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16. The governance of the
international financial system
Lorenzo Bini Smaghi*

INTRODUCTION

The issue of governance is increasingly being raised in economic life, espe-
cially when major failures occur in the functioning of markets and institu-
tions. As far as the international financial system is concerned, the Asian
crisis of the second half of the 1990s was one of those cases which led to a
reassessment, in particular with respect to the Bretton Woods institutions.

The Cologne G7 Summit (G7 1999) contained some suggestions with
respect to improving the governance of the international financial institu-
tions (IFIs). In particular, the governing body of the IMF was strengthened
and the Group of 20 was created, to enlarge the sphere of consensus build-
ing between industrial and emerging market countries. The Financial
Stability Forum, an emanation of the G7, was also created to oversee the
work of the various groupings in charge of monitoring the stability of
financial markets.

These developments have not stopped the critics of the current system
of governance. The meetings of the IFIs since 2000 have given rise to
various demonstrations, and the intensity has been attenuated recently only
due to the emotions post September 11. Criticisms come from all parts,
starting from the academic world (even when there is close involvement
with the working of the institutions, as in the case of Joseph Stiglitz), non-
governmental organizations, but also the political world. In the United
States, for instance, the IFIs are under serious scrutiny by Congress. The
refusal by the US administration to bring to Congress any institutional
issue regarding the IFIs, for fear that Congress would take that opportu-
nity to ask for substantial and unpredictable changes in the functioning of
the institutions, has been a major obstacle to change.

Criticisms should not be rejected without close scrutiny. What is import-
ant, however, is to distinguish criticisms related to the governance itself
from others related to the performance of the institutions and their mission.
Some of the most frequently expressed criticisms of some institutions like
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the World Bank or the IMF are those of ‘mission creep’ or being subject to
a monolithic culture (the so-called ‘Washington Consensus’). These are not
issues related to governance per se, and can be addressed in the context of
the current governance system.

This chapter tries to limit the analysis to issues of governance. When con-
sidering the international financial system, the issue of governance can be
examined on two levels: the first is the level of the system itself; the second
is that of the single components of the system.

Assessing the governance of the system itself implies asking whether
the structure of institutions and groupings which govern the international
financial system is appropriate. Is there any duplication? Is there something
missing? This is the type of question that was addressed at the Cologne
Summit with the creation of the Financial Stability Forum.

This is not a major issue today. The voices demanding reform are not
seeking the creation of new institutions or groupings, or the suppression of
any of the existing ones.

The main issue related to governance that is of interest today, nearly five
years after the Cologne summit, is the Governance of the institutions
and groupings that support the international financial system. With the
increased integration of financial systems, the emergence of new players in
the world economy, and the development of corporate governance prac-
tices in the private and public sectors, it is legitimate to ask whether the
existing structures and institutions are adequate, can deliver the expected
results and can reach their intended recipients.

In this chapter I concentrate on the issue of governance of the IFIs and
groupings. I shall consider separately:

● the Bretton Woods institutions: the IMF, the World Bank and the
World Trade Organization (WTO); and

● the groupings of the most powerful nations, in particular through the
group of the seven most industrialized countries (G7), as well as by
other ‘informal’ groups such as the G20.

The issue of global governance is strictly linked with the provision of public
goods, which requires specialization – that is, a specialized institution – to
reap the benefits of efficient allocation of resources. It is not by chance that
both the IMF and the World Bank were established as specialized institu-
tions, each with its own mandate, its own instruments and its own form (a
Fund and a Bank) to deal, respectively, with monetary and financial sta-
bility and with development issues. Their specialization made it easier to
establish representation at the highest possible level, while preserving
efficiency.
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Representation and specialization need to be compatible with efficiency,
and thus effective decision-making. This is not an easy task. There are
obvious tensions between specialization and representation, between rep-
resentation and efficiency and between specialization and efficiency. In par-
ticular, specialization prevents exploiting issue linkages in decision-making
and thus limits the scope of possible solutions.

