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Leaders’ focus should observe several key principles: do no harm; avoid finger pointing; moderate expectations of global action; be unanimous in selecting a few goals and then deliver.  

Restoring public confidence in economic globalization and financial markets should be leaders’ top priority. New organizations designed in haste are not necessary.  Most of what is required already exists. Make the existing institutions more effective and legitimate in preventing crises and managing them when they occur.

They should start by agreeing on a coherent international framework for regulating financial institutions and markets which encourages strong and appropriate oversight within countries and removes gaps and inconsistencies across countries that provide loopholes and opportunities for regulatory arbitrage. The Financial Stability Forum, created on a BIS platform after the 1997-98 Asian crises, already promotes cooperation among national supervisors of financial institutions such as insurance, securities and foreign exchange markets and such financial infrastructure institutions as credit rating agencies, accounting standards and others.  Strengthen its mandate to develop guidelines of best practice and universal standards to guide the reforms of national regulators.   

Central banks have demonstrated that it is possible to have a coherent international framework that achieves the same ends in diverse national economies. Central bank governors meet regularly in unremarked meetings at the Bank for International Settlements and cooperated quickly and seamlessly to support global liquidity as long ago as the 1987 crisis. Their record is not perfect, however; they did not persuade US monetary authorities to tighten lax monetary policy in recent years, nor have they convinced the Chinese government that the central bank’s heavy focus on exchange rate management contributes to global as well as domestic distortions and imbalances.  

Second, speed up IMF restructuring. It has the necessary expertise and membership to be the lender of last resort.  But it no longer has the resources or clout.  The IMF must restore the trust of Asian governments and change its governing structure to give clout to those who can provide resources, including governments with sovereign wealth funds.  Its collective experience with more than one hundred banking crises is a source of significant expertise. It has mechanisms for emergency finance and for conducting macroeconomic surveillance to track cross-country financial and economic linkages.  Its Financial Sector Assessment Programs (FSAPs) are a source of credible and comprehensive analysis and advice – which the United States has yet to make use of.  The IMF’s warnings of impending problems through its surveillance reports and semi-annual surveys of the world economy went largely unheeded.  

Third, accord a high priority to the real economy.  External imbalances must still be reduced by governments adopting national policies that are good domestic policy as well. A worrisome development is the growing perception that globalization is bad for the middle class. A strong pledge by leaders to eschew protectionism is essential. The best signal of such commitment is to complete the Doha Round by year’s end.  The lessons from the 1930s demonstrate the disastrous consequences of trade protectionism and lack of mutual trust and cooperation among governments.  Nationalism and protectionism trumped the global public interest and the crisis deepened.  This must not be allowed to happen again. 

Fourth, they should permanently restructure the global leaders’ group.  This is not a topic that should top the agenda because it will use all the “oxygen,” but it is an important one.  G-20 membership is based on criteria of economic significance and location which give it legitimacy. It should replace the G-7 as the regular, not just crisis management, leaders’ forum.

There are two significant pitfalls to avoid.  One is a grandiose global super-regulator. It won’t fly because governments will not cede national sovereignty.  Nor should they since, to be effective, regulators need to be very knowledgeable about the institutions they oversee. A global regulator fails this test. Size and reach cannot make up for the necessary proximity and focus and would very likely have negative unintended consequences. 
The second pitfall to avoid is too much government intervention.  There is a tendency during a financial crisis to emphasize instability and unfairness over the growth benefits of open capital markets. Cross-country studies show that countries with deeper and more sophisticated financial systems have grown faster because capital can be allocated more efficiently.  Individual welfare is also promoted when households can obtain credit to smooth their consumption requirements through time.  The costs of the current crisis are associated with the deficiencies of governments and national regulatory systems, most recently in the United States, not with liberalized and open financial markets.

Increased government ownership of banks and financial institutions was essential to their rescue but unless governments sell down their stakes in a timely way in the months and years ahead we can expect to see bureaucrats and politicians substituting for the market in picking winners and losers and intervening in bank strategies and daily decision making. We will also see governments in key emerging markets maintain their ownership and control of bank-dominated financial systems which will perpetuate the high cost of capital for small entrepreneurial growth enterprises who banks shun as high-risk business.   

Finally, we should have no illusions. Financial institutions will continue to innovate and financial regulators will continue to be one step behind. When regulators and the IMF warn of impending problems during the next boom, politicians and market participants should listen and regulators should act in timely ways.  But will they?
