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I recently came across an interesting quote;

"Owners of capital will stimulate the working class to buy more and more of
expensive goods, houses and technology, pushing them to take more and more expensive credits, until their debt becomes unbearable. The unpaid debt will lead to the bankruptcy of banks, which will have to be nationalized, and the State will have to take the road which will eventually lead to communism."


This was Karl Marx in 1867! The only thing that one might have to update more than 140 years later is the last phrase about the road to communism. We don’t know where the current crisis might lead if it is not dealt with quickly and aggressively. We do know, however, what happened to political systems in Europe in the course of the depression in the 1930’s. And we know that even the new head of national security in the United States has recently testified to Congress that the security threat from terrorism has been overtaken by the threat posed by the worsening economic situation around the world as a result of the current financial crisis. Clearly understanding this crisis and the fundamental risks that it poses, and taking bold action to deal with it, must be the highest priority of world leaders.

There is now some clarity and broad agreement on the origin of this crisis. It has its roots:

- in the “search for yield” and a weakening of – and lack of understanding of - risk management during the expansion phase of the credit cycle from 2002 to 2006; 

- in the international fragmentation and lack of harmonization of financial supervision and regulation in the face of rapid innovation in the financial markets – a phenomenon that gave rise to regulatory arbitrage by the global financial institutions; and 

- in weaknesses in certain aspects of surveillance conducted by the IMF. 

The crisis manifested itself initially in the sub-prime mortgage market in the U.S., but quickly spread to Europe; in the breakdown in the market for credit default swaps – a huge, unregulated, and thoroughly opaque market; and in the general collapse of the markets for securitized instruments across the global financial system. It was aggravated, most analysts agree, by the initial policy missteps in handling the crisis, including in dealing with the problems at Lehman Brothers, which effectively froze the interbank market.

But behind all these factors were several critical underlying forces. The first was the global imbalances that were permitted to persist and to increase over the last decade – flooding the global financial system with liquidity. These imbalances were not driven solely by distortions in the exchange markets, as claimed by some. They were the result of more fundamental distortions in the macroeconomic underpinnings of some of the largest economies in the world – not least the excessive saving rates in much of Asia and in some of the oil exporting countries, and the fiscal deficits and inadequate private savings rates in the United States and elsewhere. This issue was discussed in a meeting of the global emerging markets forum in Jakarta, Indonesia in September, 2006.
 Among other things, that discussion pointed to the unusually difficult adjustment these imbalances would force on the global economy in the event of problems emerging in the financial system. Those problems have now exploded and the necessary adjustment is going to be difficult, painful, and possibly prolonged.

The second enabling force lay in the inadequate regulation and supervision in national regulatory and supervisory regimes and in the dreadful performance of many of the credit rating agencies – which failed in their most fundamental fiduciary responsibilities. Much of this stemmed from the persistent trend towards deregulation in the U.S. – driven more by ideology than by evidence; from the competitive pressures that undermined prudent financial risk management in some of the major global financial centers; and from the complexity of some of the financial innovations of this period. Notwithstanding the increased complexity of the global financial markets, much of the regulatory failure resulted from ignoring the basics. It was a failure to demand basic transparency in the financial system - from the special investment vehicles (SIV) that have come to plague the banking system in the U.S., and in the trading of credit default swaps and other exotic – and, I might note, formerly illegal – instruments. It was reflected in inadequate capital and liquidity requirements that failed to keep up with the innovations that were taking place in the banks and in the financial system more generally. But perhaps most importantly – and most inexcusably – many of the problems that developed stem from a simple lack of attention to the incentives that were permitted to build in the system. The result was that the system went from “exotic” to “toxic” in short order!

Take just the example of the sub-prime mortgage market.

· Mortgage originators held virtually none on the debt they created; they sold it off as fast as possible after the mortgage was signed and got their fee. As a result, they had little interest in the quality of the credit; they had, as is said, “no skin in the game”!

· The mortgages were then quickly sold to Wall Street to bundle with other mortgages into securitized instruments to be sold to investors. Those doing the bundling received their fee and, like the originators, had little interest in the quality of the credit. Wall Street profited enormously from this business and quickly developed a voracious appetite for mortgages to slice and dice into more and more exotic instruments, putting further pressure on the originators to deliver more and more mortgages.