Informal institutions such as the G7 can support the action of formal
institutions. They can provide viable solutions to leadership of global gov-
ernance. However, the restricted number of participants in these groups
raises the question of the legitimacy of a small number deciding on broad
issues of interest for the world, such as the fight against poverty, the envir-
onment and food safety or international security. This has been subject to
increasing criticism. In Monterrey,1 in March 2002, while rejecting the need
for a new overarching body, the need to improve international cooperation
and to broaden and strengthen the participation of developing countries in
international economic decision-making and norm-setting was emphasized.

In this chapter I shall assess the current system of governance of existing
institutions and groupings and look at proposals to improve it, so as to
address to the expectations raised in Monterrey and other fora. Some of the
changes required need strong political vision and leadership. This sets the
frame for this chapter in the medium- to long-term horizon. However, post-
poning indefinitely the solution to the problems of governance may exacer-
bate tensions in the international system and may open even wider problems
of governance than those that may appear today. There is no doubt that the
respective roles of the different institutions and groupings, in particular the
more recently created G20, depend on the adaptation of the governance of
each one of them to the requirements of their respective tasks.

THE PARAMETERS

Weaknesses in the current arrangements have pointed in particular to: the
discrepancy between the needs of a globalized world and the national
character of policy-making (the jurisdictional gap); the lack of participa-
tion of many marginal and voiceless groups of countries or in civil society
(the participation gap); and the lack of incentive for both developing
and industrial countries in implementing international agreements and
making international cooperation fully operational (the incentive gap)
(Kaul et al. 1999).

In looking at how the different institutions and groupings fulfill their
governance requirements, I shall use the following parameters:
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1. legitimacy decisions should be taken in accordance with the mandate
of each institution/organization and with the participation of those
who are mainly affected by these decisions (ownership);

2. efficiency/effectiveness governance in institutions/organizations
should ensure that the decision-making process will be speedy and
effective and therefore that wider benefits would be achieved at a
lower cost;

3. representation decision-making should involve all parties entitled to
take decisions. They should therefore be adequately represented in gov-
ernance bodies (the shareholder principle); and

4. accountability decisions should be transparent and decisionmakers
should be responsible for their decisions toward public opinion (the
stakeholder principle).

The coexistence of these criteria in governance structures implies trade-
offs. In particular, trade-offs occur between the efficiency criteria, on the
one side, and the other criteria on the other:

● the equity criteria cannot be fully satisfied by granting general repre-
sentation without hampering the efficiency of decision-making;

● a full application of the legitimacy criteria can contrast with the need
to ensure the efficiency of the decision-making process; and

● a full application of the accountability criteria, giving full transparency
to the decision-making process, may prove to be at odds with the need
for confidentiality required by an efficient decision-making process.

The larger and more specialized is an institution the greater its capacity
to benefit from economies of scale and to internalize externalities; but, on
the other hand, the larger the institution, the less its decisions can match
the tastes and preferences of all its shareholders (Drazen 2001). Trade-offs
are therefore necessary. When, within formal institutions, it is not possible
to reach decisions located on the trade-off frontier, we are confronted with
institutional failure. In such a case the institutions should be reformed.

THE BRETTON WOODS INSTITUTIONS (BWIS)

Changes in the economic framework imply a change in perspective and orga-
nization within the BWIs, particularly in the IMF and the World Bank and
in the way they concur to ensure financial stability on the one hand, and to
promote development and poverty reduction on the other. Both institutions,
therefore, have included in their mandate objectives to provide resources,
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services, systems of rules and policy regimes with substantial cross-border
externalities that respond to the definition of global public goods, and that
can be produced in sufficient supply only through cooperation and collective
action by developed and developing countries (World Bank 2000).

The BWIs have already amended their mandates, roles and expertise.
However some countries, mainly developing ones, did not consider the
changes that have taken place as sufficient to meet the new challenges.
‘A key issue is whether the mandates of the existing organizations remain
relevant, and their legitimacy and governance structure are adequate to
serve the needs of the global community in the early twenty-first century’
(van Houtven, 2002). I shall address this topic using the above mentioned
parameters.

