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Reality behind the hype of the G20 Summit
Published in SUNS #6676 dated 7 April 2009 

 

Bonn, 5 Apr (Martin Khor*) -- The G20 Summit in London last Thursday was projected by the organisers and the Western leaders as having agreed to a US$1.1 trillion package of measures to boost the sagging world economy, and especially to help developing countries.

 

The trillion dollar figure was what caught the headlines. But as serious analysis shows, this figure purporting to be new money was more hype than reality. Some of it had already been decided long before the Summit, and some of it reflected only an intention rather than concrete pledges.

 

As an incisive Financial Times article by Chris Giles commented caustically: "Figures at the end of any international summit need to be examined closely, particularly those presented by the UK prime minister. His reputation for numerical inflation, repeat announcements and double-counting precedes him.

 

"The emphasis on quantities rather than concrete agreements also serves to mask the big missing element in the communiqué: a new and binding commitment to specific measures to clean up the toxic assets of the world's banking systems."

 

Rather than the US$1.1 trillion announced, the new commitments were estimated by Giles to be below $100 billion and most of those were already in train without the G20 summit. While the inflation of small and old commitments into an enormous amount "does not render the summit a failure, the desire to produce large headline numbers as the main result of the gathering suggests the splits on other issues were considerable," he wrote.

 

The biggest winner was the International Monetary Fund. It was announced that the IMF would get $500 billion more funds. Japan and the European Union had already offered about $100 billion each. The Summit did not formally announce where or when the other $300 billion will come from, but unofficial and unconfirmed reports indicated that the United States would put in $100 billion and China $40 billion.

 

These would be loans by the countries to the IMF, which will recycle them as loans to crisis-hit countries that are running out of foreign reserves.

 

There are questions whether countries should give loans to the IMF and whether the IMF will impose the wrong conditions when it recycles the funds to crisis-hit countries.

 

According to former UNCTAD chief economist Yilmaz Akyuz, countries should not be requested to provide loans to the IMF to augment its resources because this would compromise the ability of the IMF to carry out its surveillance function and to discipline the policies of countries that provide the loans. It can obtain resources from the market or from the issuance of Special Drawing Rights (SDRs), instead of obtaining loans from governments.

 

The G20 meeting did agree for the IMF to issue $250 billion in SDRs, but instead of its use to assist countries in need, it was decided to allocate this to the 186 IMF members according to their quotas or voting shares. As a result, 44% will go to the richest seven countries, while only $80 billion will go to middle-income and poor developing countries.

 

As many critics of the IMF had pointed out before the Summit, it would be dangerous and counter-productive to augment the funds to the IMF for re-lending to crisis-hit countries if the agency does not reform its policy conditions but continues to insist on policies that lead the countries deeper into crisis, as had happened during the Asian crisis a decade ago.

 

Unfortunately, the G20 did not insist on any IMF policy reform, but boosted its resources. This may be the most serious error of the Summit.

 

The G20 communiqué states that it will make available $850 billion to the global financial institutions in order to support emerging market and developing countries, including to finance counter-cyclical spending.

 

"Counter-cyclical spending" is normally used to mean the kind of significant increases in government expenditure that the United States and Europe are engaged in, as the "fiscal stimulus" to jump-start economic recovery.

 

The IMF is presumably charged with the new resources to enable cash-strapped developing countries to participate in this fiscal stimulus, which is the newly re-discovered policy formula to get a country out of recession.

 

However, an analysis by the Third World Network of the nine most recent IMF loans to countries affected by the crisis (including Pakistan and several East European countries) clearly demonstrates that the IMF is still prescribing "pro-cyclical policies" (policies that accentuate the downturn in a recession) of fiscal and monetary policy tightening.

 

"The Fund's crisis loans still contain the old policy conditions of cutting public sector expenditures, reducing fiscal deficits and increasing interest rates -- which is the stark opposite of the expansionary, stimulus policies being supported in the G20 countries," according to TWN researcher Bhumika Muchhala.

 

Asia Russell, of the US-based Health Global Access Project, said that "the IMF has imposed disastrous conditions on poor countries that have contributed to massive under-investment in health, HIV/AIDS and education, particularly in sub-Saharan Africa. The G20 must make sure the IMF abandons these policies before infusing the Fund with new resources."

 

The same day that the G20 Summit was giving a boost to the IMF supposedly to help countries undertake counter-cyclical policies, the IMF suspended lending to Latvia (one of the countries it has recently extended emergency crisis loans to) "until it sees more progress in cutting public spending", according to a news report.

