequently, while it has
gained great prominence, financial

regulation remains a compara-
tively immature component of
international economic policy.

2 THE NEW CONTEXT: MULTI-
POLARITY AND REREGULATION

Policy outcomes will be shaped by
two major shifts, which we may
call financial multipolarity and
reregulation. The first predates the
crisis but was arguably reinforced
by it, while the second is a direct
consequence of the crisis.

By financial multipolarity we
mean that the geography of global
finance is rapidly evolving from a
mainly North-Atlantic focus
towards a much broader canvas.
Notwithstanding the 1980s bub-
ble in Japan, the joint dominance
of Europe and the US in financial
matters has long looked resilient,
in spite of the rapid catch-up
growth of emerging economies.
But the centre of gravity of global
finance is now moving eastward.
Among the world’s 100 largest
listed banks by market
capitalisation, the share of emerg-
ing markets has surged from
almost none to more than a third,
more than either Europe or the US
(Figure 1). This is partly explained
by the extraordinary rise in value
of major Chinese banks since their
initial public offerings in 2005-06.
Even though their international
activity remains limited for the
moment, these new entrants rep-
resent a major change in the global
landscape.

Looking at global financial centres
rather than firms, a similar picture
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Figure 1: Global 100 largest listed banks, distribution 1996-2010



crisis. The new trend does not
mean that no financial activities
will escape regulation in the years
ahead, but it is nevertheless mak-
ing its impact felt and is attracting
solid cross-partisan political con-
sensus in most major developed
economies. 

3 LIMITS AND PRIORITIES OF
INTERNATIONAL COLLECTIVE
ACTION

The consequences of financial
multipolarity and reregulation
may be more profound and wide-
ranging than has often been
acknowledged. They make global
financial regulatory harmonisa-
tion a more distant prospect than
was the case before the crisis. It is
easier to harmonise when there is
hegemony of one country or one
bloc than when many diverging
voices need to concur for a deci-
sion to be made. It is also easier to
harmonise rules in an era of dereg-
ulation, by reaching agreement on
a low common denominator, than
when expectations are raised as to
what the rules should achieve and
these expectations differ from one
jurisdiction to another. 

In today’s multipolar financial
world, levels of financial develop-
ment vary hugely. As a conse-
quence, not only do preferences
differ but governments’ interest in
financial regulation, and technical
capacity to discuss it, are also
unequal. In certain cases, authori-
tarianism or a fierce commitment
to sovereignty may limit the scope
of global agreement. By the same
token, multipolarity means that

br
ue

ge
lp
ol
ic
yb
ri
ef

04

6. Unfortunately, both
rankings were intro-

duced too recently to be
used to analyse

mid-term trends.

7. See for example
Graham Bowley and Eric

Dash, ‘Wall St. Faces
Specter of Lost

Trading Units’,
The New York Times, 6

August 2010.

8. Patrick Foulis, ‘They
Might Be Giants: Special

Report on Banking in
Emerging Markets’,

The Economist,
15 May 2010.

9. See for example, ‘A
Hundred Small Steps:

Report of the Committee
on Financial Sector
Reform’, headed by

Raghuram Rajan,
Government of India

Planning Commission,
2009.
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emerges: Table 2 shows that Asian
centres are hot on the heels of
London and New York in the global
pecking order6. To chase high sav-
ings and sovereign wealth, asset
management teams, which a
decade ago would have chosen
London or New York as their obvi-
ous location, increasingly base
themselves in Dubai, Hong Kong or
Singapore. Over the next decade,
the combination of deleveraging in
the west and continued financial
development in emerging
economies will certainly reinforce
the trend towards multipolarity,
with a resulting shift of power in
the global financial policy debate,
even if emerging countries have
been discreet in these so far. An
additional factor is that the crisis
has dented what previously
seemed to be western intellectual
leadership in financial matters. 

Financial reregulation refers to the
heightened concern of policymak-
ers in developed economies about
financial stability, and correspon-
ding disillusionment about the
economic benefits of unfettered

finance, leading them to constrain
the financial industry in new ways.
For example, the July 2010 Dodd-
Frank Act in the US introduced sig-
nificant changes in many areas, in
the face of most suggestions from
the financial industry7. The EU has
also initiated new financial legisla-
tion. In emerging economies,
finance is typically more tightly reg-
ulated, and in many cases is largely
or almost totally state-owned8.
Several emerging economies may
in the years to come move towards
further liberalisation of their finan-
cial systems to boost credit devel-
opment and growth9. But this is
unlikely to hamper the drive
towards reregulation in richer
economies with high levels of
financial development. 

Reregulation should not be seen
as a sudden, across-the-board
paradigm change, but rather as a
long-term trend reversal. While
much financial business remained
highly regulated, there was a trend
towards liberalisation and reliance
on market discipline during the
two decades that preceded the

Table 2: Two league tables of global financial centres

International Financial Centres
Development Index

Global Financial Centres Index

New York 88.4 London 775

London 87.7 New York 775

Tokyo 85.6 Hong Kong 739

Hong Kong 81.0 Singapore 733

Paris 72.8 Tokyo 692

Singapore 70.1 Chicago 678

Frankfurt 64.4 Zurich 677

Shanghai 63.8 Geneva 671

Washington 61.1 Shenzhen 670

Sydney 59.5 Sydney 670
Source: Xinhua-Dow Jones IFCD Index, July 2010; Z/Yen and City of London, 7th Global
Financial Centres Report, March 2010.



the range of regulatory issues on
which developed countries can
negotiate an agreement and then
impose it on the rest of the world is
dwindling rapidly. These limita-
tions are likely to become increas-
ingly visible in the next few years.
In the current context, harmonisa-
tion efforts might only lead to
weak global standards, necessar-
ily complemented by tougher rules
in countries with higher regulatory
expectations.

The shift to reregulation also
transforms the position of several
actors, especially the EU. In the
previous phase, EU institutions
were instinctively internationalist,
as global initiatives could be effec-
tive drivers of intra-EU harmonisa-
tion. The adoption of IFRS in
2000-02 was a quintessential
case. It enabled unification of
accounting standards throughout
the EU, where previous EU-only
efforts to achieve that aim via
directives had failed. But now,
such dynamics are becoming
unlikely as more EU-specific politi-
cal objectives are fed into the regu-
lations. This is illustrated by
growing tensions between the EU
and the IASB (which themselves
dampen the prospects of IFRS
adoption in the US), but also by
other cases such as the
Alternative Investment Fund
Managers Directive proposals.
Reregulation is making the EU
more unilateralist, as the US has
been for a long time.

The combination of financial multi-
polarity and reregulation also
reduces the relative effectiveness
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and increases the complexity of
soft coordination, which in turn
gives more salience to formal,
often legally grounded, processes.
The high level of voluntary cooper-
ation among central banks
throughout the crisis provides a
counterexample, but the unique
specificities of central banking
mean this cannot provide a tem-
plate for regulatory policy. 