Legitimacy

Legitimacy of BWIs is fulfilled by membership. Broad membership ensures
adequate representation of all interests involved. Indeed, the legitimacy to
decide and operate in different fields, in accordance with the mandate, is
conferred on these institutions by their very nature, and in particular by
their broad membership.

Legitimacy can be examined from two different angles: the mandate of
the institution and the ownership of decisions by the executive board.

The case of the IMF mandate is emblematic. It has evolved over time to
respond to the new challenges posed in part of its constituency. This
encompasses:

● a new role of the Fund in preserving macroeconomic and financial
stability through its activity for crisis prevention and resolution; and

● an increased involvement of the Fund in developing countries and
transition economies, in particular to promote growth and poverty
reduction in low-income countries.

There has been a progressive adaptation of the IMF mandate to new
conditions. The Fund has preserved its legitimacy, while broadening its
sphere of competence. However, both the Fund and the Bank have often
been accused of ‘mission creep’ and of extending their activities in fields
that go beyond their respective mandates. The issue has been raised in the
Fund during discussions on streamlining conditionality, while the criticism
of the Bank has been made in terms of ‘losing effectiveness and becoming
a bloated bureaucracy’ (Passacantando 2002 p. 2)

The second way to assess the legitimacy of the institution is through its
decision-making bodies, the executive board and the management. Issues
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such as the ownership of decisions, the right of initiative of the manage-
ment, and the involvement of the board in approving programs and pro-
posals have to be addressed.

The management has the right to take initiatives. Management, there-
fore, can choose topics and ask staff to undertake analysis. However, at
present the criteria for setting priorities are not well established, while the
role of the board is often limited to a simple ratification of management
initiatives. Hence, the board is not always able to be proactive and cannot
provide the necessary feedback. There is a risk that decisions are taken as
an ‘act of faith’, without a true sense of ownership.

Such is the case when the management takes the initiative to start nego-
tiation and demands ex post board approval, whereas an earlier board
involvement would be warranted. A comparison with the analogue proce-
dure in the private sector may shed a different light on the legitimacy of the
process. When a company starts to analyse a relevant financial operation,
the management needs to have permission from the board to negotiate a
possible deal with the counterpart. Management reports to the board at
the various stages of the negotiation, until a deal is agreed. The method
adopted at the World Bank/IMF too often does not involve the board until
proceedings have reached a ‘take-it-or-leave-it’ stage. The board should be
involved ex ante and retain the right to participate in the negotiation, as is
the case in any private financial institution. Confidentiality is often given as
an excuse for not involving the board and restricting the information to a
subset of the shareholders. But this is not very convincing.

The new procedures for granting exceptional access to the IMF resources
represent a case for testing whether early board involvement can be imple-
mented. The recent experience is encouraging, for instance in the case of
the decisions concerning Argentina (2003) or Brazil (2002). But there are
also negative examples, such as the decisions taken in the case of Uruguay
(July 2003), when the board opinion was crowded out by public declar-
ations from the managing director and the US treasury secretary.

Efficiency/Effectiveness

The restricted composition of the board ensures the efficiency of the deci-
sion-making process in the BWIs. However, this implies a trade-off with rep-
resentation, since not all members take part in the board discussion, but
most of them (160 over 184) are indirectly represented through their par-
ticipation in countries’ constituencies. Decisions may not always be
satisfactory for the whole membership. On the one hand, the Fund has
progressively lost its role as a credit union (Kenen 1986) and an increas-
ing divergence of interest has emerged between members that became
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permanent creditors and those that are permanently in a debtor position.
On the other hand, the Bank has been criticized on the assumption that
financial allocation responds excessively to the strategic interests of the
large shareholders and is not sufficiently sensitive to local political realities.

The efficiency/effectiveness of the decision-making process involves the
board’s participation in the decision-making process as well as in the voting
system.

