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World leaders must work
hard to avoid results as
watery as the summit’s

artificial lake, writes
Chris Giles

s 2010 dawned, optimists
hoped that the year would
bring a strong economic
ecovery, agreement on an
ambitious package of financial regula-
tory reforms and progress towards
strong, stable and balanced world eco-
nomic growth for the medium term.

The Toronto summit of leaders of
the Group of 20 industrialised nations
was billed as the moment the world’s
leading economies would get down to
the serious business of agreeing
changes to policy aimed at consigning
the financial and economic crisis of
the past three years and its causes to
history. Countries would pledge with
their domestic policies to reduce
imbalances in the world economy at
the same time as maintaining
demand. And as part of the process of
financial reform, leaders would sign
up to a new global levy on their banks
to compensate taxpayers for bailing
them out in the crisis.

But with the year approaching its
halfway point, events have disrupted
the schedule for the G20 leaders as
they gather in Canada amid tight
security and an artificial lake to
improve the backdrop for TV cameras.

Though the G20 “Framework for
strong, stable and balanced growth”
remains the formal centrepiece of
international economic co-operation,
unco-ordinated budgetary tightening
in response to a European sovereign
debt crisis has been the reality. After
Greece had to seek budgetary support
from the eurozone and the Interna-
tional Monetary Fund in May, market
fears forced big additional public
spending cuts and tax rises across
Europe - in Spain, Portugal, Italy,
Germany and the UK among others.

And although the process of finan-
cial regulatory reform is continuing
until decisions must be taken in
November, the chances of G20 leaders
agreeing a global banking levy in
Toronto died earlier this month when
G20 finance ministers met in Busan,
South Korea. It became clear that a
majority of G20 countries opposed any
such levy. When Jim Flaherty, Cana-

dian finance minister, gave a speech
after the Busan meeting, his ambi-
tions for the Toronto summit were
distinctly modest and a far cry from
earlier hopes.

“Our intent is to get a clear agree-
ment on the principles needed to
achieve real progress on reducing def-
icits and debt burdens,” he said. “In
Toronto we will push for clear, credi-
ble, concrete, timely fiscal consolida-
tion plans.”

The problem with the G20 process is
not that the global recovery has disap-
pointed so far. At the Pittsburgh sum-
mit in September 2009, G20 leaders
hoped “that world growth will resume
this year and rise by nearly 3 per cent
by the end of 2010”. The IMF now
thinks such ambition is too modest
and 3.9 per cent growth is possible
with faster expansion in advanced
and emerging economies alike.

Emerging markets in particular
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have recovered from the 2008-2009 eco-
nomic crisis rapidly and are now
growing at rates above their historical
average.

As the Brookings Institution-Finan-
cial Times index of economic recovery
shows, most indicators of economic
growth are above their normal levels,
indicating a rapid V-shaped recovery.

But the fears for the global economy
stem from concerns about what might
happen from here, not the recovery to
date. The Brookings-FT index peaked
in March and has turned down since
as investors feared the sovereign debt
crisis in southern Europe would
undermine world confidence.

Some G20 officials worry that busi-
ness confidence might soon plummet
as it did in late 2008, bringing the
world economy to a standstill. Tim
Geithner, US Treasury secretary,
expressed his fears in a letter to other
G20 finance ministers. “Concerns
about growth as Europe makes
needed policy adjustments threaten to
undercut the momentum of the recov-
ery,” he wrote, adding that the US
was in no position to create additional
demand to compensate for European
weakness, “given the broader shifts
under way in the US economy toward
higher domestic savings”.

Another G20 official told the FT
that a sovereign debt implosion would
be Act IV in the financial and eco-
nomic crisis. Comparing it with an
opera, he said: “There are not many
with four acts which end happily.”

The recent signs of a plunge in
European business confidence in early
June will not lighten the mood.