· The compensation structure in the banks and other institutions was based on the short term payoff to activities such as this. It was divorced from the longer term risks that the institutions were taking on – especially as they began to hold these instruments themselves on their own balance sheets or off-balance sheet in the SIVs.

· The rating agencies – which should have cared about the quality of the credit, and had a fundamental responsibility to have such concerns – received their fees from those who had bundled the mortgages and were trying to market them. If the rating agency did not provide the rating wanted by the issuers, it would lose the business to a more willing agency. This represented a clear conflict of interest; but nothing was done to halt the process.

· The target investors, who were searching for yield in a low interest rate environment that was allowed to persist for far too long, failed in their own due diligence.

· If those investors saw some risk in the instruments they were purchasing, there were other institutions that happily sold the credit default swaps to insure against default. But those institutions saw virtually no risk of default and failed to provision sufficiently against those losses. They even sold insurance to investors who did not own the underlying instrument they were betting against. This is a big part of the AIG story! 

Where were the regulators and supervisors while all this was going on? They were apparently blinded by the deregulation mantra that had developed, by the priority to home-ownership that became policy in the U.S. and in some other countries, and by the theory that central banks could not do anything in any case to prevent bubbles. And so they let the party continue! Unfortunately, regulators in some other jurisdictions were also paying too little attention. In the end, the crisis spread to other countries and to other markets from mid 2007 to mid 2008 – mostly through banks that had taken on risks similar to those taken on by the large banks in the U.S. It worsened significantly in September and October 2008 triggering massive disruptions to the already fragile global credit markets and spilling over with almost unprecedented speed to the real economies in the U.S. and Europe, and quickly spreading around the globe to other industrial countries, to the emerging economies, and even to the poorest countries. 

No one has been spared from this crisis in the financial system and the violent shock that it has created in the real economy. And none of this had to happen. That is increasingly being understood among the general population in a good number of countries, inviting resentment, a search for the culprits, and a risk of public unrest. This episode has caused a massive collapse of confidence which erodes the power of policy. What began as a financial crisis has increasingly turned into a psychological crisis.

These developments have put the lie to the proposition that the emerging market countries had somehow de-coupled from the major industrial countries and that they would be able to withstand a slowdown or recession in those countries. As was also discussed in an earlier emerging markets forum, the explosion of global trade – the major force in the rapid growth of the emerging economies of the last few decades, together with the design of the world’s supply chains, and the ever-increasing integration of financial markets has, in fact, increased the coupling of the emerging market economies and the developing countries with the industrial world.

The final enabling factor behind the current crisis was the inadequacy of the surveillance conducted by the IMF and other global official financial institutions. In the lead up to the current crisis, the Fund's surveillance – at both the bilateral and multilateral level – has been less effective than the evolving situation demanded. Vulnerabilities in country macroeconomic policies and in the global system were generally well identified. Some visibility was also given in both the World Economic Outlook (WEO) and the Global Financial Stability Report (GFSR) to emerging vulnerabilities in the financial system. However, there are questions about the follow up by the IMF to deal with those vulnerabilities. There are also questions about the willingness of member countries, including some of the largest, to submit to effective IMF surveillance and about the response of some key members to the advice that was provided by the Fund. To strengthen its surveillance, the Fund must look both to its governance structure and to the content and coverage of its surveillance.

So here we are, in a situation wrought by:

· global imbalances that were permitted to grow to obviously unsustainable levels;

· an increasingly coupled or integrated global trading and financial system; 

· inadequate regulation and supervision of national financial systems and fragmentation of global regulation;

· weak surveillance by the IMF;

· and all of this aggravated by weak and uncoordinated policy responses to the initial signs of trouble in the financial system – responses that in many instances did more to shake confidence than to instill a sense that policy was up to the task of dealing with the unraveling in the banking system and the spillovers to the real economy. Unfortunately, that perception seems to persist to this day!

The situation in the real economy has deteriorated at an alarming – perhaps unprecedented - pace in the past six months. GDP in the fourth quarter of last year fell at an annualized rate of over 20 percent in South Korea, almost 13 percent in Japan, over 8 percent in Germany, nearly 6 percent in the U.K. and over 6 percent in the revised estimate for the U.S. The figures for industrial production in many of these countries were even worse and the decline in exports in many countries, including those in this region, is truly startling.

