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INTRODUCTION

The world is facing an economic downturn comparable to the ‘great depression’ of the 1930s
of the previous century. Although some commentators point to a boost in business
confidence, growing export orders, and growing GDP suggesting that the worst is over, it is
clear that many countries, companies and communities are still facing growing hardship as a
result of the Financial Crisis. Estimates from the World Bank for 2009 indicate that lower
economic growth rates will trap 46 million more people on less than $1.25 a day than was
expected prior to the crisis. An extra 53 million will stay trapped on less than $2 a day. This is
on top of the 130-155 million people that were pushed into poverty in 2008 because of soaring
food and fuel prices.!According to the International Labour Organization (ILO), some 200
million workers, mostly in developing economies, will be pushed into poverty if rapid action
is not taken to counter the impact of the crisis.2 A majority of those affected are women.

The current financial crisis, which began in the United States, then spread to Europe, has now
become global. The crisis itself stems, mainly, from poorly regulated financial markets in rich
countries, which allowed risky and complex financial products to develop, skewing financial
flows and creating unsustainable global imbalances. With world trade plummeting and
industrial production falling drastically, the economic crisis has affected developing countries
through declining trade, private financial flows and remittances.

The World Bank estimates that developing countries need between $352 and $635 billion in
2009 to maintain core spending and restore growth.? Stepping up to address the unfolding
food and climate crises will require even more resources. The G20 London Summit in April
2009 promised $250 billion to boost trade, of which $50 billion was for the poorest countries.*
In September 2009 in Pittsburgh G20 leaders noted “with concern the adverse impact of the
global crisis on low income countries” capacity to protect critical core spending in areas such
as health, education, safety nets, and infrastructure (...) we share a collective responsibility to
mitigate the social impact of the crisis (...) as we increase the flow of capital to developing
countries, we also need to prevent its illicit outflow.”> The G20, however, failed to make
specific commitments on additional financial support for low-income countries.

The question remains what kind of financial system will be created when the crisis is really
over. The first option is business as usual, preferred by Wall Street (New York) and the City
(London). Bonuses are back as investment banks return to make huge profits. From this side
there is a strong lobby against radical changes of the financial system.6

The second option could be business as usual plus extras. This perspective recognises that
there has been a systematic problem in the financial sector but sees the answer as tighter
supervision, better surveillance of the global economy from the International Monetary Fund,
changes to capital adequacy rules to ensure that banks can not lend as freely during booms,
and new incentives for financiers that favour long-term growth of the business over short-



term speculative activity. This is the preferred option of most of the world leaders gathered in
the G20.

The third option is more radical. A recent report by the United Nations Conference on Trade
and Development (UNCTAD) urged a rethink of the “conventional wisdom that dismantling
all obstacles to cross-border private capital flows is the best recipe for countries to advance
their economic development.”” Those who support a green new deal — expansionary
monetary and fiscal policies designed to boost renewable energy and support firms
developing environmental technologies — say that quantitative easing should have been used
to support sustainable, productive investment rather than to re-inflate asset prices.

This crisis is not only about the financial industry. The root causes of the financial crisis are
imbalances in the global economy. In the years leading up to the start of the crisis in 2007,
significant amounts of foreign money flowed into the U.S. from fast-growing economies in
Asia and oil-producing countries. This money contributed to growing consumption in the
U.S. despite increasing deficit. Some people hope that the burst of this bubble will lead to
new impetus for a fairer and more sustainable financial system, and — along the same
reasoning — a new green deal.?

1. THE HISTORY OF THE INTERNATIONAL MONETARY SYSTEM

1.1 THE INTERNATIONAL GOLD STANDARD

Gold standards replaced the use of gold coins as currency in the 17th-19th centuries in
Europe. In theory, the gold standard limits the power of governments to inflate prices
through excessive issuance of paper currency. It reduces uncertainty in international trade,
especially in times of war, by providing a fixed pattern of international exchange rates. But
governments faced with the need to fund high levels of expenditure, but with limited sources
of tax revenue, suspended convertibility of currency into gold on a number of occasions in
the 19t and early 20t century.

Economists like John Maynard Keynes believed that economic recessions could be mitigated
by increasing the money supply; something that was not possible with the gold standard.
Such reason is often employed to partially blame the gold standard for the Great Depression;
the Federal Reserve couldn’t expand credit enough to offset deflation.

1.2 THE BRETTON WOODS SYSTEM

During the Second World War plans were being prepared in the United Kingdom and the
U.S. for the post-war economy. These plans were heavily influenced by the experience of the
1930s. During that decade, in an attempt to maintain employment levels, countries had
engaged in trade protection and in competitive devaluation.

The main monetary institutions created at Bretton Woods in 1944 were the International Bank
for Reconstruction and Development (IBRD), now the World Bank, and the International
Monetary Fund (IMF). The IMF main task was to stabilise the exchange rate and making
available resources for member states. The IMF set out to use its resources to grant loans to
member countries with financial difficulties. IMF loans were not comparable to loans issued
by conventional credit institutions. Instead, they were effectively a chance to purchase a
foreign currency with gold or the member’s national currency.

To tackle unstable exchange rates, many countries fixed their exchange rates relative to the
U.S. dollar. The U.S. promised to fix the price of gold at $35 per ounce. Implicitly, then, all
currencies pegged to the dollar also had a fixed value in terms of gold. The Bretton Woods
system was the first example of a fully negotiated monetary order intended to govern
monetary relations among independent nation-states.