The IMF is particularly concerned
that unless countries with room to
create additional domestic demand do
so, the recovery will fall short of its
potential, millions of jobs will be fore-
gone, and budget deficits will be
harder to bring down.

Dominique Strauss-Kahn, IMF man-
aging director, will present simula-
tions in Toronto showing that if the
only action on the table is fiscal
retrenchment, the world economy
would grow at a rate 2.5 percentage
points below what is possible.

“What’s at stake then in Toronto —
the difference between good and bad
policy — is 60 million jobs,” he told
journalists this month.

Toronto provides an opportunity for
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world leaders to break the
recent downward spiral.
Fiscal consolidation is una-
voidable across much of
Europe, but it needs to be
matched by policies to stim-
ulate demand.

They include a revalua-
tion of the Chinese cur-
rency, action to boost corpo-
rate and household spend-
ing in Germany and Japan,
and greater safety nets to
boost household confidence
and spending in oil-produc-
ing countries and China.

The test of this summit
will be whether leaders can
make credible commitments
to make these reforms.

This involves considera-
ble co-ordination: one mov-
ing alone might suffer: if all
move together, collective
and individual outcomes
are likely to be better.

Although expectations for
Toronto are low, there are
two reasons for optimism.
First, following the crisis,
countries know the poten-
tial cost of unco-ordinated
economic policy; and sec-
ond, the G20 process is not
dictated to countries from
the IMF, but is supposed to
grow from each country
making pledges on its own
terms to support collective
interests. China’s decision
last weekend to suspend its
currency peg should help
the process along.

The Toronto agenda on
financial regulation is just
as difficult as on the global
economy. With main discus-
sions on bank capital,
liquidity and leverage
scheduled to continue at a
technical level, leaders will
not have decisions to take
on regulation of banks.

There is also no agree-
ment possible on support
for a global levy on banks.
Canada, which has long
opposed such a levy, rallied
opposition to the idea at the
finance ministers’ meeting
in South Korea and was
pleasantly surprised to find
a majority of G20 nations
opposing a global levy.

An agreement on the
principle that banks should
pay for taxpayer support is
likely, as is one on techni-
cal details of levies intro-
duced by those in favour,
including the US, UK,
France and Germany. But
this is hardly the stuff of
grand political gestures that
appeal to global leaders.

So there is the possibility
the summit will seem to be
a backward step in global
economic co-operation.

On the economy, events
forcing fiscal retrenchment
might take precedence and
only a thin veneer will
cover the gulf between
countries’ policies for recov-
ery. On regulation, little of
note will be agreed.

The danger is that the
summit will morph into a
public relations exercise in
front of an artificial lake.
The G20 has quite a task
ahead to show it is built
around something more
substantive.
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Sick market of Europe: Jean-Claude Trichet said the bank funding market ‘is not functioning perfectly — that is absolutely clear’

Focus switches from exit to growth

Kai Pfaffenbach/Reuters

Strategy

Repeated shocks mean
victory is some way off,
says Chris Giles

he Toronto summit was
to be the moment world
leaders could declare vic-
tory over the financial

and economic crisis and
announce the implementation of
“exit strategies” from the

extraordinary policies introduced
to quell the crisis, it was hoped.
Events, however, have conspired
against the Group of 20 industr-
ialised nations.

Instead of the G20 declaring
victory, it has been forced to rip
up its previous stimulus strategy
in the face of renewed market
turmoil and unco-ordinated fiscal
tightening.

The summit now marks the
moment when financial markets
have forced an exit from fiscal
stimulus before a vigorous pri-
vate sector recovery is estab-
lished. Central banks have also
reintroduced some of their emer-

gency liquidity measures to pre-
vent the European sovereign
debt crisis undermining the
banking system, and the Euro-
pean Central Bank has resorted
to unorthodox measures that
were not contemplated at the
height of the crisis.

