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4 Yoon Je Cho

I. Introduction

The world we are living in now is drastically different from that of a half century
ago. So is the global financial market. Yet the basic design and operations of the
international financial institutions (IFIs) are not now that different from then. The
Bretton Woods institutions and the postwar international monetary order were framed
by design of and negotiation between, primarily the United States (US) and the
United Kingdom during World War II. In the immediate postwar years, the US
was the preeminent power overseeing operations of the international economic
system. With the recovery of Europe and rapid economic growth of Japan, these
countries became more assertive in global economic governance. But it was
essentially the US - and Western Europe to a smaller degree - that made the global
economic rules, with Japan largely a follower, usually content to go with the US
position under the latter’s nuclear umbrella.

This scene started to change in the late 1980s and early 1990s. With the collapse
of the former Soviet Union and consequent impact on Eastern Europe, over 400
million people were integrated into the free market economic system. With the
opening and accelerated growth of the economy of the People’s Republic of China
(PRC) and India, nearly 2.5 billion people became fully integrated into the global
economic system. That means, over the last 20 years, that we have seen economies
with half the world’s population integrate into the global economic system. In
addition, globalization of national economies across the world, both advanced and
developing, started to accelerate in the 1990s. Emerging economies accelerated their
financial deregulation and opening, which led to rapid integration of their financial
markets into the global market. This also led to massive - and volatile - capital
inflows to these economies.

The IFIs that were designed more than 60 years ago can no longer effectively
meet the challenges of the global economy. While the global financial market has
become integrated like a single market, there is no global central bank or global
regulatory body. And while global imbalances have intensified, there has been no
international instrument or mechanism to drive orderly adjustments of those
imbalances. Only the global crisis could stimulate the adjustment, imposing heavy
costs on national economies and the global economy.

There also has been a rapid shift in the weight of economic power. In purchasing
power parity (PPP) terms, the share of the Group of 7 (G7) countries in global
gross domestic product (GDP) fell from nearly half to 40% in the last 10 years.
During this time, the share of emerging market economies (EMEs) including the
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PRC increased rapidly. This means that we are facing not only inadequate IFIs to
cope with global economic issues, but also an inadequate governance structure at
those institutions. Therefore, the tasks facing us today are to reform (i) the IFIs
- mandate, resources, management, and governance structure; (ii) the IMS (which
usually refers to the rules and institutions for international payments) and the
regulatory framework of the global financial system; and (iii) global economic
governance.

At the center of the rapid change in the distribution of global economic weight
has been the rapid ascent of the Asian economies during the past half century. Japan
took the lead in the 1950s-1960s, followed by Hong Kong, the Republic of Korea
(Korea); Singapore, and Taiwan in the 1960-1970s, with Indonesia, Malaysia, the
Philippines, and Thailand in the 1980s. But the rapid growth of these economies
did not pose a serious challenge to global economic governance issues, because
they were relatively small economies (except Japan), and broadly under the influence
of the US or Europe for various reasons, including security pacts. However, when
the PRC and India woke up from their rather long hibernation and started to show
staggering rates of economic growth, not only did the ascendency of Asia for this
century become evident, but also did a change of international political and economic
dynamics.

Reflecting these shifts, and with the global crisis, a new global economic
governance forum, the Group of Twenty (G20), emerged. In this forum, there are
five Asian countries (six if we include Australia) with a seat. This is in great contrast
to the “outgoing” forum, the G7, where only one Asian country was represented.
Asians have now achieved greater participation in global economic governance. But
will this achievement significantly change the nature of global economic governance,
or the global economic order, or the way the IFIs will be run in the near future?
What should Asia do to take the current opportunity of enhanced representation
in order to enhance its de facto role in global economic governance?

The next section, section 2, discusses the problems of the IMS. It reviews the
present debate and discussions on how to reform the IMS along with developing
countries’ interest in the system. Section 3 discusses the future role of the G20,
which is expected to remain a premier forum for global economic governance for
a while, as it is important to have effective global governance not only for
orchestrating the successful reforms of the IMS but for securing effective policy
coordination for balanced, stable, and sustained growth of the global economy.
Section 4 discusses the role of Asia in global economic governance. Some
conclusions are suggested at the end of the paper.
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6 Yoon Je Cho

II. Global Financial Crisis and International Monetary System

There have been extensive discussions about the causes of the global financial
crisis: a financial regulatory framework that encouraged excessive risk taking and
high leverage in financial institutions; interconnectedness among large financial
institutions in the global financial system through derivatives markets; inadequate
fiscal and monetary policies that fueled asset bubbles; and so on. From a fundamental
standpoint, however, the issue starts with the institutional mismatch that failed to
meet new challenges posed by the rapid globalization that progressed over the last
several decades.