Triffin’s Dilemma

In 1960 Belgium economist Robert Triffin noticed that holding dollars was more valuable
than gold because constant U.S. balance of payments deficits helped to keep the system liquid
and fuel economic growth. The Triffin’s Dilemma noted that if the U.S. failed to keep running
deficits, the system would lose its liquidity, not be able to keep up with the world’s economic
growth, and thus bring the system to a halt. But incurring such payment deficits also meant
that, over time, the deficits would erode confidence in the dollar as the reserve currency
created instability.

In the 1960s and 70s, important structural changes eventually led to the breakdown of the
international monetary system. The stage was set for monetary interdependence by the return
to convertibility of the Western European currencies at the end of 1958 and of the Japanese
Yen in 1964.

Another aspect was the internationalization of banking. Multinational banks can make huge
international transfers of capital not only for investment purposes but also for hedging and
speculating against exchange rate fluctuations. During the Bretton Woods era official
exchange rates often became unrealistic in market terms, providing a virtually risk-free
temptation for speculators. They could move from a weak to a strong currency hoping to reap
profits when a revaluation occurred. If, however, monetary authorities managed to avoid
revaluation, they could return to other currencies with no loss. The combination of risk-free
speculation with the availability of huge sums was highly destabilizing.

Another change was that the U.S. was no longer the dominant economic power it had been
for more than two decades. By the mid-1960s, the EEC and Japan had become international
economic powers in their own right. The shift toward a more pluralistic distribution of
economic power led to increasing dissatisfaction with the privileged role of the U.S. dollar as
the international currency. The world’s central banker, the U.S., through its deficit,
determined the level of international liquidity. As long as other countries were willing to hold
dollars, the U.S. could carry out massive foreign expenditures for political purposes - military
activities and foreign aid - without the threat of balance-of-payments constraints.

To pay for the Vietnam War, President Richard Nixon eliminated the fixed gold price in 1971,
causing the system to break down. This resulted in gold becoming a floating asset. In
February 1973 the Bretton Woods currency exchange markets closed, after a last-gasp
devaluation of the dollar to $44/ounce, and reopened in March in a floating currency regime.
By March 1976, all the major currencies were floating - in other words, exchange rates were
no longer the principal method used by governments to administer monetary policy.

1.3 POST BRETTON WOODS ERA

Milton Friedman and other free market economists were euphoric about the prospect of a
floating system. The main reason for this euphoria was that only with flexibility the benefits
of international capital mobility could be reaped without sacrificing the freedom of pursuing
domestic stabilization goals. The theory of free markets gradually conquered the world. But
untill now there is no consensus about the superiority of any one system, and experiments
with different exchange rate systems abound. Most of the countries of the EU introduced the
Euro as a single currency. Other countries like Argentina (untill 2001) were experimenting
with a fixed rate system (1 peso — 1 US dollar). While some advocate a return to the Bretton
Woods system of fixed exchange rates, others continue to support a floating system.

Advantages Disadvantages
Fixed Exchange Rate - Reduced risk in - No automatic balance of
international trade payments adjustment. If




- Introduces discipline in there is a deficit the currency

economic government cannot fall to bolster
- It should eliminate competitiveness
destabilising speculation - Large holdings of foreign

exchange reserves required

- Different rates of inflation
between member states make
uncompetitive countries
vulnerable for speculation on
a ultimate devaluation of a

currency

Floating Exchange Rate - Automatic balance of - Uncertainty because a
payments adjustment currency change in value
- Freeing internal policy from day to day
- More flexibility to cope - Uncertainty can lead to a
with changes lack of investments
- Lower foreign exchange - Speculation is inherent part
reserves of the system

- It can be inflationary

In such an environment the banking sector expanded worldwide. Several factors have driven
the internationalization of finance. The main ones are:°

- The cheapening of international financial transactions by computer technology;

- Financial deregulation, i.e. the lifting of controls on foreign exchange transactions;

- The spread of markets in financial instruments to increasing numbers of countries;

- The development of a strong desire for international diversification on the part of
portfolio-holders with the objective of reducing portfolio risk;

- The increased supply of financial instruments in the form of governmental debt, and
the creation of many new types of financial instruments — particularly derivative
financial instruments;

- The trend that started during the 1980s to financing through marketable securities
rather than through own-funds;

- The easing of controls in the financial sector on the establishment of foreign branches.

A weakness inherent in the internationalization of finance is that there is no lender of last
resort dedicated to maintaining the stability of the international financial system. There are
only central banks that are responsible for their own national financial systems. But financial
stability at the national level is not necessarily separable from that at the international level;
the internationalization of finance has made it less so.

2. THE FINANCIAL CRISIS: CAUSES AND IMPLICATIONS BY REGION

Like in the 1960s, the current international system is based on a core region with a dominant
international currency, and a periphery. The periphery is committed to export-led growth
based on the maintenance of an undervalued exchange rate. In the 1960s, the core was the
United States and the periphery was Europe and Japan. The new periphery is Asia, the core
remains the United States. The US economy could continue to grow as the balance of
payments got worse, backed by the savings of export economies in Asia, especially China,
and the Middle East, especially Saudi Arabia. Economic growth was based more and more on
speculation and not on real economic performances. Sooner or later, this bubble had to burst.