At the G20 summit in Pitts-
burgh last September, national
leaders committed themselves to
a “strong policy response until a
durable recovery is secured”. But
their finance ministers, meeting
earlier this month in Busan,
South Korea, were forced to
accept that “recent events high-
light the importance of sustaina-
ble public finances” and ‘“those
countries with serious fiscal
challenges need to accelerate the
pace of consolidation”.

Instead of a co-ordinated exit
“when the time is right” - first
withdrawing the extraordinary
support for the financial system,
then tightening fiscal policy and
finally raising interest rates -
the latest market concerns have
forced the G20 to tighten fiscal
policy earlier than many coun-
tries had wanted and to reintro-
duce liquidity support for banks
when they had hoped such emer-

gency measures were a thing of
the past. The chances that mone-
tary policy will return towards
normal this year have conse-
quently receded.

The International Monetary
Fund, having been the champion
of fiscal stimulus, has now
returned to its roots of ortho-
doxy. “It is now urgent to start
putting in place measures to
ensure that the increase in defi-
cits and debts resulting from the
crisis, mostly from the loss of
output and revenues, does not
lead to fiscal sustainability prob-
lems,” it says in its May fiscal
monitor.

But sorting out the public
finances is not easy in advanced
economies. Professor Eswar
Prasad of Cornell University
says: “Noble intentions by
advanced economies to bring
their budget deficits under con-
trol are rubbing up against the
political and economic difficul-
ties of fiscal retrenchment at a
time when the world economy
continues to be buffeted by
adverse shocks.”

And some see the exit from
crisis measures into recovery as
far off. Jeffrey Sachs, director of
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the Earth Institute at Columbia
University, argues in the Finan-
cial Times: “Now we face a world
economy with weak aggregate
demand in the US and Europe,
bulging budget deficits, sover-
eign debt downgrading and con-
sumers unwilling to borrow.”
The retreat from the exit has
been particularly evident in con-
tinental Europe. The bank fund-
ing market is so sick in Europe
that the ECB has been forced

simultaneously to reintroduce its
offer of fixed-rate unlimited
funds for European banks, while
also finding itself the repository
of record deposits, parked over-
night in its vaults. Not without
reason did Jean-Claude Trichet,
ECB president, say this showed
“that we have a market which is
not functioning perfectly — that
is absolutely clear”.

By mid-June, the ECB
announced it had taken the
unprecedented step of purchas-
ing €40.5bn of government bonds
to stop its ultra-loose monetary
policy losing traction in coun-
tries where investors have lost
confidence in government paper.

Across the world, US dollar
swaps have also been reintro-
duced to keep dollar liquidity
flowing when US markets are
shut. The combination of all
these events suggests the decla-
ration of exit from the crisis has
been postponed, at least until the
Seoul summit in November.

But all is not lost. Though
many of the events of the past
month have been unwelcome
and have undermined exit strate-
gies, the world economy and the
recovery from crisis are neither

entirely bleak nor completely
derailed.

As the IMF and the G20 have
noted, the world economy is
recovering, and faster than
expected so far. Optimists point
out that though the planned exit
has changed, the process
towards a stronger and more sta-
ble world economy has not been
derailed. “It is encouraging that
there is broad agreement on the
need for strong action by the
advanced economies to rein in
fiscal deficits and by both emerg-
ing and advanced economies to
take necessary steps to rebalance
global growth patterns,” says
Prof Prasad.

The balance of exit between
monetary and fiscal policy might
have changed radically since late
April, with expectations of rises
in interest rates significantly
delayed, but the broad return to
global expansion continues.

Most important, therefore for
world leaders in Toronto, is to
continue on their quest for poli-
cies that foster strong and more
balanced growth in the years
ahead, even if the sequencing of
their exit from crisis measures
has had to change.