 

Latvia had agreed to limit its budget deficit to 5% of GDP, but due to the sharp fall in its GDP (by 12% this year, according to latest estimates compared to the 5% estimate when the IMF loan was made last December), the budget deficit could now jump to 12% of GDP.

 

The incoming government had hoped to persuade the IMF to accept a slightly higher budget deficit of 7% of GDP, but the IMF insisted on sticking to the target and suspended its lending, and thus Latvia is now "racing to prepare more spending cuts", according to the report in the Financial Times.

 

The Latvia case indicates that the IMF has not changed, and that funds channeled through the IMF are likely to lead to greater economic contraction in countries that take the IMF loans and the attached conditions.

 

It is thus unfortunate that the biggest result of the G20 Summit is to boost the IMF instead of other more appropriate organizations that can help countries with economic recovery.

 

The G20 Summit made some progress, though not significant, in other areas, such as expanding the membership of the Financial Stability Forum (renamed the Financial Stability Board) to include developing countries that belong to the G20, agreeing that the heads of the IMF and World Bank need not be from Europe or the United States, and initial measures to regulate hedge funds and rating agencies, and to take note of the status and reports of tax havens that the OECD will publish.

 

There are several issues that the Summit failed to resolve, besides the biggest omission - failure to reform IMF policies.

 

First, it failed to produce anything tangible on a coordinated fiscal stimulus policy, which the Americans wanted but which Germany and France objected to. Secondly, it did not come up with a plan of action to clean up the crisis-hit banking systems.

 

Thirdly, there was no plan for regulating cross-border activities of financial institutions or cross-border financial flows, nor an acknowledgement that a framework should be created that facilitates developing countries' ability to regulate the flow of cross-border funds.

 

Fourthly, there was no move to assist developing countries to avoid wrenching debt crises through plans to establish a international system of debt standstill and debt work-out, through an "international bankruptcy mechanism". Without this, developing countries would be deprived of the kinds of schemes by which banks or companies in trouble pay back only a portion of their loans whose market values would have fallen.

 

One positive aspect of the Summit is that a few leading developing countries have become an accepted part of a G20 which thus has better representation than the G8 as a forum for global economic decision-making. Countries like China, India and Brazil are now participants.

 

Nevertheless, the vast majority of developing countries are absent from the G20 table, and thus the G20 does not have international legitimacy.

 

The United Nations is the better venue for discussion and decision-making on the global economy and the way out of the crisis, with a greater chance that the interests of developing countries will be taken care of.

 

The Commission of Experts set up by the President of the General Assembly presented their forthcoming report's draft recommendations, which included proposals for actions that were more relevant to the basic changes required to the international financial system, including changes that would meet some of the critical needs of developing countries.

 

The UN General Assembly will hold a summit-level session to discuss the global financial and economic crisis and its implications on development in the first week of June. This will be an occasion for a more comprehensive review of and plan of action on the global crisis.

 

(* Martin Khor is the Executive Director of the South Centre and formerly Editor of SUNS. This commentary was prepared for SUNS. It is expanded from an earlier article in The Star, Malaysia.) +
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TWN analysis of G20 Summit
A DEVELOPMENT-BLIND G20 OUTCOME EMPOWERS AN UNREFORMED IMF
By Bhumika Muchhala
The G20’s London communiqué of 2 April promised to repair the global economy by taking action in major areas such as restoring growth, jobs, confidence and lending, strengthening financial regulation, funding and reforming the international financial institutions (IFIs), rejecting protectionism and pursuing recovery through a green economy.  

However, the only apparent financial commitment by the G20 summit was to announce the injection through various ways of $1.1 trillion dollars into the IMF, the World Bank Group (which includes the regional development banks).  Due to the glaring absence of a political consensus among key G20 members on a coordinated fiscal stimulus plan, or regulation of cross-border financial flows, the only agreement on immediate action was to boost the resources of the international financial institutions whose decision-making has been controlled by the US and European countries since their creation.

However, this significant funding boost, particularly for the IMF, which will be endowed with an extra $750 billion, cannot be compared to the benefit of a coordinated fiscal stimulus. As economic experts have pointed out, IMF funds only help the world’s economies if countries borrow from the Fund, whereas fiscal stimulus efforts bolster global demand overall.  

The G20’s decision to channel funds predominantly through the IMF, rather than a more diverse allocation of funds, is a narrow mechanism through which the developing countries may be negatively affected by procyclical and contractionary policies which were a contributing factor  to creating the crisis.

The capital refurbishment of both the IMF and the World Bank comes without any upfront reform requirements from the institutions.  Instead, the only key reforms outlined are to end the Europe-US monopoly on the leaders of the Bank and Fund, and governance reforms to increase quotas and voice, which, however, are not to be reviewed and implemented until 2011 for the IMF and 2010 for the World Bank.  