Figure 2 scores the 39 financial
regulation action points in the first
G20 summit declaration. For each,
we have graded the effectiveness
of implementation, the cross-bor-
der consistency and the follow-up
initiatives taken up to the time of
writing. The analysis shows that
the more the implementation of
the action point depends on action
by an international body with sig-
nificant autonomy in administra-
tion and resources, the more
effective the implementation.

Given the reluctance to delegate
formal powers to the supranational

level, accentuated by differences
of financial-industry structures
across jurisdictions (such as the
dominance of universal banks in
the EU, state-owned banks in
developing countries, and differ-
ences between common-law and
civil-law systems), global financial
regulation will be unable to provide
a seamlessly integrated, global
level playing field in which all
financial intermediaries can com-
pete fairly on all markets, inde-
pendently of their country of
origin. From this perspective, it
should not be a surprise if the
eventual outcome of the ‘Basel III’
discussion, due in November
2010, is not deemed demanding
enough to meet the reregulation
requirements of several key coun-
tries (possibly including Switz-
erland, the UK and the US) in spite
of the achievement of concluding
such a complex agreement in a
fairly limited timeframe. Similarly,
measures to tackle the moral haz-
ard inherent in systemically
important financial institutions, on

National  authorities
(8 items)

FSB
(8 items)

BCBS, IASB, IOSCO
(17 items)

IMF
(6 items)
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The data and methodology are detailed in Stéphane Rottier and Nicolas Véron, ‘An Assessment of
the G20’s Initial Action Items’, Bruegel Policy Contribution 2010/08, available on www.bruegel.org.

Figure 2: Scoring of implementation of financial regulation action
points in the November 2008 G20 Declaration, 

by type of main decision-making institution



which the FSB is to produce a
report later this year, and more
generally rules that shape the
structure of the financial industry,
such as the ‘Volcker Rule’ in the US,
will predominantly belong to the
national (or EU) level.

Fortunately, many aspects of
financial stability policy can be
tackled effectively at local level,
and diversity of approaches can
even be beneficial. As Figure 3
illustrates, the international activ-
ity of large banks is typically less
than one-quarter of the total. The
main exception is the EU, where a
high level of cross-border integra-
tion and the commitment to a sin-
gle market call for a strong
supranational supervisory frame-
work, which is currently being dis-
cussed. But elsewhere, even
multinational groups do not
require internationally uniform
supervision. The likes of HSBC or
Santander illustrate that interna-
tional synergies can arise from the
leverage of technological prowess
or consumer service know-how,
even with locally capitalised and
funded retail subsidiaries that are
subject to disparate supervisory
standards. As for cross-border
retail branches, they are a
generally disappearing species fol-
lowing the Icelandic experience.

However, some crucial regulatory
concerns can only be addressed at
global level. Without global collec-
tive action, there is a risk of frag-
mentation of global capital
markets. The economic benefits of
global financial integration for
developing economies have been

In other terms, and with due quali-
fication, financial integration is a
global public good whose benefits
may be at risk in an era of financial
multipolarity and reregulation.
Reregulation enhances the risk of
mutually incompatible policies
leading to market fragmentation,
and no single power can exert suf-
ficient leadership, benevolent or
otherwise, for consistency to be
ensured. The crisis itself has
stalled the growth of cross-border
financial flows to emerging coun-
tries, as Figure 4 shows. Available
data suggest that the same is true
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10. See for example
Dani Rodrik and Arvind

Subramaniam, ‘Why did
Financial Globalization
Disappoint?’, IMF Staff

Papers 56:112-138,
January 2009.

11.  International
Monetary Fund,

‘Reaping the Benefits of
Financial Globalization’,

discussion paper pre-
pared by the Research

Department, June
2007.

12.  See William Cline,
Financial Globalization,

Economic Growth, and
the Crisis of 2007-09,

Peterson Institute
for International

Economics, May 2010,
for a development of

this argument and
extensive literature

review. 
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Figure 3: Internationalisation of largest listed banks,
selected jurisdictions
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Figure 4: Net private financial flows to emerging and
developing countries

questioned10. The Asian crisis in
particular led international finan-
cial institutions to step back from
advocating unlimited openness to
foreign capital flows11. But for devel-
oped economies, and increasingly
for emerging econo-mies, econo-
mists broadly agree that cross-bor-
der capital market integration has a
significant positive impact on
growth, by broadening the pool of
investors that capital-hungry eco-
nomic actors can access, and con-
versely by broadening the range of
investment opportunities for capi-
tal providers12.



of global capital flows more
generally13.

4 A PRACTICAL AGENDA FOR
GLOBAL CAPITAL MARKETS

To ensure the sustainability of
financial integration, four compo-
nents are essential.

The first is stronger global public
institutions. The current environ-
ment makes this difficult to
achieve, but at the same time
more important as the potential for
effective voluntary coordination is
eroded. Global public institutions
help to provide a comprehensive
analytical picture, set authorita-
tive standards, and foster and
monitor consistency of regulatory
practice. Policymakers should
build on existing institutions wher-
ever possible, but where suitable
institutions are unavailable, they
must also be ready to create new
ones. The G20 has a major role to
play in empowering such institu-
tions and granting them wide
acceptance, but it cannot claim to
represent all countries, and is
bound to fail if it tries to microman-
age individual topics. The overall
geography of global public bodies,
whose symbolic but also practical
impact cannot be overstated,
should be rebalanced, perhaps by
relocating one of the Bretton
Woods institutions to Asia. Key pil-
lars of a global financial body’s
strength include: a transparent
governance framework that clearly
sets out its mission, properly iden-
tifies its stakeholders, and makes
it accountable to them; adequate
and stable financial and human
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13. See McKinsey
Global Institute, ‘Global

Capital Markets:
Entering a New Era’,

September 2009.

14. These points will be
further developed in a

forthcoming Bruegel
publication on

accounting policy.

15. Before the crisis,
only the US and a few

other jurisdictions such
as Argentina, Mexico
and South Korea for-
mally regulated and

supervised credit rating
agencies. Now

Australia, the EU, India
and Japan have intro-

duced regulation in this
area, and several  oth-
ers are in the process

of doing so.
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resources, avoiding funding mech-
anisms that could be leveraged by
special interests to compromise
the body’s independence; suffi-
cient access to relevant informa-
tion, for which formal
commitments by national or
regional authorities may often be
indispensible; and practice that is
consistent with its proclaimed
aims. Specific recommendations
along these lines are outlined in
the following paragraphs.

Second, globally consistent finan-
cial information is crucial. To start
with, the IASB needs a sustainable
strategy and governance model to
build more trust among its stake-
holders, especially investors
which are the primary users of
financial reporting.
Instead of having
each of its standards
made mandatory
everywhere, an
overly ambitious aim
in the short term, the
IASB should insist on
universal recognition
of voluntary IFRS adoption by
those issuers that desire it. It
should also monitor better how
IFRS are applied, in liaison with
local authorities. Such measures
are needed to prevent the risk of
this unique experiment in global
standard-setting being derailed14.