Greece effect
cuts Europe
down to size

Eurozone

Any positive fallout
will not come soon,

says Ralph Atkins

Until early this year, euro-
zone politicians could claim
justifiably that the global
economic and financial
market storms had origi-
nated beyond its shores.
But the weather map
changed dramatically when
scares over Greece’s public
finances escalated within
just a few weeks into a full-
blown crisis that threw into
doubt Europe’s 11-year old
monetary union.
Weaknesses were exposed
on a number of fronts.
Greece had allowed its pub-
lic finances and interna-
tional competitiveness to
deteriorate over many years
— and compounded its diffi-
culties with misleading sta-
tistics that hid the true size
of its public sector deficit.

“Contagion” effects
spread across southern
Europe, where deficit to
gross domestic product

ratios had also soared, with
investors driving up the
risk premium demanded on,
for instance, Spanish and
Portuguese bonds.

Greece highlighted appar-
ent flaws in the eurozone’s
construction. The country
had enjoyed the low inter-
est rates and stability
brought by membership —
which  allowed strong
growth before the global
financial crises of the past
few years. But, with hind-
sight, it was living well
beyond its means. At the
same time, Germany’s focus
on improving its own com-
petitiveness set the bar ever
higher for its southern
European rivals — creating
the possibility that they are
now trapped with a lethal
combination of massive

public indebtedness and
weak growth prospects.

Worries that the eurozone
might fall apart still seem
overblown: the economic
costs of, for example,
Greece exiting the mone-
tary union would be mas-
sive; and the political links
that bind Europe’s mone-
tary union together remain
strong. The eurozone is also
set to expand, with Estonia
due to become its 17th
member next year. There is
also a good chance the cri-
sis will end up deepening —
not weakening - Europe’s
economic integration.

But for now the underly-
ing weakness in the euro-
zone is raising fears that
the region will fail to pro-
vide any impetus to global
economic growth in coming
years. German and France
exited recession last year
ahead of the UK and US,
but subsequent eurozone
growth has been lacklustre.

“This crisis has
brought the
economic part of
Europe back to the
political part’

European Commission fore-
casts released in May saw
eurozone GDP rising by less
than 1 per cent this year -
compared with almost 3 per
cent in the US.

As a result, continental
Europe has lost global stat-
ure. Richard Haass, presi-
dent of the Council on For-
eign Relations in the US,
warned in a Financial
Times video interview that
Europe was already punch-
ing below its weight as a
global power. “What this
crisis has done has brought
the economic part of
Europe back to the military
and political part,” he says.

How the eurozone’s chal-
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lenges are tackled will thus
have importance for the
rest of the world. On the
first - bringing public
finances in the eurozone’s
southern “peripheral” mem-
ber states back under con-
trol — progress has been
made.

Greece is embarking on
an ambitious reform pro-
gramme under the auspices
of the International Mone-
tary Fund and the Euro-
pean Union, entailing not
just putting its public
finances in order but also
liberalising its economy.

Financial markets remain
sceptical about its chances
of Greece avoiding default;
but eurozone policymakers
express confidence that the
targets are achievable - if
only because of the disas-
trous impact of a default for
Greece, which might well
have to leave the eurozone.

Other eurozone countries
have also stepped up fiscal
consolidation programmes.
Eurozone finance ministers
have committed themselves
to overall neutral fiscal pol-
icies this year and a
“clearly restrictive” stance
from 2011, with consolida-
tion “frontloaded” in some
member states.

The European Central
Bank, meanwhile, helped
calm financial markets with
an emergency programme
to buy government bonds of
the most distressed euro-
zone countries, which has
gone some way to restoring
the functioning of markets.
It has not been a risk-free
strategy, however. Jean-
Claude Trichet, ECB presi-
dent, has faced a barrage of
criticism in  Germany,
where the ECB’s move was
seen as rewarding irrespon-
sible fiscal behaviour by

governments and creating
inflation risks.

The speed at which the
ECB will be able to wind
down its asset purchases
will depend on the effective-
ness of the political
response to the crisis. This
month eurozone leaders
have put in place a €440bn
stabilisation fund capable of
offering emergency assist-
ance to eurozone members.
A debate has started on
toughening the surveillance
of economic policies and

public finances, and on
tougher sanctions.
But on prevention.