2.1 CAUSES OF THE CRISIS

- Longstanding global imbalances

In the years leading up to the start of the crisis in 2007, significant amounts of foreign money
flowed into the United States from fast-growing economies in Asia and oil-producing
countries. This inflow of funds made it easier for the Federal Reserve to keep interest rates in
the U.S. low from 2002-2006, which contributed to easy credit conditions. Loans of various
types (e.g., mortgage, credit card, and auto) were easy to obtain and consumers assumed an
unprecedented debt load.

- Housing bubble

The immediate cause or trigger of the crisis was the bursting of the United States housing
bubble, which peaked in approximately 2005-2006. An increase in loan incentives had
encouraged borrowers to assume difficult mortgages in the belief they would be able to
quickly refinance at favourable terms. However, once interest rates began to rise and housing
prices started to drop in 20062007 in many parts of the U.S., refinancing became more
difficult. Defaults and foreclosure activity increased dramatically as easy initial terms
expired, home prices failed to go up as anticipated, and interest rates reset higher.

- Increasing importance of investment banks and hedge funds

A ‘shadow’ banking system of investment banks and hedge funds have become as important
as conventional banks in providing credit to the U.S. economy, but they were not subject to
the same regulations. These institutions assumed significant debt burdens without a financial
cushion sufficient to absorb large loan defaults. These losses impacted the ability of financial
institutions to lend, slowing economic activity.

Paul Krugman:

“As the shadow banking system expanded to rival or even surpass conventional banking in
importance, politicians and government officials should have realised that they were re-
creating the kind of financial vulnerability that made the Great Depression possible —and
they should have responded by extending regulations and the financial safety net to cover
these new institutions. Influential figures should have proclaimed a simple rule: anything
that does what a bank does, anything that has to be rescued in crises the way banks are,
should be regulated like a bank.”0

- Financial innovations and complexity

The usage of new financial products expanded dramatically in the years leading up to the
crisis. Examples are: the adjustable-rate mortgage; the bundling of subprime mortgages into
mortgage-backed securities (MBS) or collateralized debt obligations (CDO) for sale to
investors, a type of securitization; and a form of credit insurance called credit default swaps
(CDS). Most of them have the aim to reduce a particular risk exposure (such as the default of
a borrower). These products vary in complexity and the ease with which they can be valued
on the books of financial institutions. Certain financial innovation may also have the effect of
circumventing regulations.

The volume of credit default swaps outstanding increased 100-fold from 1998 to 2008, with
estimates of the debt covered by CDS contracts, as of November 2008, ranging from US$33 to
$47 trillion."

- Deregulation




The regulatory framework did not keep pace with financial innovation. In other cases, laws
were changed or enforcement weakened in parts of the financial system because the idea was
the market could regulate itself better.

1. In October 1982, President Reagan signed the Garn-St. Germain Deposity Institutions
Act, which began the process of banking deregulation.

2. In November 1999, President Clinton signed the Gramm-Leach-Bliley Act, reducing
the separation between commercial banks (which traditionally had a conservative
culture) and investment banks (which had a more risk-taking culture).

3. Asearly as 1997, Fed Chairman Alan Greenspan fought to keep the derivatives
market unregulated. The US government allowed the self-regulation of the
derivatives market when they enacted the Commodity Futures Modernization Act of
2000.

4. Regulators and accounting standard-setters allowed depository banks such as
Citigroup to move significant amounts of assets and liabilities off-balance sheet into
complex legal entities called structured investment vehicles, masking the weakness of
the capital base of the firm.

5. In 2004, the Securities and Exchange Commission (SEC) relaxed the net capital rule,
which enabled investment banks to substantially increase the level of debt they were
taking on, fuelling the growth in mortgage-backed securities supporting sub-prime
mortgages.

6. On the international level, the GATS-negotiations under the WTO (Annex on
Financial Services), lead several countries to liberalise their financial markets, as
national policies to regulate these markers are not allowed to contradict WTO-
agreements.

- Bonus culture

The British Treasury Select Committee’s report on bank pay highlighted practices such as
cash bonuses made immediately regardless of the long-term impact of a deal or transaction.
This bonus culture encouraged risk-taking at the expense of the long-term health of the banks
themselves.1? According to two American economists, since 1980 and the creation of the
shadow banking system, banker pay has risen by 80% compared with the average wage.!?

Basel II

Basel Il is the second of the Basel Accords, which are recommendations on banking laws and
regulations issued by the Basel Committee on Banking Supervision. The purpose of Basel II,
which was initially published in June 2004, is to create an international standard that banking
regulators can use when creating regulations about how much capital banks need to put aside
to guard against the types of financial and operational risks banks face. Advocates of Basel 1
believe that such an international standard can help protect the international financial system
from the types of problems that might arise should a major bank or a series of banks collapse.
In practice, Basel II attempts to accomplish this by setting up rigorous risk and capital
management requirements designed to ensure that a bank holds capital reserves appropriate
to the risk the bank exposes itself to through its lending and investment practices. Generally
speaking, these rules state that the greater risk to which the bank is exposed, the greater the
amount of capital the bank needs to hold to safeguard its solvency and overall economic
stability.!*

2.2 IMPACT OF THE CRISIS BY REGION

- Developed countries




In February 2007 the bank HSBC revealed huge losses at its U.S. mortgage arm Household
Finance. In April New Century Financial, a leading subprime lender, filed for bankruptcy.
Shares in other US mortgages banks like Countrywide came under pressure. As a result
higher mortgage prices resulted in the evictions for more than two million American
households. In the first quarter of 2007, for the first time in sixteen years, the U.S. house prices
declined with 1.4 percent compared with a year earlier.