While the Fund and Bank get away without deeper reform requirements, these very institutions almost always require policy reforms from their member country borrowers upon obtaining loans.  It remains to be asked why the IMF and World Bank can demand accountability from their borrowers but why accountability cannot be demanded of them when they are the recipients of financial funds?  

The relatively easy agenda put forth by the G20 to the IMF and the World Bank Group reflects the low level of accountability demanded from these institutions by its biggest shareholders. This further maintains the already low level of accountability and transparency that both the IMF and World Bank have long been critiqued for by both academic experts and global civil society.  

With such a significant financial empowerment of the IFIs, there is a key opportunity to demand fundamental changes in not only governance, but also policy and process.  For example, procyclical fiscal and monetary tightening, still being required by countries taking out loans from the IMF, could be changed into counter-cyclical and pro-growth policies, while the transparency of loan information and the participation of  parliamentarians and civil society in borrowing countries could be enhanced. 

The UN Commission’s proposals offer more for development
In contrast, the United Nations General Assembly, representing 192 UN member states, has initiated a more inclusive process.   The Commission of Experts it set up, led by Professor Stiglitz, presented their recommendations in the General Assembly in late March.  The recommendations include regulation of financial markets, reform of the IMF, the creation of a new credit facility, a special allocation of Special Drawing Rights (SDRs) to establish a new global reserve system, channeling 1% of developed countries’ stimulus packages as official development assistance to developing countries and setting up a global economic coordination council in the UN.   

A central difference between the G20 and the Commission’s approaches is that the Commission’s recommendations prioritises the interests of developing countries in its analysis and recommendations to address the crisis, on developing countries. While the 20 nations of the G20 represent 85% of world output and 80% of world trade, the group does not represent the views of well over a hundred developing countries.  This undoubtedly creates a difference of agenda, perspective and ideas.  The G20 can by no means be presented as a global body in the same manner that the United Nations, with 192 national voices, can be.

Business as usual in IMF crisis loans
The G20 communiqué commends “the progress made by the IMF with its new Flexible Credit Line (FCL) and its reformed lending and conditionality framework.”  However, the extent to which the IMF’s lending and conditionality framework has really been reformed is highly questionable.  Only a few developing countries (that are deemed to already have sound finances) are eligible for the new flexible credit line, which is to have no or little conditionality.  

Most countries will still be subjected to loan conditionality. For them, the use of conditionality on structural issues may have been streamlined, but macroeconomic conditionality in the areas of fiscal, monetary and exchange rate policies remain, and recent evidence shows that the conditions on these are still pro-cyclical and anti-Keynesian, as they were in the IMF loans in the Asian financial crisis 11 years ago.  

An analysis by Third World Network of 9 IMF loans, beginning in September 2008, to emerging market economies and developing countries affected by the crisis reveals that fiscal and monetary tightening is still being prescribed.  The loan conditions typically reduce or limit government spending and reduce or limit the budget deficit.  Fiscal deficit reduction targets are to be achieved by cutting public expenditure, involving reductions in public sector wages, caps on pension payments, postponement of social benefits and minimum wage increases, elimination of energy subsidies and in the case of Pakistan, by raising electricity tariffs by 18% and reducing tax exemptions.  

Similarly, monetary policy conditions are focused on reducing inflation through rigorous inflation targeting regimes and tightening monetary policy by increasing interest rates.  In the case of both Latvia and Iceland, the official interest rate was increased by 600 basis points, or 6 percentage points.  Most other countries are also asked to raise their interest rates.

The pro-cyclical conditions in these recent IMF loans contradict the directive given in the G20 communiqué that resource increases to the global financial institutions will “support growth in emerging market and developing countries by helping to finance counter-cyclical spending.”  They are also opposite to the counter-cyclical policies that the G20 countries have prescribed to themselves; the G20 communiqué for example reports that within G20 countries “interest rates have been cut aggressively…and our central banks have pledged to maintain expansionary policies.”  

The apparent double standard of counter-cyclical expansionary fiscal and monetary policies for the developed countries and the G20 countries, and pro-cyclical contractionary policies for the developing countries and East/Central European countries receiving IMF loans is not addressed nor explained by either the G20 communiqué or the IMF’s senior officials.  Perhaps the G20 leaders themselves are not aware of the conditions in the recent IMF loans and were taken in by the false assurances by the IMF chiefs that the conditions have changed.   