The current IMS is deemed to be no longer adequate to meet the needs of a
complex, integrated world economy. It may even exacerbate instability rather than
contain it. In fact, the current IMS is something of a “non-system.” After the collapse
of the Bretton Woods system in 1971, the world has divided into two camps -
one with major currencies that float freely and permit free flows of capital, and
one with varying degrees of control over exchange rates and cross-border flows
(Mateos y Lago et al. 2009). The current IMS does not have any established
mechanism to facilitate the adjustment of global imbalances, and so they persist,
becoming a source of increased uncertainty and instability.

The main problems of the current IMS can be summarized as follows.

First, the demand for foreign reserve accumulation has been increasing despite
the movement from fixed exchange rate regimes to floating rate regimes some 40
years ago. While the collapse of the Bretton Woods system was expected to lead
to smaller holdings of foreign reserves, we have in fact seen a rapid rise in them
among EMESs, especially after the Asian financial crisis of 1997-98 (Figure 1). If
this trend continues, it is expected that total foreign reserves in dollars held outside
the US will rise to 700% of US GDP by 2035 from the current level of less than
50% (IMF 2010a).

Second, this increasing demand for foreign reserves has been concentrated in US
dollar assets, especially public securities. This has made it difficult for the US to
achieve internal and external equilibrium. This is not a new problem for the country,
whose domestic currency is used as an international currency under the fiat money
system (the “Triffin” dilemma). But this problem has become more acute as the
US economy weakened with deepening internal and external imbalances.

Third, as the IMS relies too heavily on the supply of currency issued by a center
country (the US), it gives an exorbitant privilege to this country, which can issue
Treasury bills at the lowest possible interest rate in the international capital market
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(Mateos y Lago et al. 2009, Subacchi and Driffill 2010, IMF 2010a and b, UN
2009). As a result, the center country lacks any market pressure for macroeconomic
policy discipline, facilitating the buildup of asset bubbles and the worsening of global
imbalances. For their part, the EMEs whose currency is not used as international
currency have to bear a severe and painful adjustment when they face a currency
crisis, or have to pay a steep cost in maintaining high foreign reserves for
self-insurance against such a crisis. According to a recent IMF estimate, EMEs are
paying about 1.3% of national income for holding large amounts of foreign reserves
(assuming a 3 percentage point premium above US Treasury securities) (IMF 2010b).

Fourth, as a related problem, the global financial system depends too heavily on
the center country’s ability to maintain the stability of the value of its currency
and strength of its own financial system. This overdependence heightens the
uncertainty and source of instability. As long as the US maintains a sound financial
regulatory framework, solid macroeconomic policies, and a strong and stable
financial system, the system can work reasonably well. However, once US economic
and financial-system credibility is weakened, the global system can become very
unstable. If there were an international institution (or instruments) that could
effectively monitor and govern the soundness and stability of the macro-financial
policies of the US and other major economies, we might see a more stable global
financial system. However, there is not.

Fifth, international capital flows have been distorted in the current IMS. The capital
flows from EMEs and developing countries where the productivity of capital
investment is higher, to advanced economies, especially the US, where the return
to capital investment is lower. This distortion reduces the investment opportunities
for developing countries to construct their infrastructure and industrial base for higher
economic growth.

Given these problems, there have been various proposals to reform the current
IMS, which fall into two groups: demand-side and supply-side reform.

1. Demand-side Reform

The key here is how to reduce the widespread strong demand for foreign reserve
holdings among EMEs. Self-insurance against currency crisis is not their sole
motivation for large foreign reserves. The export-oriented growth strategy has also
been a significant motivation to undervalue the currency and sterilize capital inflows,
leading to a large accumulation of foreign reserves. However, according to one
estimate, self-insurance - especially after the Asian currency crisis - accounts for
one-half to two-thirds of total reserves and accounted for about half the increase
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of total foreign reserves in the decade to 2008 (Obstfeld et al. 2008).

