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Seizing the Moment at the London Summit; What to Do with the IMF
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Comparisons of the London Summit of 2009 with the failed Summit of 1933 abound. Picture this for the failure scenario for 2009: driven by the highly commendable objective of reforming the IMF (or indeed the overall institutional architecture), summiteers succumb to political maneuvering that blindsides the summit to the four priorities for immediate action: agreeing on approaches to sharing the burden of demand creation, preventing demand diversion (ie protectionism), repairing banks’ balance sheets, and financing crisis support. In short, the risk for the 2009 summit is that it gets lost in global governance reform, a goal which even if pursued successfully, will not pull the global economy from the precipice. 
As far as the IMF is concerned, summiteers should focus on how to deploy immediately the institution’s three deep and distinctive strengths: a sizable (and in concept apolitical) secretariat with deep expertise in advising on macroeconomic policies to alleviate crises; a pot (albeit limited) of financial resources to support countries in crisis; and an established surveillance mechanism, which through direct contact with every country every year can deliver information on and assessments of macroeconomic policies. 
Surveillance—assessing the burden of demand creation, monitoring demand diversion
Alongside repairing bank’s balance sheets, coordinated demand stimulus is the most pressing requirement for getting the global economy back on track. The process has started, but at this juncture there are major risks of popular backlashes based on perceptions that one or a few countries are doing too much of the heavy lifting—taking on too much of the future tax burden of stimulus. A slow or weak recovery will compound these risks. At the same time, it will be a small step from these concerns to public pressure for all manner of tactics to divert demand in the countries with the biggest stimulus programs to their domestic markets. 
To resurrect global demand and prevent protectionism, a central arbiter and watchdog is essential. The IMF is the only international institution with the capacity right now to perform both these roles. The G-20 needs to provide a strong mandate to the Fund staff to work through scenarios of medium-long term effects of various distributions of demand stimulus. These will be the foundation for discussion and agreement within the G20 at the earliest date possible (ideally no later than June) on the burden-sharing of demand stimulus. Post-agreement, Fund staff surveillance should report quarterly to the G-20 on implementation. This responsibility would be squarely within the existing competence of the IMF staff.
The second contribution IMF surveillance can make is monitoring demand diversion. This time around, protectionism is unlikely to occur predominantly through flat-footed measures like raising import tariffs. More likely are measures that subtly redirect demand, for example through changes in tax codes, product standards, financing mechanisms, or government procurement practices. An issue for the WTO? Ideally, but not in its present state. The WTO’s very small secretariat has infrequent reviews of individual country’s trade policy and a constricted mandate for assessing those policies. IMF surveillance—annual visits to every country in the world—is the only option ready to go. That said, the IMF’s disengagement on trade policy issues during the past decade means that it has little if any expertise on trade policy issues. It will need, therefore, substantial support from the WTO, World Bank, and OECD staffs. But for the immediately urgent monitoring task at hand, there is little choice but to use the existing infrastructure of IMF surveillance for this important task. 
Rescuing countries in crisis—principles and financing

Lending programs are being put together in global conditions without historical precedent in the IMF’s experience. Also, they are being constructed in the shadow of a severe backlash against the intrusion of IMF conditionality into structural policies, particularly during the Asia lending operations in the late 1990s. These two facts mean that the IMF stands to get things wrong unless members agree on basic principles quickly.

The IMF’s approach to conditions on its loans into crises is essentially designed for atomistic cases—where one country, through bad policies and/or bad luck, cannot meet its external payments obligations without a crippling compression of demand but where the rest of the world is still growing. On occasion, crises have hit regions; but even then other regions have been growing normally. The IMF’s conventional prescription is a blend of adjustment and financing: cut domestic demand, strengthen competitiveness so that it can export its way out of the crisis, and use IMF financing to buy some time, smoothing the imposition of austerity measures and thus softening them. All of this is fine if markets for the country’s exports are growing. If not, unpleasant surprises about how much demand contraction is needed to stabilize debt will be in the offing. And while the countries that have come to the Fund have so far been the ones where crises were precipitated by particularly bad fiscal and financial sector policies (where contractions are unavoidable), the next batch will come from higher up the food chain. Should countries that had sustainable policies and may even be large in the global economy go the route of demand contraction? 

Two aspects of the approach need changing. First, the IMF’s retreat from conditions on structural changes for economies in crisis needs to be reversed. Less reliance on immediate demand contraction is possible only with more financing or confidence-boosting reforms to position crisis countries to weather a potentially lengthy period of weak global growth and limited external financing. The IMF needs to reengage (helped by the World Bank and OECD) in structural issues. Countries with looming pension or health-care imbalances, barriers to productivity growth and competitiveness, and poor environments for doing business need to come up with concrete commitments to change. The IMF is not equipped to do this on its own. Rather, crisis teams including the World Bank and OECD will need to work off the example of collaboration on FSAPs to construct structural recovery programs. 

Second, realism on financing requirements is needed. Thus far, the IMF’s overly optimistic forecasts for the global economy mean that financial backing of crisis country’s programs is likely to be insufficient. The IMF needs at least a doubling of its financial resources. This will not happen through quota increases within the relevant timeframe. Diverse funding procedures are essential and urgent. Ideally, countries with large reserves and/or strong fiscal positions would come to the G20 meeting ready to put money on the table, following the Japanese example, and commit to other innovations. For example, the Federal Reserve and other central banks already have swap lines with some emerging markets, and the Chiang Mai Initiative makes swap lines available to Asian countries. Financing of programs backed by the IMF could certainly be bolstered by co-financing through these swap lines (with arrangements for automatic rollovers and repayment parri passu with IMF resources). 

Reform of IMF Governance—set work toward the goal in motion
Improving the outmoded and haphazard IMF governance is critical to the future viability of the IMF. The Independent Evaluation Office of the IMF recently completed an evaluation of IMF governance that points to the need to reallocate voice and quota, raise the level of representation of members in the IMF, and strengthen oversight of IMF management. I would add a critical addition to this list: rethinking the roles of rules and discretion in guiding international monetary cooperation (an issue I comment on elsewhere, “Returning to Rules” www.susanschadler.com). These are essential changes for the organization to regain its footing, but they will take time. Committing to an agenda for accomplishing this change should be the governance goal for the London summit.   

The IMF can be immensely useful as a tool for helping the world through the crisis. True, it would be even more useful with better governance—its management and staff have become politicized and timid. But the G-20 can use the IMF even with governance flaws if it takes over the deployment of the IMF’s attributes. Three caveats: first, time is of the essence—the IMF needs immediate guidance and oversight from the G20; second, keep the IMF focused on macroeconomics—it is developing a capacity to assess macro-financial linkages, but it does not and never will have a capacity to be an international financial supervisor or even overseer of supervisors; third, avoid overload—contrary to many views, the IMF is not an institution adept at multitasking, particularly outside its expertise in macroeconomic policy. The infrastructure there must be guided to the urgent tasks at hand immediately. 
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