At the UN General Assembly dialogue, held in late March in New York, many developing country delegates, including the Chairman of the G77 and China, spoke out against procyclical IMF loan conditionality and called for a fundamental policy change in the IMF before it is capitalized with increased resources by the G20 countries.  These developing countries’ demands were not heeded by the G20 meeting. 

The role of the IMF in exacerbating the economic recession experienced by Asian countries during the Asian financial crisis and by Africa and other developing regions for an even longer period has been widely publicized.  Because of this, developing countries have been reluctant to go to the IMF for financial assistance. Many Asian countries built up their foreign reserves as a form of self-insurance and protection, so that they do not have to undergo another IMF experience. The IMF itself was suffering a crisis of lack of business, with retrenchment of its staff, until the recent crisis and now the G20 meeting gave it a new boost.

Instead of demanding genuine reform of the IMF, the G20 has chosen to legitimize and empower an institution that is widely held responsible for worsening developing countries’ prospects for long-term economic growth and public spending for development needs.  This empowerment of the IMF does not bode well for meeting developing countries’ needs in the current financial crisis, and it also undermines the potential international support that could otherwise be given to alternative or new institutions and regional arrangements that can do a better job of providing financial resources to developing countries.

For example, the UNGA’s Commission of Experts proposes a range of institutional options, including the creation of a new credit lending facility, and its also supports regional efforts to augment liquidity for developing countries, for instance, through the Chiang Mai Initiative in East Asia and the Bank of the South in Latin America.

These alternatives would create much needed competition to the current monopoly that the IMF and World Bank have in crisis lending, as well as provide more policy space to borrowing countries, particularly by not having the IMF’s pro-cyclical fiscal and monetary policy conditionality.

A new reserve system or a SDR allocation mainly for rich countries?
The UN Commission’s first proposal in its agenda for systemic reforms to the global economy is the creation of a new global reserve system.  Such a reserve system is envisaged as a “greatly expanded SDR” which could contribute to “global stability, economic strength and global equity.” It would address the current paradox where in the predominantly US dollar based system, poor countries are lending to the rich reserve countries at low interest rates, and face the danger of single-country reserve systems where the accumulation of debt undermines confidence and stability.  In contrast, the Commission suggests that a new Global Reserve System could be non-inflationary, feasible to implement and could reduce the asymmetric adjustment between surplus and deficit countries.  

In contrast, the G20 communiqué does not go so far as to propose a new reserve system and instead states that a general SDR allocation of $250 billion toward increasing global liquidity will be based on the existing quotas of IMF member countries.  Since the developed countries possess the predominant amount of quotas, the bulk of SDRs, or 60% of it, will go to a few of the richest countries which need the SDRs the least.  If the G20 was genuinely concerned about providing global liquidity to developing countries, it would call for a special issue of new SDRs that are issued not in accordance with existing IMF member quotas but with to countries on the basis of need. Such a new issue of SDRs was originally proposed in the IMF in 1997, but this proposal was rejected by the US.

More policy space needed for developing countries 
The UN Commission’s recommendations states that many developing countries affected by the financial crisis are “encouraged or induced to pursue procyclical policies.”  While this is in part due to the lack of domestic resources in developing countries, it is also, the Commission states, “due to misguided policy recommendations from international financial institutions” that often require developing countries to adopt the very policies that contributed to the current crisis.  It further says that IMF initiatives to reduce conditionalities are insufficient.  

The Commission also asserts that policy space for developing countries is circumscribed by many bilateral and multilateral trade agreements that limit the ability of countries to apply regulations to their capital account and financial systems, and that different policy frameworks are needed to protect developing countries from exposure to crisis contagion.  

The Commission makes corresponding proposals to reform the IMF policies and the relevant provisions of the trade agreements.  

In contrast, the G20 communiqué is silent on the need to reform IMF policies or trade agreements, and thus neglects the factors limiting developing countries’ policy space nor to the need for reforms.

There should be a better way forward
Overall, the G20 communiqué is very disappointing as it does not tackle the systemic causes of the crisis, nor does it really assist developing countries that suffer the effects of a crisis that is not of their doing.

On the contrary, by greatly empowering the IMF and other international financial institutions while allowing them to continue with their pro-cyclical policies, the G20 Summit may actually worsen the situation facing crisis-hit developing countries as the G20 did not set up alternative sources for them to obtain crisis-related funding, and thus they may have to return to the IMF for loans that tie them to policies that worsen their economic situation.  This is perhaps to be expected since the G20 is dominated by the major developed countries.

The UN General Assembly is in the process of preparing for a summit-level special session on the global economic crisis and the effects on development.  This process will be more inclusive, as it involves all countries in the UN.  Hopefully it will also lead to a more adequate response that is really in the interests of developing countries and that is pro-development.  