Many emerging market countries are being hit on both their exports – raising prospects of enlarged current account deficits - and in their access to foreign capital. Lower rated borrowers, in particular, face serious refinancing and default risks. At the same time that some emerging market economies face the need to refinance a large amount of maturing international debt, they are confronted both by investor risk aversion and by competition from both large and small industrial countries that will be issuing a virtually unprecedented volume of government and government-guaranteed debt in the next few years. Even if markets begin to stabilize, this last factor will persist as the funding requirements of the very large stimulus packages that have been announced swell government deficits and further crowd out less credit worthy sovereign and corporate borrowers. The U.S. federal government alone is expected to issue over $2.5 trillion in net additional debt this year. This problem is already with us. Germany, which has the biggest and most liquid bond market in Europe, has already seen two 10-year German Bund issues fail this year. And the smaller countries in Europe have seen the spreads on their debt over comparable German issues rise by more than 250 basis points.

In this environment, net private capital flows to emerging market economies - which totaled $US 929 billion in 2007 - were forecast in January by the IIF to collapse to $US 165 billion in 2009. At the same time, remittances, which amounted to well over $100 billion just in Asia in 2008, are set to fall sharply, with dire consequences for the well-being of many millions of households throughout the region. A similar impact will come from the already declining receipts from tourism in many countries in the region. This is a classic situation that demands that official lenders step in to help cover the large financing gaps that are becoming evident in the emerging market countries as well as in the poorer developing countries. Yet that demand arises at a time when the major potential source of such funding, the IMF, has nothing even approaching the volume of resources that it would need to play this role. Even if it had the requisite financial resources, potential borrowers, especially in Asia, but also in Latin America, remain hesitant to approach the Fund for financing.
 The well-known stigma attached to requesting support from the Fund persists, and has been further aggravated by the refusal of some of the larger members of the institution to deal with the governance issues that have led the emerging market countries, in particular, to drift away from the institution. Some emerging market countries are now paying extremely high interest rates on new bond issues at a time of severe stress in the markets instead of availing themselves of inexpensive funding available from the IMF.

Notwithstanding all this gloom, there are some reasons for hope. Major stimulus programs have been announced in the U.S., China, Japan, Germany, the U.K. and elsewhere and they will begin to impact government spending in significant ways over the next several months. Monetary policy has been eased, with policy interest rates approaching zero in many countries and quantitative easing being attempted by a number of central banks. New facilities to help stabilize the credit markets are being developed by the Federal Reserve and other central banks almost on a weekly basis. And there is recognition, at least in some of the major countries, of the need to coordinate their debt issuance so as not to de-stabilize the financial markets. This latter could be a major challenge in light of the unprecedented volume of borrowing coming to market.

However, problems remain in the global policy response to this crisis. Coordination has improved in recent months, but it still appears not to be what it should be – either on the fiscal or monetary policy fronts – in the face of such a severe dislocation to the financial system and such a sudden decline in economic activity. There remain important questions about the efficacy of some of the stimulus packages, and major weaknesses persist in the actions taken to try to stabilize the financial system. On the fiscal side, for example, there are serious doubts about the power of tax cuts in the U.S. package to spur spending. Because of the structural problems that have contributed to the global imbalances of the last decade, a priority for the U.S. has to be to increase household savings. That is indeed happening – at a surprisingly fast pace. But some analysts believe that, in the current environment, a substantial portion of the tax cuts included in the recent legislation will simply add to household saving and have little impact on spending. There are also questions about the Chinese package – questions about both its near term stimulative impact, e.g., whether it is all new and additional spending, and about its long term effects. Much of that package is apparently aimed at stimulating investment by lending through the state banks. But if that creates additional export capacity, it may well aggravate another of the structural distortions underlying the global imbalances.