To be effective, the board should be informed in due time to enable it to
make timely and appropriate decisions. This is particularly relevant with
regard to the IMF’s crisis prevention and crisis resolution functions. To
perform its role in crisis prevention the board should be provided with a
candid, comprehensive and authoritative report of the Fund’s surveillance.
IMF surveillance should ensure independent assessment of economic con-
ditions and policies in member countries and, if a program is in place, it
should provide the board with the opportunity to reassess a program strat-
egy. If these conditions are not met, early information, and thus capacity
to influence decisions, are unlikely to be allocated equally among share-
holders. Not that this necessarily means that G7 countries will ‘impose
their views’, as other groups – for instance, the informal G11 coordination
in the Fund – might be just as effective, or even more, in this process. What
matters, of course, is that G7 countries are on the ‘creditor side’ while the
G11 countries are mostly on the debtor side. We shall return to this issue
below.

Efficiency of decision-making is crucial in the case of crisis resolution.
During the Asian and Brazilian crises, G7 countries played a decisive role,
in particular by supplementing IMF resources with bilateral loans. In con-
trast, in the case of Argentina and Turkey, the G7 decided to leave entirely
to the Fund the financial burden of supporting the crisis countries. More
recently the G7 strategy has been oriented toward the definition of a frame-
work for crisis resolution and the involvement of private creditors. The
Fund has contributed to the development of this framework, in particular,
exploring solutions to make more effective the process for restructuring
unsustainable sovereign debt.

In this context, the Sovereign Debr Restructuring Mechanism (SDRM)
was designed to provide an orderly and predictable framework for sover-
eign debt restructuring, thus helping to create incentives for early actions
by creditors and debtors and to reduce pressure for large official bail-out
packages. The SDRM should be part of a strategy, together with a more

rigorous policy for access to IMF resources. The opposition of the United
States and some emerging market economies (EMEs) (in particular Latin
American countries) and the negative reactions of the creditor community
slowed down work on the SDRM. This has had negative implications on
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efficiency: the IMF cannot count on the necessary instruments to perform
its tasks in accordance with its mandate and on the G7, which risks being
involved again in supplementing bilateral resources.

The efficiency of the institutions also depends on the time-frame within
which the executive board takes decisions. In the IMF, decision-making

is generated by consensus, based on the fact that ‘the Chairman shall
ordinarily ascertain the sense of the meeting, in lieu of a formal voting,’
(Rule C10 of IMF Rules and Regulations). Consensus means unanimity,
although for many decisions it is sufficient that a large majority agrees (van
Houtven 2002).

The consensus procedure is a good illustration of the trade-off between
efficiency and representation: decisions by consensus need to take account
of all positions, including those of minority shareholders. In this case, the
quota share is not as important and the implicit voting is skewed toward a
‘one head, one vote’ system. Decisions can be delayed until a ‘consensus’ is
found; this implies that developing countries, although holding a minority
position, have a potential veto power. In contrast, where differences are too
large, the need for consensus would not be appropriate. Efficiency would
require a change in the voting practices and would imply more frequent
voting. But implications in terms of ownership of these decisions may
become quite relevant.

Representation

This parameter calls into question the ways in which members are in a posi-
tion to take direct part in the decision-making process and the ways in which
they can influence the decisions of the board. Technically the problem is
linked with the ways in which member countries’ quota shares and voting
powers are determined.

The problem has three facets: (a) quotas and voting shares, (b) the role
of low-income countries, and (c) from a different angle it also concerns the
issue of the representation of the European Union (EU) in the BWIs.