Equally important is to ensure
greater consistency of audits.
Currently, audit firms are only reg-
ulated at national level; IFIAR does
not even have a permanent secre-
tariat. The 2002 US Sarbanes-
Oxley Act attempted to grant US

audit oversight authorities an
extraterritorial mandate, but this
has not been accepted interna-
tionally. The creation of a new
global body (or a dramatic step-
ping-up of IFIAR’s status) may be
needed to underpin the global
integrity of audit processes.

Public information on financial
risks should be enhanced, espe-
cially for financial-sector firms.
Current risk-disclosure frame-
works, whether as part of IFRS or
Basel II (‘third pillar’), have proved
insufficient, and the malfunction
of credit-rating agencies in
assessing structured products has
compounded the problem. The
publication of ‘stress-test’ results
in the US (May 2009) and EU (July

2010) was linked to
the crisis and may
not be made a regular
process, but regula-
tors must find a way
to bring about lasting
improvement to
financial risk disclo-
sure. Additionally, the

public supervision of rating agen-
cies, which is spreading at a rapid
pace15, should be strongly coordi-
nated at global level in order to
safeguard the global consistency
of rating methodologies.

At an aggregate level, the degree of
internationally comparable infor-
mation currently available to the
public on financial systems and
markets, including disclosures on
government finances and their
support to financial firms, is
entirely insufficient. It must be
increased. Governments and

‘The level of interna-
tionally comparable
information on
financial systems
and markets is
entirely insufficient.’
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NOT ALL FINANCIAL REGULATION IS GLOBAL

supervisors should make a credi-
ble commitment to providing much
more detailed, reliable and regular
information, to be pooled at global
level by the IMF and/or the BIS and
to be made publicly available in an
appropriate form.

Third, new arrangements are
needed to enable and adequately
supervise globally integrated capi-
tal-market infrastructure. The
‘plumbing’ that underpins markets
for securities and derivatives is a
big determinant of cross-border
integration. Most prominently, the
new trend to have over-the-counter
derivatives cleared by central
counterparties, or even migrated
to organised trading platforms, is
to be welcomed but also increases
the risk of fragmentation along
geographical or currency lines of
markets that until now had
achieved global scale. Central
counterparties are systemically
important and quintessentially
‘too-big-to-fail’ financial institu-
tions, which raises the question of
how some form of fiscal backstop
could be put in place if their super-
vision were to be transferred to
supranational level. However, this
is an area where ex-ante burden-
sharing, or a formal agreement by
all or most jurisdictions concerned
on how to apportion the cost of an
international bail-out, is easier to
envisage than in the case of
banks, given the relatively
straightforward nature of the
activity. Therefore, global or supra-

national supervision may come
earlier to clearing (and perhaps
trading) platforms than to cross-
border banks. It is also an arguably
more pressing need, given these
players’ central role in shaping
global market integration.

Fourth, capital-market intermedi-
aries require a global playing field.
We argued in the previous section
that retail banking regulation can
largely be tackled by individual
jurisdictions. However, the activity
of investment banks and of many
non-bank capital-market interme-
diaries tends to be more globally
integrated, which is bound to cre-
ate tensions in a world in which
supervision is reinforced but
remains far from internationally
consistent. Recovery and resolu-
tion plans, or ‘living wills’, are a
novel idea to ensure the orderly
management of failing globally
integrated financial institutions,
but they may increase fragmenta-
tion in the absence of an interna-
tional resolution authority.
Moreover, the investment banking
arms of universal banks from large
countries benefit from govern-
ment guarantees on their home-
country deposits and access to
central-bank funding to an extent
unavailable to competitors from
small countries, which may be ‘too
big to save’ given limited fiscal
capacity at home, and to pure-play
investment banks, which do not
have access to such guaranteed
funding. To this there is no obvious

solution, and we may have to live
for some time with serious com-
petitive distortions, with players
from smaller countries being
placed at a structural disadvan-
tage. More discussion is needed on
these challenges. A stronger inter-
national competition-policy frame-
work may be part of the answer in
the fight against damaging eco-
nomic nationalism by govern-
ments and predatory behaviour by
intermediaries.

All in all, the future global financial
regulatory landscape is more likely
to resemble a Japanese garden,
with new details and perspectives
emerging at each step, than a cen-
tralised and symmetrical jardin à
la française. Consistency will not be
uniformly achieved, the boundary
between global and local decision-
making will remain controversial
and in flux, and a spirit of experi-
mentation and institutional entre-
preneurship will be required. As
political philosopher Francis
Fukuyama put it in a 2005 lecture
at Yale University, ‘creating new
institutions that will better balance
the requirements of legitimacy and
effectiveness will be the prime
task for the coming generation’16.
This general statement certainly
applies to financial regulation.

The views expressed are those of
the authors and not of their
employers. The authors are grate-
ful to all those who reviewed the
draft of this policy brief. 

16. Published in Francis
Fukuyama, America at

the Crossroads, Yale
University Press, 2006.  
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I. Why is Trade Agenda Important? 

 � The multilateral trade system has operated effectively during the global economic crisis. 

 

- Trading activities would have contracted further in the absence of WTO. 

- While global trade fell by 12.5% in 2009, only about 1% of world imports were affected 

by new trade restricting measures. 

 � The rapid and coordinated G20 response to the rising protectionism made vital contributions to 

minimizing headlong contraction of global trade. 

 

- Effective monitoring against protectionist measures through WTO. 

- Successful promotion of trade financing measures and aid for trade since the G20 

Summit in London. 

 � Strengthening of the multilateral trade system and promotion of free trade are essential to 

sustained economic growth as well as job creation. 

 

- Trade promotes exploitation of economies of scale and specialization, helps transfer 

innovation, and improves consumer choice. 

 

� Openness of markets to competition provides powerful incentive for resource 

allocation towards the most productive use, raising economic efficiency and 

boosting incomes and economic growth. 

� Per capita real income grew more than three times faster for developing countries 

that lowered trade barriers (5.0% per year) than other developing countries  (1.4% 

per year) in the 1990s (World Bank). 

 

- Trade liberalization will lead to overall job creation, provided that appropriate economic 

policies are in place (OECD). 

 

� Globalization and openness are associated with high employment levels if 

accompanied by a coherent policy framework for structural as well as labor market 

adjustments. 

� In the short run, however, the net employment effects of trade liberalization may 

depend on country-specific factors such as education level and the functioning of the 

labor and product markets. 
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� Agenda to be discussed 

 

- Combating protectionism 

- Reviving the Doha Round Talks 

- Maintaining the momentum of ‘Aid for Trade’ 

- Response to green protectionism 

 

 

II. Combating Protectionism 
 

<Background> 

 � The recent monitoring shows a declining trend of newly imposed measures since the outbreak of 

the financial crisis in 2008.  