The crisis in the U.S. housing market quickly reached the banking sector. During the first
months of 2008 world leading banks such as Citigroup and Royal Bank of Scotland (in The
Netherlands ING and ABN Amro) announced huge losses on their mortgage portfolios. The
financial system collapsed completely in September 2008. First the U.S. government rescues
giant mortgage lenders Fannie Mae and Freddie Mac, taking them into temporary public
ownership after they reveal huge losses on the US subprime mortgage market.

In the same month U.S. investment bank Lehman Brothers goes bankrupt after the U.S.
government refuses to bail it out. Merrill Lynch is bought by Bank of America after revealing
it also is facing huge losses. Insurance firm AIG is rescued the next day with an $85 billion
loan from U.S. Treasury. In the Netherlands Fortis is in real trouble and has to sell ABN Amro
Nederland which it recently had purchased.

Instability surged from sector to sector, first from housing into banking and other financial
markets, and then on into all parts of the real economy.

Banks stopped lending money to each other. Credit, once abundant became rare and
companies and citizens who suffered small (temporary) liquidity problems could not achieve
loans anymore. Countries in the developed world entered a stage of severe and long
recession. The U.S. unemployment rate increased to 9.8 percent by September 2009, the
highest rate since 1983 and roughly twice the pre-crisis rate. The average hours per work
week declined to 33, the lowest level since the government began collecting the data in 1964.15
Also the European Union faces recession. Although France and Germany showed economy
growth by 0.3% between April and June 2009, the whole EU economy will shrink by 4.0
percent in 2009. Unemployment levels vary from country to country, for example: 17.4
percent in Spain; 7.9 percent in the UK; 10.0 percent in France; 7.7 percent in Germany, 13.8
percent in Lithuania and 8.9 percent in the EU as a whole. The Netherlands is still doing
rather well in comparison. In September 2009 the unemployment level rose above the 5
percent mark compared to 3.8 percent one year before. This causes 12.000 to 15.000 people to
lose their job every month.

How much money was used to bail out financial sector (source: BBC)
Total bail out - $ 10.8 trillion
$ 9.2 trillion for the rich countries
$3.6 USA
$24 UK
$ 3.2 other rich countries
$ 1.6 trillion for China and other emerging countries
Bail out as percentage of GDP in USA 25.8 % ($ 10.000 per US citizen)
Bail out as percentage of GDP in UK 94.4 % ($ 50.000 per UK citizen)
In the Netherlands the government offered a total of 20 billion Euro’s to bail out the Dutch
financial sector. Notably the ING (10 billion), Aegon (3 billion) and SNS Reaal (750 million)
made use of the government guarantee.

- Emerging and developing countries

The ripple effects of the global economic crisis are quickly reaching the world’s poorest and
most vulnerable countries, and threaten to seriously undermine recent economic and social
gains. While the first waves of the world economic crisis were felt primarily in advanced and




emerging economies, low-income countries — in contrast to previous crises — are now
increasingly exposed to global downturns given their greater integration into the world
economy. The impacts include the following:

* Rapid increases in unemployment, poverty and hunger

*  Deceleration of growth, economic contraction

* Negative effects on trade balances and balance of payments

* Dwindling levels of foreign direct investment

* Large and volatile movements in exchange rates

*  Growing budget deficits, falling tax revenues and reduction of fiscal space

» Contraction of world trade

* Increased volatility and falling prices for primary commodities

*  Declining remittances to developing countries

*  Sharply reduced revenues from tourism

*  Massive reversal of private capital inflows

*  Reduced access to credit and trade financing

*  Reduced ability to maintain social safety nets and provide other social services, such
as health and education

* Increased infant and maternal mortality

* Collapse of housing markets

Developing countries have little flexibility to stimulate their economies. Money spent to
extend social protection may be at the expense of future growth. Following the report of the
Commission of Experts of the President of the United Nations General Assembly on Reforms
of the International Monetary and Financial System, the crisis is likely to extract a particularly
high toll on developing countries for four reasons.® First, the citizens of these countries have
fewer resources with which to cope with a crisis of this magnitude. Secondly, they have weak
fiscal and social protection systems. Third, the limited ability to borrow in international
financial markets may impose constraints on their ability to pursue counter-cyclical fiscal and
monetary policies. And finally, these ever-present threats have been exacerbated by financial
market integration. Countries that have fully opened their capital accounts, have engaged in
financial market liberalization, and have relied on private finance from international capital
markets are among those likely to be most adversely affected. Many countries have come to
rely on foreign banks, some from countries that were poorly regulated and followed
inappropriate macroeconomic policies and that now find their capital badly impaired. These
institutions are now repatriating capital, with adverse effects on developing countries.

The difficulty for developing countries is compounded by the fact that many have entered
into free trade agreements (FTAs), bilateral investment treaties (BITs) and World Trade
Organization commitments that further limit their ability to regulate financial institutions and
instruments.