Weaknesses also persist in the actions taken to deal with the problems in the banking sector. There has been debate and discussion about nationalization in the U.S. that has delayed measures to support the banks and the credit markets. These debates were necessary, but the resulting delay has created further uncertainty in the markets. Fortunately, some clarity about the policy likely to be adopted towards the largest institutions in the U.S. has emerged in the last week or so. But those actions have thus far done little to stabilize the financial markets and restore confidence. There remain concerns about whether the ECB has been sufficiently aggressive in reducing interest rates and there have been persistent questions about the extent to which the major European countries were coordinating policies. However, this too appears to have improved in recent weeks. Over-riding all of this have been serious questions about the extent to which the statements of national leaders and policy makers about avoiding protectionist measures have been followed-through at home. We’ve all seen the “buy America” provision in the U.S. stimulus package. But there have also been trade measures in India, Russia, and many other countries that would appear to run directly counter to the commitments of leaders made at the G-20 summit last November and elsewhere. If we learned anything from the depression of the 1930’s, protectionism is the quickest way to assure that what is now a serious global recession gets even worse. Such measures also threaten the very basis of the global system that has helped lift unprecedented numbers of people out of poverty over the last few decades.

What needs to be done now? Let me give you my laundry list and break it down by those policy actions that can be taken rather quickly and those that will take some time but on which firm commitments at the highest political level should be made as soon as possible. First the immediate actions:

·  Most important, and a sine qua non for any recovery, is to stabilize the banking system – especially in the U.S. and Europe – and to restart the flow of credit. This will require still greater clarity in policy actions and much greater transparency in the implementation of those policies. This is required to reduce some of the uncertainty that is corroding international financial markets. And the policy actions themselves – however distasteful to taxpayers – probably need to be even more aggressive.

· It is also beginning to appear likely that the pressure on the credit and stock markets will not recede until something is done to halt the destructive capacity of credit default swaps. It may well be that such transactions should not be permitted unless the buyer of the swap holds – and continues to hold - the underlying instrument on which the CDS is written.

· Equally important is to establish the institutions and the procedures to assure that the stimulus packages that have been announced begin to impact spending as soon as possible and that that spending is well directed to have the maximum impact in reversing the decline in activity and in employment that is painfully evident in all parts of the world. This will be no easy task. In the U.S., for example, the Obama administration has tried to walk a fine line between immediate spending and spending that will begin to address the longer term problems in health care, energy and education in the country. This is admirable, but complicates the management problems in such an exercise. Similarly, the political problems of managing such a massive increase in spending in a way that does not cut into its efficiency and efficacy are daunting in all countries.

· Related to this, there will be a need to monitor the impact of these spending packages to assure that they are sufficient to the challenge. The target suggested by the IMF of about 2 percent of GDP in additional public spending over the next two years may well be the minimum that is needed given the violent decline in activity that has been seen in the last few months. If spending falls short of what is needed, the packages will need to be revisited and expanded.

· Along the same lines, the reactions of the bond and credit markets to the massive increase in deficits and public debt that will accompany this spending need to assessed on a continuing basis. Surplus countries with strong fiscal positions and abundant reserves, including those in Asia, are obviously in the best position to contribute to this global effort. Asia looms large in the world economy after the remarkable economic development of the past few decades. The region now needs to use its considerable power to help rescue itself from the current decline   and contribute to a rebound in the rest of the global economy. Already heavily indebted countries, as well as those with weak external positions, will need to be particularly careful. They should avail themselves of funding available from the IMF and from the multilateral and regional development banks to help them maintain or increase spending where appropriate; but the contribution they can make to global stimulus will be limited.

· A mechanism should be established immediately to monitor protectionist measures introduced or intensified by any country. The IMF and the WTO could cooperate to quickly put such an information system in place. Perhaps a name and shame regime should be employed to make countries hesitate when contemplating such measures.

· There are other actions that should be taken as a matter of urgency by the IMF:

· There should be an immediate and large allocation of SDRs. Some of us proposed this as early as last October, and even before. Ted Truman of the Peterson Institute suggests (in the FT on March 6) an allocation of up to $250 billion. I believe it should be larger (although there are legitimate concerns about the ability of the United States to agree to a larger allocation). If discussions are begun immediately and decisions taken quickly, the allocation could take place by early summer. Importantly, there will be no “stigma” attached to receipt of these SDRs by a country.

· There should be additional borrowing agreements put in place along the lines of that recently agreed between the IMF and Japan. There should also be an appeal to participants in the GAB and NAB to increase their commitments, and encouragement of other countries to join in those arrangements. The cumulative amount of resources secured through the bilateral agreements and the GAB/NAB needs to be several times the resources currently available to the Fund – not just the doubling of those resources being called for by some.