 

- The WTO Secretariat has calculated that new import restricting measures implemented 

since November 2009 cover just 0.4% of total world imports. 

- Some countries imposed measures that facilitate trade, such as reduction or temporary 

exemption of import tariffs. 

- However, new restrictions can be accumulating depending on a pace of removal of 

previously adopted restrictive measures. 

 

Figure. Trend of the number of discriminatory measures newly imposed 

Source: Global Trade Alert. June. 2010. 

 � The most common border measures reported to the WTO were trade remedy investigations 

(antidumping, countervailing and safeguard), increase in import tariffs, import bans and import 

license. 

 

- The number of AD investigations raised by G-20 countries in 2009 was 21% less than in 

2008 (152→193).  

- Countervailing duty (8→26) and safeguard investigations (5→12) increased from 2008 

to 2009.  

- Some WTO member countries have also raised concerns about SPS and TBT measures.  
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� Although some countries dismantled emergency bailouts and state-aid measures, other countries 

have extended or expanded such programs or even introduced new schemes.  

 

- This means that such programs could become an entrenched feature of economic policy 

in some countries.  

 

Figure. Top 10 implemented measures that discriminate against foreign commercial interest  

since the first G-20 crisis meeting 

Source: Global Trade Alert. June. 2010. 

 

<Suggestions> 

 � Although resort to protectionist measures has muted so far, it is still necessary to establish a 

common understanding that the commitment to sustain strong denunciation of protectionism at 

the G-20 Summits will make vital contributions to the global economy which is still not free from 

the potential recession.  

 

- G-20 should reinforce the commitment to resist protectionism and request countries to 

continue public reporting on their trade policy. 

� G-20 leaders’ official commitment expires at the end of 2010.  

 � Consensus on the following needs to be reached at the Seoul G20 Summit.  

 

- The monitoring mechanism of the WTO is still vital to prevention of additional attempts 

at protectionism. 

- Removal of discriminatory or trade-distorting provisions from all stimulus measures. 

- Restrictions on raising border measures including trade remedy investigations and 

increase in applied tariffs, etc.  

- Transparent sharing of information concerning disguised cross-border trade barriers such 

as SPS and TBTs. 
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III. Reviving the DDA 
 

<Background> 

 � Regarding the fourth revised draft modality (agriculture, NAMA) which was distributed in 

December 2008, opinions nearly reached full consensus. However, in the end, due to different 

views about some issues such as the SSM (special safeguard mechanism), sectoral liberalization 

and cotton, consensus on modalities was not achieved.  � Political impetus for completion of the DDA negotiations by the end of 2010 was generated 

through many summit talks and ministerial conferences held in 2009.  

 � Since the second half of 2009, WTO member countries have engaged in technical negotiations on 

the revised draft modality in which no significant progress was made in the first half. Bilateral 

and plurilateral consultations have been conducted simultaneously. Efforts on the DDA 

negotiations have been continuing to find a breakthrough through several international 

conferences and a variety of negotiation methods.  
- The DDA stock-taking meeting, which was held in March 2010, closed with no 

significant results other than WTO Director-General Pascal Lamy's statements about 

future negotiation methods. At the meeting, he urged adoption of a “cocktail approach” to 

the negotiations, which implies that negotiations would be taking place concurrently in 

various forms.  

- The OECD Ministerial Meeting held in May established a consensus to promote a 

"horizontal process" which includes all negotiation coverages. The APEC Meeting of 

Ministers Responsible for Trade in June adopted a special statement that urged the early 

conclusion of the DDA negotiations.  

 � The political momentum for conclusion of the DDA negotiations by the end of 2010 has been 

already generated. But, difference of opinions between member countries on the major issues has 

brought the process to a standstill: prospects for the negotiations are currently not optimistic. 

 

- The DDA negotiations in 2010 were not moving in the favorable direction from the early 

stage: as a result of conflicting opinions among member countries, they failed to decide 

whether to hold the ministerial meeting in the first half of 2010. While Pascal Lamy, the 

Director-General of the WTO, suggested holding a ministerial meeting in May 2010, the 

US objected to the proposal, stating 'it is not yet time'. 

- In addition to the DDA stock-taking meeting in March 2010, various gatherings including 

plurilateral negotiations, WTO Director-General Pascal Lamy's consultation, the OECD 

Ministerial Meeting, and the Toronto G-20 Summit were closed without any particular 

results concerning the progress of the DDA negotiations.  � In the future, factors that will have major influence on the DDA negotiations will be: 

concentration of political power to bring about a settlement and political conditions in the major 

countries (the off-year election in the US in the second half of 2010, whether the Obama 



Session 5: International Trade   

 

administration obtains the Trade Promotion Authority (TPA), the presidential election in Brazil). 

 

<Suggestions> 

 � For the settlement of the DDA negotiations, it is necessary to make a breakthrough in the 

negotiation, currently stuck in impasse, as soon as possible. Since most of the major member 

countries at the WTO are also G-20 members, G20’s efforts are critical to the settlement of the 

DDA negotiations.   � To establish a political momentum for the conclusion of the DDA negotiations, holding a senior 

officials meeting prior to the Seoul Summit in November is desired. And then a strong political 

message for the successful conclusion of the negotiations should be produced at the Summit.   
- The Seoul Declaration should include an assessment of the failure as well as schedule for 

future action so that it can deliver a strong message for the settlement of the DDA 

negotiations.   � One way of inducing mutual concessions in the currently stalled negotiations is to find a new 

balance of interests among major entente.  

 

- The key factor to the breakthrough of the negotiations is whether advanced countries 

such as the US and developing countries such as China and India can come to a 

compromise on major issues. The agreement on the modality will not be possible without 

mutual concessions from each other.  

- A practical alternative would be to find a point of compromise by paying greater attention 

to the service negotiation so as to provide the advanced and developing countries with a 

more feasible room for the balance of interests among agriculture, NAMA and services .  

- In summary, it seems inevitable to find a middle ground for a compromise through 

mutual concessions of the two groups: the US and other advanced countries may seek 

gains in sectoral liberalization and service market openings, while developing countries 

may seek gains in other areas such as agriculture (subsidy, SSM) and Mode 4 in service 

trade.  � Moreover, to ensure progress in the DDA negotiations, a stronger support for the least developed 

countries (LDCs) and other vulnerable developing economies, in overcoming difficulties they 

might face during trade liberalization and structural reforms, is required.  

 

- Many developing countries have concerns that they might have to bear additional 

burdens, such as structural reforms, in the wake of trade liberalization under the 

multilateral trading system, while not fully receiving their benefits.  

- To induce developing countries to participate more actively in international trade and 

benefit from it, it is desirable to strengthen the "aid for trade" process that renders various 

forms of assistance including trade-related technical support, infrastructure, and creation 

of productive capacity.  
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- The active promotion of aid for trade is certainly expected to contribute to the progress of 

the DDA negotiations.  