Quotas and voting share
BWIs are different from the UN system where the principle of ‘one head,
one vote’ prevails. Countries are (or should be) represented in the BWIs in
line with their relative importance in the world economy. This is measured
by the quotas calculated on the basis of specific formulas. However, current
quotas (‘actual quotas’) differ from those determined by using formulas
(‘calculated quotas’). This means that the allocation of quotas and voting
rights too often reflects the past rather than the current economic weight of
member countries. For some countries, calculated quotas are substantially
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above their actual ones, meaning therefore that they are formally under-
represented with respect to their economic importance. This concerns, in
particular, individual EMEs (but also some industrialized countries). In
contrast, this is not a general problem of developing countries as a group.
Indeed, the ratio between actual and calculated quotas is about 60 percent
for the developing countries while it is only 32.5 percent for the industrial
countries (van Houtven 2002). The developing countries (including transi-
tion economies) which represent about 85 percent of the membership (160
developing and 24 industrial countries) hold around 35 percent of the total
quota share while their voting power is around 40 percent of the total.

The role of low-income countries
For the low-income countries, the representation issue coincides with the
problem of strengthening their participation in the decision-making process,
as set out in the Monterrey consensus. In this case the problem is not an issue
of increasing representation in terms of voting power (although an increase
in basic votes would contribute to substantially increase their voting share).
The main concern of this group of countries is to have a stronger voice, espe-
cially on issues of primary interest to them. This problem rests more on the
quality of countries’ representation than on the quantity of their voting
power. The true issue in this case is to increase these countries’ ownership of
projects and programs and to help them to build their capacity to partici-
pate effectively in multilateral institutions and fora. Any revision of the
quota system can hardly be a solution. However, it could have ‘an important
symbolic value and help preserve, in the long run, the legitimacy of the insti-
tution[s] in the face of major changes in the distribution of world economic
power and persistent global inequities’ (Passacantando 2002 p. 5)..)

Representation of the EU
The issue of EU representation in the BWIs is completely different in
nature. The problem concerns the role that the EU as a regional body can
play to mediate between the national and the global levels. Coordination
on key issues is necessary to influence decisions in the Fund and in the
Bank. The current voting power of the EU countries in the IMF board is
nearly 30 percent of the total; however, as a group the EU has far less polit-
ical influence than the United States, who hold ‘only’ 17 percent of the
voting power. The EU problem here does not lie in the method for calcu-
lating quota shares and voting power, but in the weak coordination among
EU countries. The problem is further exacerbated by the fact that EU coun-
tries participate in nine different constituencies.

EU countries have only recently developed a coordination process.
There is scope for further improving such cooperation. Yet, there are
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natural limits to what can be achieved within the existing cooperation
framework. If EU countries want to truly improve their collective influence
on international issues and on the IMF, some institutional change in the
way European interests are represented and pushed forward may be nec-
essary. Several solutions could be envisaged. The spectrum of options
ranges from, at one end, the strengthening of ex ante coordination on some
crucial issues to, at the other end, the extreme hypothesis of the creation
of a single EU chair with different intermediate options to regroup EU
countries in ‘pure’ EU constituencies. (Bini Smaghi 2004). It should be
noted that any move towards a more unified EU representation in the BWI
would go a long way in internalizing the role of the informal groups in the
formal institutions, thus offering a major contribution to the reform of
global governance.

Accountability

This parameter implies that decisions should be transparent and accessible
to the general public. In addition, it requires that the management of the
institutions should be accountable to the shareholders.

The BWIs are (and should remain) government-based institutions.
Indeed, this should not be an obstacle to improving transparency and
achieving greater accountability towards civil society at large, even more so
given the rapid privatization and decentralization of economic processes
that have taken place in the last decades at the national level. This is also
essential to fulfill the criteria of legitimacy and representation.

The criterion of accountability could be applied under different per-
spectives. I shall limit the discussion to two main issues, namely the policy
of transparency and the procedure for the appointment of the managing
director/president.

Considerable progress has been achieved toward greater transparency. In
particular, the IMF is moving from a situation in which it was a ‘secret’
institution to one where most documents and decisions are published
promptly and are available to the general public on the web. There are areas,
however, where more progress is needed, for example concerning the pub-
lication of Article IV reports. Nevertheless, there is another trade-off: as
publicity may reduce staff candor or in some cases may impede the disclo-
sure of sensitive information, and this would damage relations between the
IMF and member country authorities. Also in the World Bank there are
trade-offs between the confidential nature of the financial transactions and
the need for accountability and policy disclosure.