Growth forecasts in developing countries have been revised downward in 2009. Growth in
Cambodia, for example, is down from more than 10% in 2007 to close to zero in 2009, and
more than 63,000 garments jobs were lost by March 2009. Kenya may achieve only 3-4%
growth in 2009, down from 7% in 2007.

Trade values declined. The value of garment exports from Cambodia fell from $250 million
per month in 2008 to $100 million in January 2009. Coffee exports in Uganda fell by a third in
the year to March 2009.

FDI in garments halved in Cambodia in 2008, raising fears that investors, mainly Chinese,
will not return when the recovery kicks in. FDI plans in mining exploration in Tanzania were



halted with potential long-term consequences. Remittances to Kenya fell by 12% in the first
six months of 2009 compared to the same period in 2008.

The decline in oil and other commodity prices has improved the terms of trade for those who
import oil. However, for oil exporting countries such as Equatorial Guinea, the Republic of
Congo, the Islamic Republic of Iran, and Azerbaijan, it has been estimated that the oil price
drop led to a loss amounting to about a quarter of their 2008 GDP. DRC and Zambia went to
the IMF for temporary support.'”

Another effect of the crisis concerns remittances (money sent home by nationals who have
gone abroad to work). Although worldwide remittance flows do not look set to decline
dramatically, the evidence suggests that some small poor countries where remittances make
up a relatively large share of GDP may suffer dramatically. These include Tajikistan (where
remittances make up 45 percent of GDP), Moldova (38 percent), Tonga (35 percent), Lesotho
(29 percent), and Honduras (25 percent).!8

Although promises have been made in respect of aid flows and funding from international
institutions, there is concern that these will not be sufficient, not focussed on the neediest
countries and neither flexible nor rapid enough to make the necessary difference.

If appropriate measures are not taken quickly by the international community, developing
countries may, in fact, be hurt rather than helped by the responses of developed countries to
the crisis. In the short - and medium - term, it is necessary that developing countries
undertake a variety of counter-cyclical policies - including social protection measures,
infrastructure development, and credit guarantees - and it is imperative that developed
countries provide them with appropriate assistance and policy space to do this."”

3. CRISIS RESPONSE AND INTERVENTIONS
3.1 THE G20

- April 2009 London Summit

Leaders of the G20 pledged to bring the world economy out of the recession when they met
in London in April 2009. Headlines trumpeted a $1.1 trillion deal to help countries fight the
economic crisis. Much of this funding was to be directed towards the IMF.

1. The G20 has succeeded in increasing the IMF’s lending capacity by $500 billion to $750
billion. The target was only met in September after the EU increased its initial pledge of about
$100 billion to $178 billion.

2. The IMF has allocated an additional $240 billion worth of reserves to member countries
that can be tapped when needed. Around $100 billion has been allocated to developing
countries.

3. The IMF has also approved its first major sale of gold since 2000 to raise money for
additional financing for poor countries. The sale of 403 metric tonnes of gold should raise $13
billion — more than the $6 billion asked for by the G20.

4. The G20 also pledged to help boost trade by providing $250 billion worth of financing, with
$50 billion expected to come from the World Bank. The G20 says that $65 has been taken up
so far. For its part, the World Bank has only received commitments of $7.8 billion from
donors.

5. The G20 reaffirmed pre-existing aid pledges including commitments on Aid for Trade, debt
relief, and the Gleneagles commitments, especially to sub-Saharan Africa;

6. The G20 said it would support an increase in lending to poor countries of at least $100 bn
through multilateral development banks. The G20 says these banks are planning to lend an
extra $110 bn this year.
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7. The G20 agreed that hedge funds should be better supervised as part of wide-ranging
measures to strengthen financial oversight. The EU has proposed a draft law that would
subject the industry to tougher rules and make them more transparent.

8. The G20 agreed to establish the Financial Stability Board to make the financial system less
vulnerable by encouraging cross-border cooperation on regulation. This international agency
is based in Basel, Switzerland, and brings together national regulators to discuss issues such
as banker pay, accounting standards and requiring banks to hold more capital to absorb
losses. It submitted a paper to the G20 summit in Pittsburgh, but to date the most concrete
steps on strengthening financial regulation have taken place at the national level.

9. The G20 gives tax havens until March 2010 to cooperate on tax evasion or face sanctions. In
all 33 countries are considered a tax haven.

10. There has been broad backing for restrictions on banking bonuses, but the US and UK
have rejected calls for mandatory caps on bonuses.

- September Summit Pittsburgh

Where the Summit in London was about fast recovery and measures to stop the worldwide
economic downfall, the Summit in Pittsburgh addressed what should be done after recovery,
like fighting increasing poverty in developing countries and changes in the governance of
international monetary and financial institutions.

1. The G20 pledged to shift 5% in the IMF quota share to emerging economies. Also, at least
3% of the World Bank'’s shares will shift to these emerging countries.

2. The G20 assumed that due to the current economic situation, the US should no longer be
viewed as the consumer of last resort; countries such as China need to boost domestic
demand and stimulate their own consumer spending.

3. The G20 stated that a stronger regulatory framework and macro- economic policy is
necessary for a sustainable and balances growth of the world economy. But no hard
commitments were made to improve sustainable growth.

4. No cap has been adopted on banking bonuses.

5. Tighter regulations will be enforced on financial systems, such as enforcing new guidelines
for financial pay schemes.