In the current global financial market environment where capital flows are volatile,
EMEs and developing economies run a high risk of currency crisis. They have to
walk a very narrow line of policy discipline between openness of their financial
system and sound macroeconomic management. Although the history of their
financial market opening is short, many of these economies’ capital markets are
more open and integrated into the global system than the advanced economies’
(Figure 2). If their balance-of-payments position deteriorates for a sustained period,
they have a high risk of, at some point, facing a massive sudden reversal of foreign
capital flow, with a huge impact on the domestic financial system and the economy.
Even though economic management may be sound in these countries, they are
exposed to risk through contagion from a crisis that has begun elsewhere. To insure
against such a possibility, they have to manage their external balance carefully,
maintaining a competitive export environment and a stable macroeconomic situation,
including currency stability and competitiveness. This pushes them to intervene in
the currency market when there are massive inflows of foreign capital and a buildup
of foreign reserves.

There have been several proposals to reduce the self-insurance motivation and
thereby demand for foreign reserves. They include third-party insurance and the
expansion of the opportunity to borrow from a global and regional reserve pool,
or access to a global lender of last resort (or something similar). However, the first
option would be too costly. The private market to insure against such a risk has
so far failed to be established. Public insurance through any international organization
would be too costly and unfair in sharing the burden (IMF 2010a and b).

That leads us to the second option - building a stronger global financial safety
net. The Korean authorities, which hosted the Seoul G20 Summit in November 2010,
have taken an initiative with the IMF to push through this option by improving
the current financing facilities of the IMF. The IMF has made some innovations
in its lending program in consultation with the G20 countries’ authorities and these
were endorsed at Seoul. These innovations include refining the flexible credit line
(FCL) by increasing the size and maturity of the loan with improved pre-qualification
criteria for the loan to reduce the “stigma” effect; and creating new lending facilities,
called the precautionary credit line (PCL), for the countries who are not fully qualified
for FCL but with generally sound polices, that need some precautionary financing
(IMF 2010b). But these innovations may not yet be sufficient to prevent systemic
crisis of the global economy.
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2. Supply-side Reform

Discussions on supply-side reform of the IMS focus on how to diversify the supply
of international reserve currency. The proposals include moving to a multiple
currency system; increased allocation and wider use of special drawing rights (SDR);
and creating a new global reserve currency. A more diversified allocation across
available and new reserve assets would reduce the system’s (and individual
countries’) exposure to risks stemming from economic outturns and policies in a
single country, and may provide more stable stores of value by increasing reserve
issuers’ incentives to pursue sound policies and avoid losing associated benefits.
While global reserves are already diversified to some degree and further diversification
is likely to continue slowly over time, the pace and eventual degree may not be
enough to bring about the desirable balance in supply, especially if reserve
accumulation continues apace (IMF 2010a and b).

A key question is whether diversification should be encouraged among suitable
existing currencies, or if it should be sought more with global reserve assets, acting
as a complement or even substitute to existing ones (IMF 2010a). All proposals
have their pros and cons; they also face trade-offs between desirability and political
feasibility. As the world becomes more multipolar in terms of GDP, the drive for
a multicurrency system that mimics global economic weights is likely to increase.
A more diversified reserve system would be better in that it would help discipline
policies of all reserve issuers, given enhanced substitutability of their assets.
However, a disadvantage would be lower network externalities and possible costs
for trade and investment due to volatility among major reserve currencies (McKinsey
Global Institute 2009).

A more ambitious reform option would be to develop a global currency. Issued
by a global central bank, it would be designed as a stable store of value that is
not tied exclusively to the conditions of any particular economy. One option is for
that global currency to be adopted by fiat as a common currency (like the euro
was), an approach that would immediately result in widespread use and eliminate
exchange rate volatility among adopters. A somewhat less ambitious option would
be for the global currency to circulate alongside national currencies, though it would
need to be adopted by fiat in at least some countries for an exchange market to
develop. If the global currency were to circulate as a dominant currency in place
of the US dollar, then current account imbalances that reflect today’s situation -
surplus countries pegging to the global currency with deficit countries floating against
it - would adjust more systematically, and perhaps more automatically than in the
current system since the deficit currencies would be expected to depreciate against
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the global currency. However, this option would suffer from the same problems
that are faced by common currency areas such as the eurozone. Adoption of a
common currency could limit scope for adjustment to shocks by individual countries.
It would be essential to construct governance arrangements that ensure accountability
of the global currency-issuing institution while ensuring its independence. It also
requires a substantial concession of economic sovereignty by individual countries.
Hence political feasibility is very low.