An area where the issue of accountability has not yet found an appro-
priate solution concerns the procedure for the appointment of the IMF
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managing director and the president of the World Bank. Neither the Bank
nor the Fund have specific formal selection procedures for such appoint-
ments. A set of principles and procedures aimed at increasing the trans-
parency and accountability of the exercise has been identified. It remains
to be seen how they will be implemented.

THE INFORMAL GROUPS

Globalization requires both specialized institutions and global vision.
A global vision is the capacity to establish the necessary linkages among
different issues. Bretton Woods institutions provide specialization; the
global vision is provided by an informal kind of institution. These are the
G7/G8, grouping the most powerful and wealthy nations, the G10 (the G7
countries plus Belgium, the Netherlands, Sweden and Switzerland), and
the G20, created in 1999 with the participation of the G7 countries, Russia
(the G8), Australia and the main EMEs (Argentina, Brazil, China, India,
Indonesia, Korea, Mexico, Poland, Saudi Arabia, South Africa and
Turkey). There is also the G11, an influential group internal to the IMF and
composed of the directors of 11 constituencies, who coordinate on issues
judged of common relevance by its members (at present, constituencies are
led by Argentina, Brazil, China, Egypt, Gabon, India, Indonesia, Iran,
Saudi Arabia, South Africa and Venezuela).

Examining governance issues at the group levels requires changes in the
above-mentioned criteria. Indeed, not all the criteria have the same rele-
vance for the groups that they have when applied to formal institutions. This
is due to their informal nature, to the absence of a statutory mandate and to
their restricted membership, which by  definition infringes the represen-
tation criteria. On the other hand, the rationale for having an informal
structure of governance lies in the efficiency of the decision-making process
and in the capacity of these groups to solve the collective action problems
that arise in formal institutions. Indeed, in the BWIs, broad membership
implies a great differentiation of interests. In contrast, at the group levels,
the issue of legitimacy becomes of special relevance since a small number of
countries, although controlling a large proportion of the world economy, is
called upon to make decisions that will have an impact on the world popu-
lation at large.

Cooperation among the major industrialized nations was established
over 40 years ago with the creation of the G10 as a response to a serious
threat to the international monetary system. In the past, the G10 – which
is the oldest forum for cooperation among finance ministers and central
bankers – has played, in cooperation with the IMF, an active role in the
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management of financial crises, in particular in the context of the General
Borrowing Agreements (James 1996). In the years since the G10 was estab-
lished, other groups such as the G7 and the G20 have come into existence
and new specialized fora (such as the Financial Stability Forum) have been
created to strengthen international cooperation on specific issues. The G10
therefore has progressively lost its political influence, to assume increas-
ingly a more technical role in support of the activities of the G7 and also
the BWIs, as in the case of the preparation of templates of collective
action clauses in the recent discussion on mechanisms for sovereign debt
restructuring.

The issue of legitimacy arises in particular when looking at the role
played by the G7/G8 summit. The heads of state and government of the
five most powerful nations met for the first time in 1975, in Rambouillet,
with the objective of restoring economic and financial stability in the after-
math of the dollar/gold standard. They have continued to meet regularly
since then, although the main themes of their deliberations changed
through time. More recently, the focus of G7 and lately G8 summits has
been on issues linked to the fight against poverty, the environment and food
safety, as well as international security. Recently, the economic dimension
has been sharply reduced. The change in focus led many to question the
legitimacy of the G7 and the G8. How is it possible to discuss the fight
against poverty without the poorest countries in the world sitting at the
table? How can the G7 and G8 discuss the environment without taking into
account the needs of the emerging economies whose primary objective is
economic development? The broadening of the issues discussed at summits
has led to a serious questioning of the legitimacy of the world 25 richest
nations to discuss them in isolation.