 

 

IV. Maintaining the momentum of ‘Aid for Trade’ 
 

<Background> 

 � Despite the gains from expansion of the global market, many low-income countries are unable to 

fully exploit and benefit from their access to the world market.  

 

- Given their fundamental weaknesses (for example, various supply-side constraints, low 

levels of human capital, high cost of doing business, and so on) coupled with the 

infrastructure bottlenecks, trade liberalization and enhanced market access are not 

sufficient for those countries to expand trade.  

- It clearly implies that an improved market access without the capacity to trade is of little 

use.  

 � Recognizing the importance of trade in achieving sustained economic growth, it is crucial to help 

developing countries build their capacity to penetrate the global market.   

 � In this regard, much attention has been paid to the potential role of aid for trade in promoting 

economic growth and reducing poverty in many low-income countries via expansion of trade.   

 

- The aid for trade was designed to help developing countries overcome the barriers that 

constrain their ability to benefit from the existing and prospective market access 

opportunities that the trading system or specific countries/region offer.  

 � In the light of the commitments and actions to increase trade-related aids by members, the aid for 

trade initiatives have successfully raised awareness of the need to support developing countries.  

 

- Further action is needed to enhance the effectiveness and visibility of the support and 

assistance provided.   

 

<Suggestions> 

 � Establish a G20 platform to promote dialogues for cooperation between developing countries and 

donors.  

 

- Encourage all key actors to honor commitments, meet local needs, improve effectiveness 

and reinforce mutual accountability. 

- Articulate demand from partner countries as well as to address specific supply-side 

constraints of developing countries. 

 � Strengthen the existing mechanisms to assess the outcomes and impacts of aid for trade on trade 
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- Improve an aid-for-

 � Support regional integration and corresponding activities to meet a rising demand for regional aid 

for trade. 

 

- South-South cooperation is an important element in promoting regional integration 

initiatives. 

- Provide developing countries with incentives to ensure local ownership and 

accountability. 

 

 

V. Response to Green Protectionism
 

<Background> 

 � Global economic downturn and delays in 

protectionist pressures and fears of green protectionism.

 

- The number of TBT notifications in relation to environment protection is increasing 

over time, especially betw

 

※ 2005:88, 2006:77, 2007:94, 2008:108, 2009:180
Source: Annual Review of the Implementation and Operation of the TBT Agreement, WTO

 

 � The result of the climate change negotiation will establish a fair 

undermine the rationale for green protectionism.
 

- In this respect, climate change negotiation does concern trade, and G

more attention on how to complete the climate change negotiation.
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� Since it will take time to complete the climate change negotiation, G20 needs to develop a 

mechanism to prevent green protectionism in the meantime. 

 

<Suggestions> 

 � An effective monitoring mechanism in relation to green protectionism may be utilized to 

discourage the use of WTO-inconsistent measures. 

 

- One may argue that such a mechanism would not be effective because it is not binding, 

but such claims have little evidence. The recent joint report from the WTO, OECD, and 

UNCTAD tells us that the question should be how to develop it, not whether it would 

work. 

- The current format of monitoring reports by the WTO, OECD and UNCTAD consists 

simply of listing new measures.  

 

� It may be extended to adding analysis of new measures on whether those measures 

are consistent with WTO rules. And measures truly in congruence with the WTO 

will be highlighted. 

� Or, the report may at least classify the measures into their declared purpose as 

reminders. 

 � Rather than penalizing the “dirty goods,” another option can be to reward the “clean goods”. 

: Since the basic motive of green protectionism is leveling the playing field, there can be another 

way to level the playing field in consistent with free trade. i.e, ‘promoting clean goods trade’. 

 

- Negotiating on EG&S can be a good starting point. 

- We may extend the scope of the definition of EG&S, which may be disadvantageous to 

developing countries. In return, we need to focus on another channel to compensate the 

developing countries.  

 

� The urgency of the risk of climate change may justify relaxing the optimal level of 

IPR protection so that easier access to patented clean technologies or compulsory 

licensing regimes can be assured. 

 � There are still remaining problems such as how to deal with green protectionism within the WTO 

Dispute Settlement Mechanism. 

 

- Various approaches proposed: case-by-case approach, code approach, waiver or 

amendment, peace clause. 

- Establish a working party within the WTO to conduct analysis on such issues. 
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This presentation is organized under four headings corresponding to each of the questions we 

are asked to address in this session: 

• Resisting protectionism; 

• Completing the Doha Development Agenda (DDA); 

• Aid for trade and trade facilitation; and 

• Employment and growth. 

Resisting Protectionism 

So far the record of G20 members in resisting protectionism has been satisfactory but 

unfortunately the hard part may lie ahead. The pressure on governments is becoming greater 

as economic growth remains sluggish and uneven. With this continuing pressure, the need for 

vigilance is greater than ever. A further complication is elections in G20 countries.  Citizens 

are tired of waiting for recovery and want results now. 

According to WTO data world trade levels have recovered substantially this year but 

imbalances between large deficit and surplus economies have also sharpened after showing 

some moderation in 2009. This plus only very small appreciation of the Chinese Yuan has 

reignited concerns in the US Congress about the trade deficit with China and the value of its 

currency. 

On September 9 the United Steel Workers petitioned the US Administration under Section 

301 of the Trade Act of 1974 to initiate an investigation into alleged subsidies and trade 

barriers designed to promote China's position as an exporter of green technology. The 

petition requests the Administration to enforce US rights "by and through a formal request for 

consultations at the WTO, and, if necessary, through WTO dispute settlement". Many of the 

current concerns seem to have a sectoral focus and there is a danger that such concerns could 

spread. 

Nor are such pressures confined to the United States. For instance, news reports in August 

suggested that the French government was considering a monitoring policy designed to 

ensure that a certain percentage of components used by French industry were of domestic 

origin.    

G20 leaders in Toronto renewed to the end of 2013 their commitment to refrain from raising 

barriers or imposing new barriers. They also reiterated their request to the WTO, OECD and 

UNCTAD to continue to monitor the situation within their respective mandates, reporting 

publicly on these commitments on a quarterly basis.  

This is one area where the G20 commitments have been effective so far and thereby 

contributed to the credibility of the G20. The next report monitoring developments will be 
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available on November 1. The commitment to resist protectionism is critical in the overall 

context of the G20’s efforts. Backsliding here could have immediate negative consequences 

for the key objective of the G20 to ensure a full return to growth. 

We are asked in this seminar to consider whether there is any additional contribution the G20 

can make for resisting protectionism. I offer two broad comments and one procedural 

suggestion. First, this is a leaders’ commitment. It should be kept fresh so that there can be no 

doubt that the each leader meant what he, or she, said. Second, finishing the Doha Round 

would send an excellent signal that the WTO system is resilient and up to the test.  