As another option, a greater role could be considered for SDR (for example, UN
2009, IMF 2010a and b, Zhou 2009). The SDR had been almost forgotten until
the recent global crisis. The SDR is an international reserve asset created by the
IMF in 1969 to supplement official reserves of member countries. For countries
with a balance-of-payments need, it represents an unconditional right to obtain
foreign exchange or other key reserve assets from other IMF members. The value
of the SDR is based on a basket of currencies (currently the US dollar, euro, yen,
and pound).! But it is not itself a currency.

In 2009, Mr Zhou Xiaochuan, governor of the People’s Bank of China, suggested
wider use of the SDR as a reserve asset (Zhou 2009). As the confidence in the
future value of the US dollar has weakened, countries with large amounts of
US-dollar foreign reserve assets are concerned about losing value. If, for instance,
the PRC moves to rebalance its foreign reserve composition from the dollar to other
currencies, it risks causing an immediate fall in the dollar, with no beneficial
consequences for the PRC, the US, or the global economy. If the PRC could hold
more SDR instead, its foreign reserves would be immediately better diversified into
that currency basket, becoming more stable in value. This would be possible when
there is an international agreement to expand the allocation and use of the SDR,
extending its use from the official to the private sector. But the US seems to be
reluctant to accept any significant change of the IMS from the current one.

3. Prospects of Reform

As discussed above, although there have been widely shared views on the problems
of the current IMS, there are different views on how to reform it, or even if it
needs to be reformed. Some economists argue that we need fundamental reform
while others believe that we cannot find any better alternative to the current system
in the near future. The latter group also argues that what we need is reform of
the regulatory aspects of the global financial - not monetary - system. They argue

I In the future, the PRC yuan and the Brazilian Real, for instance, could be included.

(© Korea Institute for International Economic Policy



Global Economic Governance Reform and the Role of Asia: Opportunities Offered by the G20 11

that the current system is the outcome of an evolution that complemented the
weakness of the previous systems, including the gold standard, Bretton Woods, and
the interwar free-floating system, and has worked reasonably well over the last
40 years (Truman 2009).

The evolution of the IMS has been shaped not only by the experiences of previous
systems but also by the dominant economic thoughts, balance of economic weights,
and political economy of the time. The dominant reserve currency changed with
the shift of economic power, but only after a substantial time lag. In the initial
stages, the dominant country was always reluctant to accept changes and push
reforms, while the emerging power was hesitant to accept greater responsibility as
a reserve issuer. As a result, there was no big impact, but only gradual and
incremental change.

As with the dollar today, the demise of the pound was widely anticipated but
the process was more gradual than expected and a widely predicted abrupt collapse
was avoided. Even though the emergence of the US as the dominant economic power
became evident after World War I, the pound played the role of major international
reserve currency for a while. The IMF estimated that official sterling reserves,
excluding those held by colonies, were four times the value of official dollar reserves
in 1947 and that sterling still accounted for about 87% of global foreign exchange
reserves (Schenk 2010). It took 10 years from the end of World Warll (and a
30% devaluation of the pound) before the share of dollar reserves exceeded that
of sterling. The shift from sterling to the dollar and the elimination of sterling as
a major international currency resulted in periodic crises, international tensions, and
conflict over the United Kingdom’s domestic economic policy. In short, although
it was not a painless transformation, it was still tempered by international
commitment to avoid a damaging tipping point for sterling that would have
undermined confidence in the IMS as a whole (Schenk 2010).