6. G20 requested the IMF to investigate ‘how the financial sector could make a contribution
toward paying for any burdens associated with government interventions to repair the
banking system’. This is a coded reference to the proposed financial transaction tax, which
has been supported by the heads of state of France and Germany.

7. Little progress was made on climate change, although President Obama urged the World’s
nations to end their subsidies for fossil fuels.

8. The G20 decided that the World Bank should work with others to develop a new trust fund
to “help support innovative efforts to improve global nutrition and build sustainable
agricultural systems’.

9. The G20 will fight protectionism.

- Some Critics on the G20 actions

1. For all developing countries the G20 will provide a maximum of $240 billion and for low-
income countries $50 billion. The amount for low-income countries is three hundred and
sixty times less than the $18 trillion that richer governments have found to bail out or
guarantee their private financial institutions.

2. These pledges, to be implemented over several years, represent less than half of what
developing countries need to compensate them for the shock created by the economic crisis.
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According to the World Bank this crisis will cause a financial shortfall for developing
countries of between $350 and $635 billion in 2009 alone, and most developing country
economies will recover more slowly than those of richer countries.

3. Less than half of the promised extra $50 billion for low-income countries is secured. The
clampdown on tax havens has already been declared successful, but the test of success in this
area is far too weak and does not help most developing countries.?

4. The G20 recognised the need for a global response to the global downturn. But responses
are framed at the national level, and often take insufficient account of the effect on others. As
a result they have been too small and they are structured to maximise domestic impacts, not
global ones.?!

5. Developing countries do not have adequate resources for coping with the crisis. The G20
did not take adequate note of the risk of poor countries undertaking more debt, and the
reluctance of many to turn to the IMF for support — partly because of its history of demanding
borrowers undertake counterproductive pro-cyclical policies.??

6. Nothing was said about actually reducing the size of banks that are “too large to fail”. On
securitisation, while the “sponsors or originators should retain a part of the risk of the
underlying assets”, this suggestion was not agreed as a firm global rule that will need to be
adopted across all locations.

7. The G20 did support “Core Values for Sustainable Economic Activity, which will include
those of propriety, integrity, and transparency”. The communiqué references to a Charter of
Sustainable Economic Activity, though there is no timetable for its completion.

8. The communiqué fails to put forward specific and ambitious measures to combat tax
evasion, to enhance transparency of multinational corporations and to lay-out an ambitious
plan to close down tax havens.?*

3.2 UNITED NATIONS

The 631 Session of the UN General Assembly emphasised the importance of more grant
funding. But developing countries are constrained not just by a lack of money, but a lack of
policy space. The meeting concluded that: ‘countries must have the necessary flexibility to
implement countercyclical measures and to pursue tailored and targeted responses to the
crisis.”

The UN reinforced the need for reforms in the governance of the international economic
institutions: “The current crisis has been compounded by an initial failure to appreciate the
full scope of the risks accumulating in the financial markets and their potential to destabilise
the international financial system and the global economy...’

The chairman of the Commission of Experts of the President of the United Nations General
Assembly on Reforms of the International Monetary and Financial System, Nobel laureate
Joseph Stiglitz, expressed the importance of a consensus about reforms of the international
monetary and financial system, by emphasising that we have allowed economic globalisation
to outpace political globalisation. As a result “‘we don not have the institutions or the mindset
to respond collectively in ways that advance the wellbeing of all.’? 26

3.3 THE INTERNATIONAL MONETARY FUND
The IMF has emerged from this crisis with four important roles:?”

1. Supporting recovery in emerging economies by providing credit, and the doubling the
amount of resources countries can access automatically from the IMF;

2. Assisting the poorest countries by providing additional concessional financing;

3. Surveillance and monitoring of national financial systems and their regulation, and of early
warning indicators of macroeconomic and financial risks;
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4. Coordination of global measures not just in terms of coordinating national policies
undertaken by major economies but also through an additional $250 billion SDR allocation.

The crisis — and the need to deliver more money, faster, to countries suffering from shocks —
has sharpened the organization’s focus on reducing conditionality. Furthermore the financial
crisis fastened governance reform talks in the IMF.

However, while 82% of its newly loaned resources have gone to European area countries, just
1.6% have gone to countries in Africa.”® Further funding has been delivered by the IMF using
its Exogeneous Shocks Facility. The following countries have each been made loans under
this facility, some part of which in each case can be immediately accessed: Mozambique ($176
million), Tanzania ($336 million), Cameroon ($144 million), Kenya ($209 million), Ethiopia
($240 million), and Senegal ($112 million).

3.4 THE WORLD BANK

Recognizing the need for a new and large injection of resources the Bank’s President Robert
Zoellick has called for industrialized countries to pledge 0.7 percent of their stimulus
packages to a new Vulnerability Fund for developing countries that can not afford bailouts
and deficits. He argued that poor countries need safety net programmes to help cushion the
impact of the downturn on the poor; investment in infrastructure to build a foundation for
productivity and growth while putting people to work; and finance for small and medium-
sized enterprises to create jobs. But the G20 countries did not take-up Mr Zoellick’s
proposal.?

The Bank has two core capacities both of which are vital during this global economic crisis:

1. The Bank has become a global public financing mechanism, which permits governments to
contribute to emergencies, relief to the poorest countries, countries at risk of descending into
war, public health crises, climate change, and so forth.