France’s instinct for greater
economic co-ordination and
government involvement
has clashed with German
preference for “stability ori-
entated”  policies that
encourage fiscal prudence
and do not blur boundaries
between fiscal and mone-
tary policies.

For now, the eurozone’s
gradual economic recovery
remains on track. Ger-
many’s export-led economy
appears to be firing back
into action, and might have
seen GDP growing by more
than 1 per cent in the sec-
ond quarter.

But significant risks
remain. Weaknesses in the
eurozone banks have been
exacerbated by their expo-
sure to the debt crisis, and
could curtain the flow of
credit into the real econ-
omy. Economists at Com-
merzbank in Frankfurt
warn of a possible Lehman
Brothers-style ‘“uncertainty
shock”, in which a loss of
economic confidence under-
mines investment and
spending decisions.

Even on a best-case sce-
nario, the eurozone’s recov-
ery will be slow and bumpy.

Be1jing earns p

laudits

for behaviour 1n crisis

China

Some structural
weaknesses are
being addressed,
writes Geoff Dyer

The best summary of the
bearish case for the Chinese
economy was made, as it
happens, by China’s Pre-
mier Wen Jiabao, who in
2007 described the country’s
development model as
“unsteady, unbalanced,
unco-ordinated and unsus-
tainable”.

China has made a
remarkable recovery from
the global financial crisis,
growing by 8.7 per cent in
2009, fuelled by a decisive
and huge fiscal and mone-
tary stimulus programme.

But with investment in
infrastructure acting as the
main driving force behind
growth, and exports soaring
while the currency remains
pegged to the dollar, the
question remains about
whether Mr Wen’s diagno-
sis still stands.

The principal themes of
China bears are over-invest-
ment and overheating.

China’s investment rate
as a proportion of gross
domestic product, at more
than 40 per cent, was excep-
tionally high before the
stimulus plan and it was
even higher at nearly 50 per
cent last year. Too much
investment means the new
projects are likely to be
inefficient and end up creat-
ing overcapacity.

Critics also warn that the
surge in bank lending last
year, which doubled on the
year before to Rmb9,600bn
($1,412bn), could end up in a
pile of bad debts.

Victor Shih, an economist
at Northwestern University
in the US, has tried to track
the lending and calculates
that local governments now
have debts of Rmb11,400bn
— well above the official fig-
ure of Rmb7,400bn. He says
Rmb3,000bn could end up as
non-performing.

The other main sign of
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overheating is the housing
market, where many cities
have seen rapid increases in
prices since the start of last
year. Government housing
price figures have shown
record Yyear-on-year rises
over the past two months.
However, the government
has tried to prevent over-
heating. It has scaled back
the pace of new bank loans
since last autumn,
restricted approvals for new
infrastructure projects and
ordered banks to reduce
exposure to local govern-
ment investment compa-
nies. In the housing market,
the authorities have intro-
duced a slew of policies to
limit speculative buying.
Some previous critics
believe the authorities have
done enough in the short
term to prevent the invest-
ment boom from running
out of  control. Yu
Yongding, an economist at
the Chinese Academy of
Social Sciences who warned
last year about the risks of
over-investment, says that
the current situation is
much more manageable.
“In the long run, we need
to make deep reforms in the
economic structure, but in
the short run the govern-
ment has effectively used
monetary policy to bring
down investment,” he says.
The flipside of an econ-
omy relying too much on
investment is one where
consumption plays too
small a role - in recent

years, consumption has
accounted for only a third
of GDP. Yet there are signs
this is beginning to change.
Household consumption
grew strongly last year,
despite the crisis.

Some analysts believe a
structural shift is under
way. Li Daokui, a professor
at Tsinghua University and
a member of the Chinese

central bank’s monetary
policy committee, says:
“Chinese consumers are

beginning to consume.”