· The Fund’s newly created short term liquidity facility – which has yet to be used – needs to be modified. Its maturity – currently only 3 months, renewable twice – needs to be lengthened to at least one year; the access limit of 500 percent of quota should be eliminated; and countries should be permitted to request support under the facility on a precautionary basis.

There are other measures that cannot be done immediately but should be set in motion as soon as possible. These include:

· Substantial reform of national regulatory and supervisory systems that oversee financial institutions and markets. These reforms need to include both macro and micro prudential regime – the former looking at systemic vulnerabilities and the latter regulating and monitoring risks in individual institutions. Major changes in the rules governing transparency of all actors in the financial system need to be designed and implemented.

· IMF quotas – its permanent financing mechanism - should be increased substantially. In today’s global system, Fund quotas are pitifully inadequate by virtually any measure. As noted above, if the IIF forecast of private flows to emerging market countries turns out to be even roughly correct, such flows will have declined by over $750 billion between 2007 and 2009. The view that was gaining some ground a few years ago that the Fund would not be a lending agency in the future has been shown to be fundamentally wrong. There will be crises in the future and the global system needs an institution that is fully capable of meeting the potential financing needs of its members. Something like a tripling of current quotas would seem called for.

· That quota exercise should begin with a firm commitment that the resulting distribution of quotas will result in votes for all member countries that reflect their place in the global economic and financial system. That is nowhere near the case under current quotas or under the proposed quotas that were agreed in the executive board early last year and sent to member countries for approval last April. In addition to that fundamental change in the governance of the Fund, other changes in country’s representation in the executive board and in the IMFC – or in the Council, if that initiative is agreed – need to be made.

· Lastly, changes need to be made in both the content and the procedures for Fund surveillance – the institution’s most important function. In particular, there needs to be a better marrying the Fund’s traditional macroeconomic focus with its increasing capacity for financial sector analysis. Consideration is being given to enhancing the collaboration between the IMF and the Financial Stability Forum. This initiative should be pursued in a realistic and pragmatic fashion that takes account of the mandate and the capacities of each. Also, for surveillance to be truly effective, it must be evenhanded. This has not always been the case, and some of the larger members have not cooperated with the institution in a manner that permits the Fund to carry out its responsibilities. Greater independence for management and staff in the conduct of surveillance is required, and this too will require significant changes in the governance structure of the institution.

Let me end by posing a question about how all of this is to done. That is fundamentally a question about global governance, i.e., the way in which the agenda is set and decisions are taken about the way in which the superstructure of the global economic and financial is organized. The G-7 has been the dominant forum since the mid 1970’s. Recently, the G-20 has been ascendant. In my view, the broader participation in these fora is to be welcomed. The G-20 can help give a political push to some of the initiatives that need to be taken to correct the evident weaknesses in the global system that helped create the current crisis. But the G-20 has an arbitrary membership; it is not universal; it has no constituency structure to bring in the views of the rest of the world; and it is not the governing body of any of the institutions that need to be guided through the needed reform process. Where then should the needed policy actions and the needed reforms be debated? For the IMF, the International Monetary and Financial Committee (IMFC) is the de facto governing body of the institution. It is universal through its constituency structure and it operates under international law, i.e., the Articles of Agreement of the Fund. I believe the G-20 should restrict its advice to the Fund to a rather general level – the level of principles, and leave the heavy lifting on the specifics to the IMFC.

� Jack Boorman is former Counselor and Special Advisor to the Managing Director and Former Director of the Policy Development and Review Department, International Monetary Fund.  He is currently a Member of the Advisory Board of the Emerging Markets Forum


� See Jack Boorman “Global Imbalances and Capital Flows to Emerging Market Countries”, Emerging Markets Forum, Washington, D.C., September, 2006.


� Fortunately, there has been progress on these issues over the past several weeks. Significant funding has been committed to the IMF by Japan and the European Union, and initiatives are under way in other countries to also increase their commitment to IMF financing. In addition, a new lending facility, “Flexible Credit Lines”, has just been created by the IMF which may have more appeal to emerging market countries than the Fund’s other facilities under the current global circumstances .


� The new facility announced by the IMF on March 25th goes a good distance in meeting these requirements.


� The recently released report of the Committee of Eminent Persons on IMF Governance Reform appointed by the Managing Director of the IMF contains a strong recommendation for the creation of the Council anticipated in the Fund’s Articles of Agreement.






