The G20 summit dodges real reform

As the world economy heads into choppier waters, Seoul doesn't seem ready to make changes that would prevent future crises
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The G20 leaders are meeting at a moment of new turmoil in the global economy. Yet important structural factors that underlie the renewed crisis are absent from the agenda of the G20 summit in Seoul.

The hopes of a rapid global economy recovery have recently been dashed by the sovereign debt problems in several European countries, the gyrations in currency exchange rates, volatility in capital flows, and the war of words over "competitive devaluations".

A new South Centre report argues these recent problems reflect the lack of international mechanisms to prevent financial crises that now threaten to spill over into the trading and economic systems.

The report points out that:

• There are no effective rules and regulations to bring inherently unstable international financial market and capital flows under control.

• There is no multilateral discipline over misguided monetary, financial and exchange rate policies in systemically important countries despite their strong adverse international spill-overs.

• National and international policymakers are preoccupied primarily with resolving crises by supporting those who are responsible for these crises, rather than taking measures to prevent their recurrence. Through such interventions they are creating more problems than they are solving, and indeed sowing the seeds for future difficulties.

• The IMF is being given much more capacity to bail out indebted countries – but this is misguided, because its role should be to prevent crises and there is an urgent need instead for an international debt work-out mechanism.

The report, authored by Yilmaz Akyuz, the centre's chief economist, says the G20 and the IMF agenda do not include some of the most important issues, including enforceable exchange-rate and adjustment obligations, orderly sovereign-debt work-out mechanisms and the reform of the international reserves system.

Developing countries are especially vulnerable to the effects of global financial problems, and they also have limited capacity to respond to shocks. They thus have a special interest in the reform of the international financial and monetary system, including the IMF.

The reforms should lead to the establishment of an orderly and equitable international monetary and financial system. However, if this does not materialise, developing countries should find ways and means of protecting themselves and looking after their interests through regional mechanisms.

These include arrangements regarding regional currencies and exchange-rate mechanisms, intra-regional provision of international liquidity, policy surveillance and regulation of financial markets and capital flows.

The report is also critical of the G20's decisions providing more resources to the International Monetary Fund. Assigning more funds to the IMF without first examining its failures and changing its role would be a mistake.

The IMF has a poor record in crisis prevention. A reason for this is that the fund has no teeth vis-à-vis its non-borrowing members.

But, more important, the IMF has generally been unable to identify the build-up of financial fragilities or predict crises because of its blind faith in markets. In the sub-prime turmoil, it has missed the biggest crisis of its lifetime. It has almost constantly failed to warn developing countries against destabilising capital flows, unsustainable exchange rates, payments and debt positions.

Yet there has been a tripling of the IMF's resources to lend to countries in crisis. There are major problems with IMF's lending policies – which often deepen the impact of the financial crises on jobs and income.

And since the IMF crisis lending is effectively designed to keep countries current on debt payments to international creditors, it often leads to an unequal burden-sharing between creditors and debtors.

The primary task of the fund should be crisis prevention rather than crisis lending. This calls for a significant improvement in the quality of the fund's surveillance and multilateral disciplines over finance-related issues.

And when financial crises do occur, emergency lending is not the only, and even the best, way of dealing with them. Urgently required are orderly debt procedures based on widely recognised principles of insolvency.

These can be designed to secure the involvement of private lenders and investors in crisis resolution and are more equitable between debtors and creditors and between private and official lenders.

It is quite astounding that the international community has been unwilling to put in place such mechanisms despite rapidly growing international debtor-creditor relationships, and that it still continues to address sovereign debt crises in an ad hoc manner.