The question of legitimacy, however, is less critical for economic issues,
which are now largely addressed by finance ministers and central bank gov-
ernors, meeting often and having the  technical instruments to address
the critical issues affecting the world economy. The legitimacy of the G7 – on
economic and financial issues Russia is not yet a member of the clubÒ - derives
mainly from the ability to solve problems and is therefore strictly linked with
the efficiency of its decision-making. From the point of view of efficiency,
indeed, the G7 model of coordination ensures timely decisions, favored by
the fact that G7 countries share common goals and homogeneity of prefer-
ences, and have the ability to act and good political and bureaucratic control.
This is also due to the method based on periodic gatherings of finance min-
isters (with the participation, on some issues, of the governors of the central
banks) and on the intensive work of the deputies (and the deputies’deputies)
who meet even more frequently and have conference calls every fortnight (or
more often, if needed).
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International financial stability involves all aspects that define global
public goods (Allen 2002), with linkages between different issues and
between national policies and international institutions. The role played by
the G7 in ensuring international financial stability in cooperation with the
BWIs, in particular the Fund, the national governments and the private
sector, has evolved over time. In the mid-1970s, the main concern of the G7
was exchange rate fluctuations resulting from the different economic poli-
cies following the first oil shock. Eventually, coordinated foreign exchange
intervention became increasingly rare (the latest event took place in October
2000 to counter the excessive depreciation of the euro against the dollar). In
the 1980s, the main issues of concern for the international community
shifted from the exchange rate to financial stability. The main threat became
the emerging markets’ debt crises. In the 1990s, the main shocks came from
a series of crises involving important EMEs (Mexico in 1995, the Asian
countries in 1997, Russia in 1998, Brazil in 1999, Turkey and Argentina in
2000–01) and threatening international financial stability.

The G7 plays an increasingly important role in addressing international
financial instability by: (a) developing a strong and efficient coordination
mechanism based on a strong commitment to achieve common positions
when a crisis erupts; (b) sharing common views on the way to address a
financial crisis thus avoiding the situation whereby different  views (for
example, concerning private sector involvement) would prevent the group
from acting in a cohesive way when a crisis emerges; (c) representing an
important reference to the IMF management and for the debtor countries
in the course of crisis management and resolution; and (d) supplementing
IMF financial support with bilateral loans. Finally, because most emerg-
ing market countries’ creditors belong to the G7, the G7 authorities have
some leverage to ensure that the solutions designed by the IFIs do safe-
guard their citizens’ interests, but also involve the creditors in the resolu-
tion of crises.

These factors provide legitimacy to the G7 to adopt a leadership role
towards the international institutions, the debtor countries and, although
with less success, the private sector in managing crisis situations. They also
provide guidance in addressing the issue of financial stability. The leader-
ship can suggest reforms for the existing institutions, and particularly the
way in which the IMF operates (Bini Smaghi 2004). The Cologne Report
on the reform of international financial architecture marked the evolution
of the IMF from the promotion of monetary stability through appropriate
macroeconomic and exchange rate policies, to the development of sound
domestic and financial markets. Indeed, the Asian crisis, showed that sound
macroeconomic policies are not enough if financial markets are not
sufficiently developed to support highly volatile capital flows.
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However, by emphasizing the importance of strengthening domestic
financial markets, the Asian crisis also showed that the G7 alone could not
put in place a proper incentive structure to induce emerging market coun-
tries to strengthen macroeconomic policies and their financial system,
implementing best international practices and adopting internationally
agreed standards and codes. The Asian crisis experience encouraged the G7
to adopt more encompassing goals. The program strategy for this decade
was clearly stated in the Cologne Report:

Our overall strategy is to identify and put in place policies to help markets work
properly and to provide the public goods necessary to achieve this objective. This
requires public authorities to provide for enhanced transparency and disclosure,
improved regulation and supervision of financial institutions and markets, and
policies to protect the most vulnerable. It also requires that private creditors and
investors bear responsibility for the risks they take, and are involved appropri-
ately in crisis prevention and crisis management. In these respects, the establish-
ment of internationally agreed codes and standards for policy-makers serves
both as an incentive for better governance and as a yardstick against which to
measure country risk. (G7 1999a, p. 2)

The need to increase the legitimacy of G7 initiatives to a larger part of
the world (thus contributing also in increasing their effectiveness) leads to
the idea of involving the main EMEs more directly and to share with them
a project aimed at ensuring international financial stability. The useful sug-
gestions for enhancing global economic security that emanated from the
G22 and G33 processes demonstrated the potential value of a regular inter-
national consultative forum with a broader membership than the G7. This
led to the set-up of a new group, the G20, which includes the G7 countries,
Russia, Australia and the most important EMEs, with worldwide coverage.
The creation of the G20 represents the next stage in the evolution of infor-
mal consultation among industrialized countries and emerging markets,
necessary to bridge positions and promote mutual understandings, thus
enhancing consensus. It is also an answer to the request coming from many
sectors of the academic world and civil society for an increased involvement
of the EMEs in the decision-making process, as was the case with Jeffrey
Sachs’s proposal to move from a G7 to a G16 (Sachs 1998).

The idea of an enlarged informal group can be traced back to the
Cologne Report. Indeed the G20 was created ‘as a new mechanism for infor-
mal dialogue in the framework of the Bretton Woods institutional system
to broaden the dialogue on key economic and financial issues among
systemically significant economies and to promote cooperation to achieve
stable and sustainable growth that benefits all’ (G7 1999b, p. 6). It is clear
from its inception that the G20 has been created as a deliberative rather than
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a decisional body and was designed to encourage the ‘formation of con-
sensus’ on international issues, with a particular focus on promoting inter-
national financial stability. Its program of work has been clearly designed
by its first chairman, the Canadian Paul Martin, who suggested that the
G20 should ‘focus on translating the benefits of globalization into higher
incomes and better opportunities everywhere’ (Kirton 1999).

The G7 remains the key policy forum where macroeconomic policy and
issues related to the stability of the international financial system are dis-
cussed. In other areas, while the G7 countries remain the dominant actors,
efficiency considerations call for greater involvement of some major emerg-
ing and developing countries. These areas encompass crisis prevention and
resolution, debt issues, financial crime and development.

Groups are also well equipped to develop their role and their instru-
ments of action to match a changing economic environment. Increasingly,
their role is complemented and supplemented by international institutions,
primarily the BWIs. Both formal and informal gatherings, however, are
pursuing a similar role, namely to provide governance without a govern-
ment, while keeping their ‘specialization’ character, as for the BWIs, or
their ‘leadership’ character, as for the groups.

CONCLUSIONS

Increasing interdependence and faster globalization have posed new issues
for the international governance system and have raised concern for a
fundamental reform. In Michel Camdessus’s words:

An increasingly open system of world trade and an increasingly and prudently
liberalized system of world finance are the two greater public goods that have
been produced by the international community in the postwar era. The effort to
reform the system is fundamentally to sustain and enhance these public goods.
(Camdessus 1999)

The current set-up is based on the coexistence of the complementary
functions played by some specialized institutions (mainly the BWIs), with
an almost universal membership, and the leadership role played by a small
number of major countries, mainly through the G7, which provides global
vision, issue linkages and efficient decision-making. These are essential
functions that any effort to reform the system should continue to preserve.

Should the EU increasingly act as a unified actor in the global system
and speak with one voice in the BWIs, many of the externalities in global
governance which require the support of informal institutions such as
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the G7 could be internalized. The operation of the BWIs would probably
be improved with respect to all four criteria discussed in this chapter.

NOTES

* I wish to thank Vincenzo Zezza and Francesca Mercusa for their contribution. The views
expressed are only those of the author.

1. International Conference on Financing for Development, Manterrey, Mexico, 18–22
March, 2002.
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