The transition this century would likewise require close collaboration among the
major players - incumbent and emerging powers - to avoid turbulence and severe
instability in the international financial system. The shape of the IMS in the 21st
century will be significantly influenced by the views, interests, and requirements
of the emerging powers. However, it is important to ensure the sustainability of
the current system and avoid its collapse. This should include efforts at the least
to strengthen policy coordination and collaboration among the major economies,
and to reform the IMF to make it a more effective institution for bilateral and
multilateral surveillance and as an international lender of last resort. The success
on both fronts depends critically on the effectiveness of global economic governance
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and the role of the G20 which emerged as a premier forum for international
cooperation after the global financial crisis.

III. Global Economic Governance Reform and the G20

It is now clear that the problems of global imbalances, economic recession and
recovery, and financial system reform cannot be discussed without involving EMEs.
It has been fortunate that the G20 emerged as a premier forum, and this could
be the most profound evolution in global economic governance over the last couple
decades. It represents the first adaptation of the global governance structure to reflect
dramatic changes in the distribution of power since the end of the Cold War. It
is also the only forum in which major established and emerging players meet in
a setting of formal equality, unlike the two-tiered Security Council of the UN or
the weighted voting in the IFIs.

The G20 acknowledges that global governance cannot be done by the West alone.
It can provide a framework in which established and emerging powers can work
out an agreement and negotiate breakthroughs on pressing global economic issues.
As Patrick (2010) says “G20 has the potential to shake up the geopolitical order,
introducing greater flexibility into global diplomacy and transcending the stultifying
bloc politics that have too often hamstrung cooperation on global governance in
formal, treaty-based institutions, including the United Nations.”

Any governance body is subject to a test of legitimacy, representativeness, and
effectiveness - and the G20 is no exception. The G20, like the G7, is a self-proclaimed
global economic governance forum. It is not formed on the basis of any international
treaty or agreement. The G20 represents about 85% of the world’s GDP, 80% of
its trade, and 67% of its population (Heinbecker 2010). Countries from all continents
are included in the G20. In contrast to the G7 membership, the G20 includes all
the systemically important countries such as the large emerging economies of the
PRC, Brazil, and India. Therefore, legitimacy and representativeness may not be
an important hurdle for the G20 to function as a global governance forum. There
is no clear reason why those 20 particular leaders should sit around the same table,
but any other selection would invite similar questions and criticism. The G20 seems
to be a reasonable grouping as it is balanced between advanced and emerging
economies, and regionally. Effectiveness, however, could be a serious challenge.

As the world may be unable to find an alternative to the G20, the G20 may
well stay as the premier forum for global economic governance - for at least some
time. Still, although it showed its usefulness as a forum for policy cooperation during
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the crisis, it is unclear whether it can continue to be an effective global economic
governance body. The experience of the G7 suggests that G20 could become no
more than an annual diplomatic event of leaders meeting without any significant
outcome to address or resolve global economic issues. A meeting with 20 leaders
will find it harder to be effective than one with seven or eight.

The G20 Role in Global Governance System —A Kind of Legislature?

The G7 began as a kind of caucus, an informal group of legislators, with leaders
reluctant to involve ministers and refusing to create a permanent secretariat. The
global governance system demands a new organization that can work as a legislature
and the G20, at this moment, is the available alternative. Some observers say that
the G20 is already acting as a sort of legislature as it directs new rules for the
global financial system and assigns tasks to the IFIs.2

The role of the IFIs has been limited to their own jurisdiction and, to a large
extent, they have not been able to be effective even in their given jurisdictions.
They have been marginalized in global economic governance and have failed to
address cross-jurisdictional issues such as financial stability (Stewart 1996, Varma
2002, Bryant 2010). Of course, the G20 faces difficulties in meeting this role. It
is a group of “systemically important” economies. Unfortunately, except for their
economic impact, G20 members have little in common with respect to their ideologies
and levels of development. This strengthens the need for the G20 to become more
institutionalized in its process of making agreements, decisions, and overall
implementation.

A legislature has two core functions: legislation, and oversight of executive
agencies. The G20 should provide the mandate and oversight of the operations of
international economic organizations. It should also be a place where effective policy
coordination among member countries happens. But for the G20 to meet these two
functions, there should be innovative institutional design for the G20. Otherwise,
it would not be able to address the challenging global economic issues such as
IMS reform successfully.