2. The Bank is a global lending cooperative, which helps to channel private finance to
developing economies.

The World Bank’s contribution to managing the crisis is being achieved with very few
additional resources. Instead the Bank is repackaging its existing IBRD and IDA loans. The
International Development Association (IDA) exists to make long-term loans at very little cost
to the poorest countries, and to countries lacking the creditworthiness to borrow from the
IBRD. Poor countries receive IDA loans according to good performance, not according to
their needs. This makes it difficult for the World Bank to generate money out of this fund for
the economic crisis.

The response highlights core problems with the World Bank’s governance which minimizes
risks to the institution and its non-borrowing members, at the cost of its needy developing
country members. 3 Governance reform could overcome some of these problems and enable
the Bank more effectively to respond to the crisis. The crisis helps to speed up reforms.

3.5 THE EUROPEAN UNION
As the world’s largest donor of official development assistance, the EU’s policies are crucial
to influencing the impact of the crisis on developing countries. On 18 May 2009 the European
Union published both a Commission proposal for a series of measures on “Supporting
developing countries in coping with the crises” and the response by the Council of the
European Union.?! The statements on 18th May proposed changes and additions to current
development policies in the following areas:

* Honouring existing aid commitments and leveraging other resources

*  Acting counter-cyclically

-13-



* Improving aid effectiveness
*  Cushioning the social impact and supporting the real economy
¢ Improving economic governance and stability

The Commission proposed spending €8.8 billion in the following areas: development aid
(4.3bn), budget support (3bn) and agriculture financing (1bn). Furthermore, in order to
support social spending in developing countries, the Commission pledged to dedicate €500
million to most affected ACP countries through the FLEX mechanism from the existing
European Development Fund. Furthermore, Commission’s contribution to the EU-Africa
Infrastructure Trust Fund will be increased by €100 million. All these proposals were adopted
by the European Council on 18 May 2009.

Analysing these pledges more closely, it becomes apparent that most of this funding (almost
99%) comes from pre-existing commitments. The €8.8 billion are frontloaded, which is helpful
as the crisis affects developing countries now, but it also means that in the coming years there
will most likely be less development aid that can disbursed. The €100 million for EU-Africa
Infrastructure Trust Fund is the only new spending that does not come from pre-existing
commitments.3

On the issue of Tax havens the EU is split. The EU common position states: “We stand ready
to take agreed action against jurisdictions that fail to meet international standards on tax
transparency and we will promote this reform swiftly. We support the reform and
restructuring of the Global Forum to develop an in-depth peer review in order to review all
jurisdictions.”33 34

4. THE CRISIS’ IMPACT ON POVERTY, GENDER AND CLIMATE CHANGE?*

The International Labour Organization estimates that, because of the crisis, at least 50 million
more people worldwide could become unemployed and hundreds of millions may join the
ranks of the working poor.* Lessons from past financial crises indicate that it typically takes
four to five years for unemployment rates to return to pre-crisis levels after economic
recovery has set in.

The global economic and financial crisis comes on top of the 2008 food crisis, which is not
over. According to the Food and Agriculture Organization of the United Nations (FAO),
higher food prices pushed an estimated 115 million people into hunger in 2007 and 2008,
raising the global total to close to 1 billion people. Moreover, already before the current crisis,
2 billion people suffered from micronutrient deficiencies. Even though food prices have
declined significantly from their peaks early in 2008, they remain above recent historic trends.
Moreover, the recent exchange-rate depreciations have increased the domestic cost of
processed imported food in many developing countries, most of which are net food
importers. Structural factors putting upward pressure on prices, such as low food stocks, low
agricultural productivity growth, climate change and demand for biofuels, are still exercising
influence.

Workers at the lower end of the job ladder, including young and female workers, are more
likely to lose their jobs or to suffer income losses during an economic slowdown. In China
alone, 20 million workers were displaced in 2008. These trends are likely to jeopardize future
poverty reduction efforts.

Even prior to the crisis, and despite significant advances, progress in many countries was not
on track to meet most Millennium Development Goals. As the crisis continues to unfold,
increasing income poverty and lower government revenue will also lead to lower public and
private spending on social services, affecting all of the Millennium Development Goals.
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Previous economic and financial crises have shown that economic downturns put a
disproportionate burden on women. Women, especially in developing countries, tend to have
a higher probability than men of finding themselves in vulnerable employment situations or
being unemployed. Existing evidence shows that the various economic and financial crises in
Latin America, South Asia and Eastern Europe of the 1990s increased women’s domestic
burdens. In many cases, women were forced to absorb the impact of cuts in public spending
on health care and education that were made in response to those crises.?” Cuts in social
spending also tend to disproportionately affect women’s and girls’ access to education and
health services. Girls may be withdrawn from schools to help with household work during
times of economic crisis, reinforcing gender gaps in education.?

So the effects of the crisis are gendered, but the causes and the underlying institutions of the
crisis are gendered as well. Financial decision-making on national and international levels is
hugely under-represented by women. There are several reasons why this is detrimental. First,
women may have different priorities and practices in financial decision making, which may
be advantageous to the system as a whole. Women are less prone to risk taking. “Others
include their ethical stance in relation to regulatory avoidance; long-term or short-term view;
and requirements for public service provision, which should be represented. The inclusion of
women may prevent the development of the ‘herd” mentality, such as was found among
financial decision-makers in the run up to the crisis by enforcing diversity. Including women
and gender concerns within financial decision making may alter strategic priorities in a way
that benefits not only women and associated vulnerable groups, but the system as a whole.”