The last piece of the Chi-
nese rebalancing equation —
and the most controversial
— is China’s exchange rate.
Amid growing international
pressure, not just from the
US but also India and Bra-
zil, China abandoned its
currency peg with the dol-
lar and began appreciating
the renminbi on June 21,
although the central bank
stressed that any changes
in the exchange rate would
only be very gradual.

Although the policy shift
appears to be enough to
prevent the renminbi from
dominating the G20 sum-
mit, China could still come
under attack in the US Con-
gress in the next few
months if the pace of appre-
ciation is slow.

Yet if pressure does
increase again, Beijing can
point to the sharp drop in
its current account surplus.
Before the crisis, China was
running a current account
surplus equivalent to 11 per
cent of GDP but that
dropped to 6.1 per cent last
year. And in the first five
months of this year, it has
fallen further - even if
exports have started to pick
up sharply, rising 53 per
cent in May, year-on-year.
Officials argue that the big
surpluses are being brought
under control.

China’s economy still has
a lop-sided quality to it and
its role in global rebalanc-
ing could start to become
more politically controver-
sial. But there are also
signs of progress in the
shift to a more sustainable
growth model that Mr Wen
demanded three years ago.
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G20 Summit

Harper puts recovery at heart of agendas

G8 and G20

Canada’s premier has
sought to minimise
tensions between the
two groups, says
Bernard Simon

tephen Harper’s theme
for the G8 and G20 meet-

ings in Ontario is
“Recovery and new
beginnings”.

The Canadian prime minister,
who is hosting the summits,
told the World Economic Forum
in Davos earlier this year that
“the discussion should be less
about new agreements than
accountability for existing ones.
Less about lofty promises than
real results.”

However, expectations for real
results are modest. The Ontario
meetings are now widely seen
as a stepping-stone to the G20
summit in South Korea in
November. “Many of the really
critical timelines are for later in
the year”, Mr Harper told the
Financial Times this month.

Citing regulatory reforms for
the financial sector, he said:
“We’re working closely with the

Koreans on...trying to ensure
that whatever we do at our sum-
mit enhances hitting the time-
lines that we have in line for
[the one in November] as well.”

The scope for meaningful
results at the G8 is limited by
the need for the rich-world
countries to avoid the impres-
sion that they are presenting
their emerging-economy col-
leagues with a fait accompli.

This month’s G8 meeting was
expected to be the last of its
kind. But France, next in line
for the chairmanship, has
recently said it will keep the
group running in 2011.

Mr Harper has sought to play
down potential tensions
between the two groups by dis-
tinguishing between the G20’s
focus on economic issues and
the G8’s role in other areas such
as terrorism, piracy on the high

seas, climate change and
nuclear proliferation.
The G8 “remains a fairly

coherent group of countries
that, broadly speaking, share
value systems, share interests,
and where leaders are able to
have much more informal and
frank exchange on a range of
issues”, Mr Harper says.

His own pet issue in Ontario
will be a co-ordinated initiative
to improve the health of moth-

Canada

above the crisis

Economy

The country does
have its areas of
vulnerability, says
Bernard Simon

The host of the G8 and G20
summits may be forgiven a
smidgen of self-righteous-
ness during the leaders’
forthcoming meetings in
Ontario.

Canada’s economy and
banking system are in bet-
ter shape than most other
summit participants, and
Stephen Harper, the prime
minister, has made no
secret of his eagerness to
capitalise on that perform-
ance.

He told the Financial
Times this month: “Canada
was one of the few devel-
oped countries that did not
have a crisis in its financial
sector... We're very optimis-
tic and bullish about the
future of our own country.”

For once, Canada has
been able to plough a differ-
ent furrow from its south-
ern neighbour, even though
the US makes up three-
quarters of its foreign trade.
“The Niagara River was a
Berlin Wall as far as finan-
cial contagion was con-
cerned,” says John Kirton,
director of the G8 research
group at the University of
Toronto’s Munk Centre.