One element of criticism for the G7/G8 summits was the lack of continuity and

2 Mo (2010) says for example, “In thinking about the meaning and significance of the G20 in the
history of global governance, it is constructive to take a step back from current issues and ask
ourselves what the founding fathers of the new global governance system would make of the G20.
Seen from this constitutional perspective, it is clear that the G20 belongs to the legislative branch
side of the global governance system. The G20 is already acting like a legislature as it legislate
new rules for the world economy and tasks and evaluates international financial institutions.”
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implementation monitoring. The G20 will have to demonstrate that it can do better.
However, with the increased number of participants relative to the G7/G8 and the
likely more comprehensive agenda of the G20, the preparation and follow-up process
for the G20 summit will be more complex and demanding as it involves many
more players and less continuity in the leadership. Furthermore, unlike the G7, which
is a like-minded group, the G20 is extremely diverse in terms of political organization
and ideology. Divergences among the G20 were masked during the first year of
the crisis, as countries focused on the short-term, urgent goals of preventing global
economic depression. As the world has started to come out of the crisis, the
underlying diversity of opinions, interests, and perspectives in the G20 could
reemerge. Diversity in the composition of the membership has the risk of hindering
consensus building within the G20 as was evidenced in the Toronto and Seoul
summits, and, therefore, hurting the G20’s effectiveness as a global decision-making
body.

To build consensus and ensure effectiveness, the G20 requires creative instuitional
innovations. One of them would be to set up a G20 secretariat or something similar
(Linn 2010, Carin 2010). At the finance minister level, the G20 chair is part of
a revolving three-member management troika of “sherpas,” consisting of the current
chair, as well as the immediately preceding and succeeding chairs. The management
picture at the leader level is less clear. The chair country now sets up a temporary
secretariat for the duration of its term. The temporary secretariat coordinates the
group work with technical support from the IFIs. But the G20 reliance on temporary
and rotating arrangements is unlikely to last long as they already create the problem
of work discontinuity and conflicts of interests. A rotating secretariat makes it hard
for the G20 to maintain organizational coherence. The IMF can play a type of
secretariat role for the G20; however, the agenda for the G20 could be broadened
beyond macro-financial issues, such as energy and trade. Also, it may not be a
good idea for the G20 to depend too much on the IMF for secretariat functions
as this may compromise its ability to reform and monitor the IMF.

However, concerns have been expressed that leaders would not want to see a
bureaucratic structure take over the G20 summit or that the existence of a heavy
secretarial structure could undermine the commitment by the national executive
agencies to their engagement in the G20 summit processes. The aim is to manage
and organize the summit to ensure continuity, institutional memory, and the
implementation of plans and promises that are yet to be driven by member
governments. The challenge will therefore be to keep any secretariat structure small,
non-bureaucratic, and driven by member governments.
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Alternative options could be considered to ensure effective logistical and technical
support for the G20, such as cross-posting of high-level staff from countries that
have had the G20 presidency in the past to countries taking on this role. Stronger
liaison contact points and implementation-reporting requirements could be
established in the key international institutions that are tasked with follow-up on
the G20 summit (Linn 2010).

The G20 currently works as a “committee as the whole” without select or standing
committees. As the number of issues that the G20 takes up increases, the G20 may
consider the use of standing committees to divide work among member countries.

IV. Global Economic Governance and the Role of Asia

Although the global financial crisis prompted the G20 Summit, it was, more
fundamentally, a decision to integrate rising powers, mainly from Asia, into the
multilateral system. In the G7/G8, only one Asian country, Japan, was represented;
in G20, five (six with Australia). So the question now is: If Asia secured proper
representation for itself in the global governance system, what would it do with
it? Does it have a clear vision - or any vision - for the future global economic
system?

Asians may be happy and proud to have greater representation in such a system.
But we Asians also have to recognize that we remain ambivalent about our global
roles. We want to sit at the high table. We want to alter the rules of the game
biased for West and have a stronger voice in global governance. But perhaps we
still lack vision for the future global economic system. We also do not want to
take any greater responsibilities or burdens. Asian countries so far have been passive
followers of the international economic order, which was shaped by the West after
World Warll. They have grown fast in this global environment. Most Asian
countries, including the PRC and Japan, are preoccupied with domestic growth and
political stability, and lack the vision of how to shape the future global economic
system. They also have different views on global economic issues and have not
sufficiently communicated among themselves.