Procedurally perhaps some sort of consultation process could be envisaged in the event of 

any perceived backsliding. The leaders might wish to consider publicly envisaging the 

possibility that a G20 government could initiate a consultation with another G20 government, 

if it was concerned by actions taken by that government. Any such consultation could 

perhaps be undertaken at the level of Sherpas. Obviously recourse to consultative procedures 

already exists in the WTO but a G20 process would be designed to put such a consultation 

directly in the context of the commitment made by G20 leaders. 

Completing the Doha Development Agenda (DDA) 

In Toronto G20 leaders said: 

We therefore reiterate our support for bringing the WTO Doha Development Round 

to a balanced and ambitious conclusion as soon as possible, consistent with its 

mandate and based on the progress already made. We direct our representatives, 

using all negotiating avenues, to pursue this objective, and to report on progress at 

our next meeting in Seoul, where we will discuss the status of the negotiations and the 

way forward. 

This commitment was clearly not perceived as a strong one by the media and led to such 

headlines as "Death Knell for Doha?" How to accomplish the task set out above in a short 

time frame is a difficult challenge, particularly in advance of elections this fall in certain G20 

member countries.  This analysis first looks at the challenge from a political perspective and 

then at the situation on the ground in Geneva. 

Political Perspective 

The keys to bringing the Round to a successful conclusion lie within the G20 membership. 

Many now believe that a necessary precondition for completing the Round is a meeting of 

minds between the United States and China – in the same way that in the Uruguay Round a 

final deal was not possible until the United States and the European Communities had 

resolved their differences. If the United States and China were able to establish a basis for 

addressing their respective bilateral concerns in the context of the conclusion of the Round, it 

is very likely that that would signal the beginning of a final endgame negotiation in which the 

remaining concerns of other members could be rapidly addressed. (In an article entitled 

“Let’s do a Doha deal” published over the summer, Gary Hufbauer   Robert Lawrence have 

set out one approach for how such an accommodation might be achieved. There could well be 

others.) 

The subject matter of the DDA is highly technical and does not lend itself to high level 

political discussions. However, in the end a political accommodation needs to be reached, one 

which all leaders can sell at home as being a reasonable deal. If G20 leaders really want an 
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agreement, they need to give their negotiating teams the necessary flexibility to explore how 

to put a package together. The ground had been extensively prepared; the issues are well 

known; the potential solutions are obvious to the senior negotiators. The problem is that there 

is not yet a meeting of minds as to what constitutes "a balanced and ambitious conclusion". 

Timing is critical. Most observers think that it would be very difficult to make a deal now in 

advance of elections in Brazil and the United States. After the election the situation may well 

be different. The Seoul Summit may occur at the unique moment when a narrow window of 

opportunity opens in which there will be broad political interest among G20 members in 

really trying to reach a deal. Until November China, India and Brazil are not going to be 

prepared to enter an endgame scenario because they don’t believe that the United States is 

ready to deal. 

If G20 leaders want to seize that moment they should be prepared to acknowledge, at least 

tacitly, that there are going to need to be some adjustments to the 2008 package. There is no 

point in having Presidents and Prime Ministers review the details of what is on the table. 

However, the message given by President Obama to his colleagues in Toronto, that the 

United States needs more than just cosmetic changes, needs to be taken on board. Leaders 

need to be prepared to commit to taking account of the concerns of each other and to instruct 

their negotiators look for ways to accommodate the various interests. What sort of discussion 

in Seoul might lead to that result? Based on the experience gained in Toronto an unscripted 

discussion among leaders might be most useful. In every G20 country there will be some 

adverse domestic political reaction to the likely outcome of the DDA. It would be very 

valuable if leaders could exchange views on their respective situations and answer the 

following key question. Is each leader ready for the domestic debate on the DDA results? 

More precisely is each leader ready to seek and if necessary fight for the legislative 

implementation of the result?  

An answer from leaders in the affirmative would change the tone and content of the 

negotiations. Simply reiterating an intention to finish will carry no weight. 

If leaders are not prepared to address this question they should start considering exit 

strategies that will do the least damage to the WTO and to world trade. That would be very 

difficult. 

The task is urgent because there are a whole series of new issues and challenges that need to 

be addressed in the field of international trade relations. Some of these were identified by 

ministers at the WTO Ministerial Conference in Geneva last December, although it was clear 

that it was thought politically incorrect to go too far down the road of new business before the 

Doha Round was completed.  These new issues will be addressed; the question is where and 

how. If these issues are not addressed in the WTO, then that institution will be further 

weakened as questions about its relevance become more insistent. In this context it is worth 

recalling the following excerpt from the concluding remarks of the Chair of the Ministerial 

Conference Chilean Trade Minister Andrés Velasco: 

Numerous comments were made on other current and future issues facing the WTO. 

Climate change was raised by many. The contribution the WTO can make through 

removing barriers to trade in environmental goods and services was widely endorsed. 

There were also warnings against "green protectionism". Food security and energy 

security were also highlighted. Concern was also voiced about the effect of private 



Session 5: International Trade   

 

standards on trade, especially for developing countries. Other items suggested for 

consideration included government procurement, competition and investment, though 

reservations were also expressed. 

There was broad agreement that the WTO must remain credible in the face of 

emerging challenges. There were calls for deepening the WTO's relationship with 

other relevant international organizations, while respecting the WTO's mandates. 

It was widely acknowledged that the importance of the WTO extends beyond the 

Round. It was also noted that finishing the Round - a stimulus package with limited 

fiscal cost - is vital in order to ensure that the WTO remains relevant.  

On the Ground in Geneva 

Spurred on by the Toronto Summit G20 heads of mission in Geneva have begun a work 

program in Geneva to prepare for the Seoul Summit. Director-General Pascal Lamy and 

senior negotiators are well aware that they will need to prepare a “report on progress” they 

have achieved “using all negotiating avenues”. 

Lamy described the process in the following terms in his report to the Trade Negotiations 

Committee on July 27: 

Since the March Stocktaking the Geneva process has been working according to the 

“cocktail” approach that the membership endorsed at that time. This process, and its 

ingredients — smaller groups in variable geometry, bilateral contacts and my own 

consultations — have been working more intensively and with purpose. 

Following the summer break the negotiating process restarts this week. The most promising 

new avenue seems to be a plan of action by the “Group of Five” – U.S., EU, China, India and 

Brazil to organize small group discussion at head of mission level across all areas of the DDA. 

In July such groups were struck for fisheries subsidies and development issues. We 

understand from first hand reports that these discussions were constructive and without the 

recrimination and point scoring that has bedeviled most such efforts in the past.  

The Group of Five are coordinating the initiation of the small group process. One group is 

being set up for each negotiating group with two additional groups, one for LDC issues and 

two groups, rather than one, for the rules area(one for fisheries subsidies and one for the other 

rules issues). Insiders seem fairly optimistic about the dynamic in this process and for once 

Lamy seems enthusiastic about a process involving ambassadors. This process has the added 

advantage of being below the radar screen. This means that possible options for putting a deal 

together may be explored without attracting adverse political comment in various domestic 

constituencies. It is entirely possible that options for how to bring the Round to a conclusion 

might be developed before the Seoul Summit.  