The global recession is likely to slow the growth of greenhouse gas emissions. At the same
time, investment in low-carbon infrastructure and technologies may fall together with an
overall decline in investment worldwide. Lower oil prices have also reduced the incentive to
substitute cleaner technologies for fossil fuels. The net effect of these countervailing
developments is expected to be negative.

The crisis may have further environmental impacts through changes in land use and
accelerated deforestation. The crisis-induced decline in global demand for wood and wood
products will affect the 1.6 billion people, including about 60 million indigenous people, who
depend directly or indirectly on forest resources for their livelihoods. This could reduce some
pressure on forests, but deteriorating rural livelihoods may also increase local demands on
forest resources. Rural populations who lose formal employment or demand for their cash
crops will seek survival through foraging in forests for food and energy. This was an
observed consequence of the financial crisis of 1997 in some Asian countries. Many forest
areas were cleared, burned and converted to other uses by rural poor people in a struggle for
survival.

5. FINANCIAL CRISIS AND THE DOHA TRADE NEGOTIATIONS

Concluding the now-stalled Doha trade negotiations is increasingly critical as the global
financial crisis spreads. This warning comes from the heads of UNCTAD and WTO, Supachai
Panitchpakdi and Pascal Lamy.

Also the G20, the US, the European Union and the APEC member countries in Asia are
calling for a Doha conclusion by 2010. The dependence of prosperity on trade has been
demonstrated by the financial crisis: a huge amount of people’s work is trade-related. A new
multilateral trade deal can halt protectionism and help restore confidence and order into
shaken economies and financial markets.

The risk of protectionism appears mainly in non-traditional instruments, such as subsidies
and new forms of non-tariff barriers. The Buy America provisions in the U.S. fiscal stimulus
package and the French attempt to condition auto subsidies on locating investment in France
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illustrate this. The WTO surveillance mechanism aims to monitor such measures, but new
types may be difficult to detect or controversial to include.

It would be unique if in 2010 a multilateral agreement can be reached. In national parliaments
it would be difficult to agree now on reducing agricultural subsidies or with unemployment
rising to extend duty free quota free access to Bangladeshi garment manufacturers or any
other sectors in the Least Developed Countries in the EU and U.S. As a result India will not
accept any liberalisation of trade in services for example. Opponents of a trade agreement
emphasise that there is a difference between containing protectionism and actually
liberalising further.#

On the one hand there is criticism as well about talks to regulate financial institutions while
on the other hand in the WTO talks will continue in the General Agreement on Trade in
Services (GATS) to liberalise financial services. And partly because of this liberalisation and
the increasing competition, governments established flexible regulation and monitoring
systems to create attractive business environments for financial institutions.

Countries that liberalise their financial services in accordance with GATS rules are subject to
major restrictions. For example, preventive measures such as limiting the scope of
commercial financial institutions or the volume of their financial transactions are explicitly
prohibited. Countries are also not permitted to prevent their local financial service providers
from becoming 100% foreign owned. This has resulted in an increase in the size of banks over
the past years to the degree that governments cannot permit banks to go bankrupt, as this
would disrupt the functioning of the entire economy.*

6. THE NEED FOR AN ALTERNATIVE FINANCIAL SYSTEM

The shake up of the financial sector must not only focus on more regulations and a change in
the governance structures of financial corporations, such as less shareholder influence and a
long-term approach on making profit and cashing in bonuses. This way heavily polluting
companies will still continue to give loans and purchase equity shares. Due to the financial
practises of main financial corporations the share of sustainable banking remains small
worldwide, although growing. For example: the share of sustainable investments by the
financial sector in The Netherlands is 3.2 percent.*

In the world of ‘conventional” banking there are also initiatives to prevent the system from
derailing again. In the Netherlands the Dutch banking Association asked its members to
swear to a banker’s oath, in which bankers promise to perform their duties ‘with integrity
and care’.

In several analyses of the financial crisis it is emphasized that the financial world in the last
decades operated based on the fallacy that the financial sector, in and by itself, can create
wealth, while neglecting that this sector depends on developments in the real world. The
financial world is, in essence, a set of markers for goods, services, and risks in the real world
and when those markers are allowed to deviate too far from reality, “adjustments” must
ultimately follow and crisis and panic can ensue. To solve this and future financial crisis
requires that we reconnect the markers with reality. What are our real assets and how
valuable are they? The crisis has added credibility to the voices that state that the financial
sector should limit itself to providing services for the real economy.** Also relevant is the
report by economists Stiglitz, Sen and Fitoussi on the limits of GDP as an indicator of
economic performance and social progress.

The financial crisis, climate change, the food crisis and increasing poverty rates cannot be
seen separately from each other. The whole international community needs to explore a

-16 -



variety of mechanisms of innovative finance, including regular emissions of new global
reserves, revenues generated from the auction of global natural resources (such as ocean
fishing rights and pollution emission permits), and international taxes (such as a carbon tax,
or a financial services tax, which would simultaneously help stabilize international financial
markets.

In this context the financial crisis must be seen as an opportunity to establish a financial
sector, which includes environmental, social and governance values in it’s core decision
making.*
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