In this situation, can we expect any significant changes to the global economic
institutions and system with the emergence of the G20? If, for instance, the role
of international institutions such as the IMF is strengthened (as endorsed by G20
summit meetings) without much real change either to their operations or governance
structure, what would that mean to Asia? Would that mean stronger governance
over Asian economies by Western controlled and dominated institutions, or a more
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significant Asian role in global governance?

Under the current global economic order, indeed, Asian economies developed
quickly and prospered, and to a large extent have been the main beneficiaries of
the postwar settlement, taking full advantage of it. Successive trade rounds of the
General Agreement on Tariffs and Trade (which significantly reduced trade barriers
of industrial nations while allowing developing countries some preferential
treatment), as well as the export-oriented growth strategy of most Asian nations,
made their rapid growth and industrialization possible. Increased capital flows and
investment (direct and portfolio) by the West accelerated their growth potential.
Further back over the last four centuries, the world has been dominated by Western
ideas, knowledge, ideology, philosophy, technology, and vision. Many Asian
countries were colonized by the West. Even now, Asians have been passive followers
of the West’s global economic order.

So, would the global order that Asians want be different from the current one?
If so, how? We Asians have long wanted to sit at the high table, but do we have
the ideas, vision, skills, or knowledge to lead the global economy? The answer
to these questions is not yet clear - at least to me.

Asians might have wanted to increase their economic weight and participation
in global governance, but we may not want more global governance: we want to
be recognized as an important power, to have a greater share and a bigger voice
in international organizations, but not necessarily either to be more governed by
global rules, regulations, and institutions, or to take a leadership role and accept
greater responsibility for addressing global issues. But increased representation at
the G20 by Asian nations not only gives a greater privilege, but also presents a
great responsibility. It will also be of great interest to Asians to help the G20 to
firmly settle in as an effective global governance forum.

How should Asia respond?

1. Take the Leadership of the Open Multilateral System

Asian countries should lead the efforts to maintain and contribute to further
strengthening the open multilateral system. This system has been a lynchpin of Asian
success since World War II. Most Asian economies are very open, depending heavily
on international trade and investment. Maintaining an open system will be a key
to their future success. The West’s leadership of the multilateral system has been
dwindling recently, and Asia should now assume this mantle. Asia will suffer more
than any other region if the world allows the system to fail.
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2. Take Greater Responsibility for Global Economic Issues

Asian countries should take greater responsibility for global economic issues,
concomitant with their economic status. Increased economic power and status should
come with increased responsibility. Asian countries are still preoccupied with their
own domestic issues. Asian countries should play a more active role in economic
policy coordination and collaboration even though this may temporarily slow down
their export growth. Asian economies have already grown too big to continue relying
on exports for growth. Their growth strategy should rely more on expanding domestic
demand through macroeconomic policy adjustments (including exchange rate
policies) and structural reforms.

3. Contribute to the Developing World

Asian countries should more actively contribute to the developing world’s
economic performance. They have emerged as industrial powers from poor,
developing countries and this experience is still embedded in the current generation.
They should share this experience not only within the region but also across the
world. Wealthier Asian countries should increase their aid and grants to developing
countries. But more important, they should share the knowledge, experience, and
know-how of managing institutions and development with developing countries, not
by lecturing them but by trying to find more effective development paths with them,
fitting to their own economic and social circumstances. Asian countries have not
been entirely happy with the Washington Consensus, but they have not come up
with an alternative development model. Asian economists and scholars need to
commit to a range of goals, including doing more research to synthesize and
crystallize the essence of their own development experiences; exchanging views more
actively among themselves to find best practices and modules that can be applied
to other developing countries; collaborating more effectively with their policy
makers; and articulating their views in multilateral institutions. The Asian
Development Bank may be able to play a central role in this endeavor.

4. Increase Voice in International Financial Institutions

Asia should demand a greater voting share and voice in the IFIs. As the roles
of these institutions are expected to be strengthened in global economic governance,
they should be rebalanced toward greater Asian weights. Otherwise, the strengthened
roles of these institutions could be in Asia’s disfavor. Asia should not only demand
greater share, but more seats on their boards, and senior positions.