Many G20 members will be leery of taking decisions in advance of the fall’s elections.   

Major players like China, India and Brazil are not going to be prepared to enter an endgame 

scenario until they believe that the United States is ready to deal. And the United States itself 

does not want to be confronted with the need to make public decisions before the midterm 

elections are over.  
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It is possible that the Geneva process will have produced some scenarios that would facilitate 

discussions by leaders and put more direct relevance into the question as to whether they are 

prepared to seek and if necessary fight for the legislative implementation of the result. 

Aid for Trade and Trade Facilitation 

We are asked to consider what the G20 can contribute to maintaining the momentum of aid 

for trade and trade facilitation?  

Efforts in both of these areas will make a valuable contribution to the development of world 

trade. Progress here will make the outcome of the DDA more valuable particularly for poorer 

developing countries but also for also for businesses engaged in international trade.  This is 

not a case of needing to engineer a breakthrough but of making sure that powerful positive 

synergies can be realized. 

Aid for trade will allow poorer countries to benefit from existing trade opening in addition to 

that which will result from the DDA.  It is about helping them build up their capacity to 

trade. Trade facilitation an integral part of the Round itself is a win/win for all. Success in 

making both happen will increase the prospects of getting a Doha deal and reinforce the 

benefits it will bring. 

The G20 should continue to emphasize the importance it attaches to aid for trade. Donor 

contributions to the aid for trade project are rising but more money is still needed. In the 

context of a successful outcome to the DDA perhaps more funds could be committed. 

The WTO is managing aid for trade well. It has not as some had feared overstepped its role.  

It is working well with OECD on collecting info on contributions and coordinating with the 

development banks 

Canada has devoted considerable resources to aid for trade and has established “sustainable 

economic development” as one of three pillars in the priorities of the Canadian International 

Development Agency. 

For the G20 aid for trade should remain a priority. Dropping the ball could carry negative 

consequences for the DDA. 

Trade facilitation is a big win/win for all. Poorer developing countries need the capacity to 

benefit from trade. Big international companies see the benefits it would bring in facilitating 

customs procedures, and in reducing corruption. 

The costs of implementing what is contemplated in WTO draft agreement on trade 

facilitation are modest. In the negotiating activity it will be important to move from self-

diagnosis process to develop concrete action plans at the country level on how to make the 

necessary changes.  It has been estimated that it would cost only $30-50 million to fund 

development of these action plans. 

It should be recalled that there is a link in the draft trade facilitation agreement, and in the 

negotiating mandate, between the acceptance of obligations by developing countries and the 

assistance needed to implement those obligations. The G20 could take the lead in proposing 

that assistance for such changes be done at the outset. Efforts here will help build and 

maintain support for the Round among poorer countries. 
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Employment and Growth 

The Toronto Declaration contains a paragraph under the heading “Fighting Protectionism and 

Promoting Trade and Investment” which identifies the role of trade liberalization in 

“supporting growth and job creation, and in achieving our goals under the G-20 Framework 

for Strong, Sustainable and Balanced Growth”. Leaders asked the OECD, the ILO, World 

Bank, and the WTO to report on the benefits of trade liberalization for employment and 

growth at the Seoul Summit. 

Against this backdrop we are asked to consider two questions: 

Which elements should be addressed to analyze the relation trade has to employment 

and growth; and 

What are considerable policy implications? 

I am offering no initial views on these questions which might more appropriately discussed 

once input is received from the four international organizations. 
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and Director of the Center of International Commerce and Finance. He previously served as a 

member of the Central Bank of Korea’s Monetary Board (1984 to 1986), as the President of 

the Korea Development Institute (1986 to 1987), as the chief economic adviser to the 

President of the Republic of Korea (1987 to 1988), and as the President of the Korea Institute 
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Presidential Advisory Commission on Policy Planning. Having received a Ph.D. in 
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concurrently serves as member of the Presidential Commission on Green Growth; Chairman 

of the Korean National Committee for Pacific Economic Cooperation (KOPEC); Chairman of 

the Green Investment Forum Korea; and Vice-Chair of the Seoul Financial Forum. For 
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Prof. In June Kim is a distinguished professor of economics at Seoul National University. 

Dr. Kim received his BA in economics from Dartmouth College and a PhD in economics 



  

from Harvard University. From 1994 to 1998, he served as a member of the Central Bank of 

Korea’s Monetary Board, from 2001 to 2002 as Chairman of the Money and Finance 

Association of Korea, and from 2002 to 2004 as Dean of the College of Social Sciences at 
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the Brookings Institution. He has also served as a member of Financial Development Review 
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Dobson received a Ph.D. in Economics from Princeton University.  

 

 

Mr. Peter Harder is Senior Policy Advisor to Fraser Milner Casgrain LLP. Peter possesses a 

wealth of expertise in public policy as a result of his involvement at the centre of government 
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of Governors of the University of Ottawa, The United Church Foundation, The 

Commonwealth Games Foundation of Canada, Canada World Youth, chairs The National 

Police Services Advisory Council (RCMP) and Genome Canada. Since 2008, he also serves 
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posts, including:  Finance (Minister of State), Privatization, Employment and Immigration, 

and finally External Affairs. She is a graduate of the University of Toronto, a Chartered 

Financial Analyst and has an honorary doctorate from St. Lawrence University.  
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frequently invited by the media to comment on current events.  Her extensive knowledge 

and interest in international policy have led her to sit as a Canadian representative to the 
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Prior to entering politics, Mrs. McDougall worked in various sectors within the financial 

community, largely as a financial analyst, in Vancouver, Edmonton and Toronto.  
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served on the boards of corporations, a university, and a research organization, as well as a 

number of investment committees.  

 

 

Mr. John M. Weekes, a 38-year veteran in the field of trade policy and negotiations, is 

currently a senior business adviser with the law firm Bennett Jones LLP. From 2003 to July 

2009, Mr. Weekes was senior policy adviser at Sidley Austin LLP, based in the firm’s 

Geneva office, and continues to act as senior international trade policy adviser to the firm. 

Prior to joining the firm, he was chair of the global trade practice at APCO Worldwide, an 

international public affairs and communications consultancy. Mr. Weekes was Canada’s 

Ambassador to the WTO from 1995 to 1999 and Chair of the WTO General Council in 1998. 

He served as Canada’s Chief Negotiator for the North American Free Trade Agreement 

(NAFTA), including the side agreements on environmental and labour cooperation. He was 

Ambassador to GATT during the Uruguay Round negotiations and Chair of the GATT 

Council in 1989 and then of the GATT Contracting Parties in 1990. In the 1970s, he 

participated in the Tokyo Round of GATT negotiations. Mr. Weekes is an active member of 

the Board of Alberta Livestock and Meat Agency and serves on the board of, or as adviser to, 

a number of non-profit organizations. He is a frequent speaker on the challenges facing the 

trading system and related political issues, participates regularly in conferences, and 

contributes articles to newspapers and magazines. 

 

 

Special Guests 

 

Dr. Fen Osler Hampson is Chancellor’s Professor and the Director of The Norman Paterson 

School of International Affairs (NPSIA), Carleton University, Ottawa. Dr. Hampson is also 

Senior Advisor to the United States Institute of Peace, member of the Board of Directors of 

the Pearson Peacekeeping Centre, and member of the Social Science Foundation Board at the 

University of Denver. Dr. Hampson is the author/co-author of eight books and more than 

eighty articles and book chapters on international affairs, as well as editor/co-editor of more 

than twenty-eight other volumes. He is the past recipient of various awards and honours, 

including a Research & Writing Award from the John D. and Catherine T. MacArthur 

Foundation and a Jennings Randolph Senior Fellowship from the United States Institute of 

Peace in Washington, D.C. He has also taught at Georgetown University as a Visiting 

Professor. Dr. Hampson is a frequent contributor to the national and international media, 

including the Washington Post, The Globe and Mail, Foreign Policy Maganize, the National 

Post and the Ottawa Citizen. He is a frequent commentator on the CBC, CTV, and Global 



  

news networks. He holds a Ph.D. from Harvard University where he also received his M.A. 

degree (both with distinction). He also holds a M.Sc. (Econ.) degree (with distinction) from 

the London School of Economics and a B.A. (Hon.) from the University of Toronto.  



  

French Delegation 

 

Co-Chair 

 

 

Dr. Jean Pisani-Ferry has been since January 2005 director of BRUEGEL (for Brussels 

European and Global Economic Laboratory). He is also a professor of economics with 

Université Paris-Dauphine. Pisani-Ferry has made his career in research and policy. After 

having held positions in research and government in France, he joined the European 

Commission in 1989 as economic adviser to the Director-General of DG ECFIN. From 1992 

to 1997 he was the director of CEPII, the main French research centre in international 

economics. In 1997, he became senior economic adviser to the French minister of Finance 

and was later appointed executive president of the French prime minister’s Council of 

Economic Analysis (2001-2002). From 2002 to 2004, he was senior adviser to the director of 

the French Treasury.  

Pisani-Ferry has held teaching positions with various universities including Ecole 

polytechnique in Paris and Université libre de Bruxelles. In 2006-2007, he was president of 

the French economic association. 

He is a member of the Council of Economic Analysis, an independent advisory body 

reporting to the French PM. 

Born in 1951, Pisani-Ferry was initially trained as an engineer and also holds a Master in 

mathematics. He holds an advanced degree in economics from the Centre d'études des 

programmes économiques (CEPE, Paris). 

Pisani-Ferry has regular columns in Le Monde, Handelsblatt, and the Chinese magazine 

Caixin. He is a contributor to The Economist’s by invitation blog and to Project Syndicate.  

 

 

Presenters, Discussants and Moderators 

 

 

Mr. Denis Beau is Deputy Director General, Economics and International, at the Banque de 

France since October 2008. He previously held several positions related to Banque de 

France’s monetary policy and financial stability activities. Denis Beau also served at the Bank 

for International Settlement as Secretary of the G10 Committee on Payment and Settlement 

Systems. 

Denis Beau is a graduate of Institut d'Etudes Politiques de Paris and he received a Master 

degree in Business Administration from INSEAD. 

 

 

Mr. Antoine Chery is Special Representative of the Treasury for the French G20 Presidency. 

An alumni of Sciences Po and Ecole Nationale d’Administration, he joined the French 

Treasury in 1995 after a working experience in the banking sector in the US, and worked as 

an analyst successively in charge of housing policy and Russia. He was appointed deputy 

head of the French Trade Commission in Sydney (1999) and Financial Counselor at the 

Embassy of France in the United Kingdom (2003). He then was in charge of the Economic 

and Financial Department of the Embassy of France in Korea between 2006 and mid 2010, 

reporting notably on the preparation of the Korean presidency of the G20 in 2010. 

 



  

Prof. Philippe Martin is professor and chairman of the department of economics at Sciences 

Po (Paris) since 2009. He is also a Research Fellow at the Centre for Economic Policy 

Research CEPR (London) and a co-managing editor of Economic Policy. He was previously 

assistant professor at the Graduate Institute of International Studies in Geneva, economist at 

the Federal Reserve Bank of New York and professor at the University of Paris 1 Panthéon-

Sorbonne (Paris School of Economics). His fields of research are international 

macroeconomics and international trade. His research was published in the American 

Economic Review, the Review of Economic Studies, the Journal of International Economics, 

the Journal of Public Economics, the International Economic Review and other academic 

journals. He also co-authored a book “Economic geography and public policy” published by 

Princeton University Press (2003) and of a forthcoming book on the economics of clusters at 

Oxford University Press. He was an academic adviser for the 2009 World Development 

Report on Economic Geography (World Bank).  He holds a Ph.D. in economics from 

Georgetown University. 

 

 

Dr. Patrick Messerlin is Professor of economics at Sciences Po and Director of Groupe 

d’Economie Mondiale at Sciences Po (GEM).  He was a special advisor to Mike Moore, 

WTO Director General (2001-2002), served with Ernesto Zedillo, former President of 

Mexico and Director of the Yale Center for the Study of Globalization, as co-chair of the 

United Nations Millenium Development Goals Task Force on Trade for Development (2003-

2005) and of the World Bank Task Force on Global Finance and Trade Architecture (2008-

2011). He is currently chairing the Global Trade Council 2010 of the World Economic Forum. 

Dr. Messerlin specializes in trade policy and regulatory reforms, more particularly WTO 

issues, EC commercial policy, services liberalization and the “Better regulations” initiatives.  

His work includes numerous articles and books, most recently Measuring the Costs of 

Protection in Europe: European Commercial Policy in the 2000s (Peterson Institute for 

International Economics 2001) and Europe after the No Votes (Institute of Economic Affairs 

2006).  Mr. Messerlin received a Ph.D. in economy.  

 

 

Mr. Nicolas Véron researches global and European financial services regulation and related 

policy matters at Bruegel, a leading European economic think tank in whose creation and 

development he has been involved since 2002. He is also a Visiting Fellow at the Peterson 

Institute for International Economics, where he spends half of its time each month. His earlier 

experience includes both public policy as a French government official, and corporate finance, 

including as chief financial officer of a small listed company and as an independent 

consultant. In addition to policy papers for Bruegel and other institutions, he is the co-author 

of Smoke & Mirrors, Inc. (Cornell University Press, 2006) and writes a monthly column on 

European finance which is published in local language by La Tribune (France), La Voce 

(Italy), FT Deutschland (Germany), Kathimerini (Greece), Forbes Russia, Referans (Turkey) 

and Caixin (China).  

 

 