Most Asian country currencies are not international currency. As a consequence,
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they are exposed to high risks of foreign exchange instability and currency crisis
in the current global financial market environment. They also pay high costs in
self-insurance. Asian countries should therefore take the lead in strengthening the
global financial safety net, reforming the IMS. They should push for reform of IMF
lending facilities and surveillance. The IMF surveillance should be strengthened in
both the bilateral and multilateral arenas for the benefit of Asia and the world. The
IMF should be able to clearly point out the problems in member countries, including
advanced economies, which they can take seriously so as to make the necessary
policy adjustments.

There was wide criticism in the past that the IMF has been used as an instrument
for industrial nations to achieve their policy objectives. It bailed out creditors of
industrial countries and imposed very costly adjustment programs on debtor
countries. Mistrust in the IMF is in part due to the perception that its surveillance
has been asymmetric, with greatest attention paid to the weaker developing states
or those in deficit. Mistrust is also in part due to its policy conditionality based
on too much (or sometimes axiomatic) “belief in the market.” This is not to say
that the IMF has made no attempt to overcome this criticism. In recent years, it
has in fact become more flexible in its approach to individual country situations
(Adam, Collier, and Vines 2010). Nevertheless, further efforts are needed to establish
trust among all its member countries, and this can be done most effectively through
rebalancing of the governance/management structure of the institution. Asia certainly
has a role to play in this area. The case for an increased role for Asia would be
even stronger for the World Bank, where more diverse ideas and development
experience should be reflected in its policy recommendations and technical assistance
programs to developing countries.

5. Create New Institutions and Forums

Finally, Asian leaders should try to get themselves better prepared to provide
their own vision and leadership for the future. The premier economic governance
forum has shifted from the G7 to the G20. In the G7, only Japan represented Asia
which played a passive role. Now it is time for change. At the same time, however,
Asians have to admit that we lack the vision, intellectual wealth, and accumulation
of knowledge on global issues relative to the West and should try hard to start
to build them. For instance, Asia has only about 10-12 universities among the top
100 in the world. It has produced only one Nobel Prize winner in economics out
of 67 so far.3 We also have to admit that Asian countries have not engaged themselves
sufficiently to exchange views among themselves on global issues and tried hard
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enough to articulate Asia’s view to the rest of the world. To this end, Asia needs
to promote higher-quality education by upgrading academic institutions and
think-tanks, and to facilitate more active exchange of views among its intellectuals.
The existing Asian institutions should provide more occasions for this, and perhaps
many new regional forums will have to be created to facilitate such exchanges and
to consistently articulate Asia’s vision and interests in global economic issues.

V. Concluding remarks

One of the fundamental causes for the recent global financial crisis was the
“Institutional mismatch” - the mismatch between the institutions and the market in
the global financial system. The development of institutions fell far behind that of
financial markets over the last two or three decades. The integration and tight
interconnections among financial markets and the global economy now require a
new regulatory framework, which entails the reform of the IFIs and the IMS. At
the same time, more effective economic policy coordination among major players
of the global economy is needed, and this cannot be achieved without establishing
an effective global economic governance system.

This paper has discussed the necessary reforms of the IMF and the IMS, and
how to make the G20 an effective governance forum. History shows us that the
world suffers when incumbent powers fail to give rising powers their proper place.
Inclusion of major EMEs, including the PRC, Brazil, India, and others in the G20,
has been the right move. The challenge now is how to make the G20 effective.
Without institutional innovations within the G20, there is a high risk that its summits
will follow the path of previous summit meetings.

Asia’s rising powers have now been given seats at the high table of global
economic governance. Yet they do not seem to be well prepared to provide the
new vision and leadership required to shape the future global economic system.
Increased status and representation of Asian countries in the G20 give both privileges
and responsibilities to Asians. To meet these responsibilities, Asians should put forth
greater efforts to develop their intellectual leadership in global economic issues,
including creating regional forums and upgrading academic institutions.

3 Amartya Sen was a Cambridge economist who is an Indian.
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Figure 1. Reserve Accumulation, 1995-2009

a) Reserves as a percentage of imports of goods and services (three-year averages)
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b) Reserves as a percentage of short-term external debt
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Figure 2. Foreign Investor Share in Stock Markets, 2006
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