Canada sank into a brief
recession in 2008, but its
growth rate in the first

Paul Volcker:
Canada’s
good fortune
is ‘partly a
cultural
thing’

quarter of this year, at 6.1
per cent, was double that of
the US. House prices in
Toronto and Vancouver
have hit new records in
recent months. In another
break with the past, the job-
less rate north of the bor-
der, at 8.1 per cent, is well
below the US’s 9.7 per cent.

On fiscal policy, Mr
Harper’s minority Conserv-
ative government has a
more realistic chance than
the US of balancing its
books within the next few
years, even as it cuts per-
sonal and corporate taxes.

According to preliminary
finance department data,
Ottawa ran a record deficit
of C$47bn in the year to
March 31. The finance min-
ister Jim Flaherty projects
a similar shortfall this year.

But at 3.4 per cent of
gross domestic product,
Canada’s deficit is more
manageable than that of
many summit partners. The
debt-to-GDP, at 35 per cent,
is the lowest among leading
industrial economies.

Mr Harper has insisted
that a two-year stimulus
package of spending and
tax breaks will come to an
end as scheduled in March.
A big chunk of last year’s
deficit was also due to Can-
ada’s one-off contribution to
the bail-out of General
Motors and Chrysler.

On the banking front,
Ottawa has provided liquid-

ers in developing countries.
“The statistics remain quite
shocking in terms of death in
childbirth and death in the very
early years of infancy,” Mr
Harper says. “Many of the
things that can be done to pre-
vent that are actually well-
known and not expensive.”

His Conservative government
has earmarked C$1bn to set up a
fund for this, but it has stirred
up a hornet’s nest at home by
excluding abortion initiatives.

Regarding the G20, Mr Harper
has singled out three areas
where, in his words, “actions
have been and will remain
vital”: financial sector reform,
fiscal policy and global trade
strategies. In each, he has pre-
sented Canada as a model that
his guests would be wise to fol-
low. The relative health of Can-
ada’s banking sector has helped
Ottawa - supported by Japan,
Australia and Brazil - to deflect
a US and European proposal for
a global banking levy to finance
future bailouts.

Instead, the Canadians are
pushing for banks to protect
themselves by raising “embed-
ded contingent capital”, in other
words, debt securities that
would convert into common
shares if an ailing bank needed
to raise new equity. Critics have

questioned however, whether
investors would have an appe-
tite for such potentially risky
instruments.

Mr Harper is eager to shift
discussion on fiscal policy to a
co-ordinated “exit strategy”
from the massive stimulus
measures of the past two years.

“Obviously there’s a balanc-
ing act between tackling fiscal
challenges and at the same time
not doing it in a way that would
cause some short-term shocks to
the system,” he says.

International Monetary Fund
studies being circulated among
G20 members show that “if eve-
rybody does the optimal poli-
cies, even though they may feel
it will hurt them, everyone actu-
ally ends up better off... That’s
the kind of discussion we want
to have.”

On trade, Canada has urged
the G20 to scrap all “nuisance”
customs tariffs below 5 per cent.

Mr Harper has matched his
words with deeds. His govern-
ment announced in March that
it would unilaterally dismantle
within the next five years all
remaining tariffs on machinery
and equipment and on goods
imported for further manufac-
turing in Canada.

All but 381 of 1,541 industrial-
input items still subject to cus-

‘Balancing act’: Canadian prime minister Stephen Harper is hosting the two meetings

toms duties were eliminated
immediately. The measure is
expected to save Canadian
importers C$300m a year in cus-
toms duties.

The government is also pursu-

Charlie Bibby

ing an active bilateral trade lib- Free-trade deals have recently
eralisation strategy that been put in place with Colom-
includes talks on a comprehen- bia, Panama and Jordan.

sive free-trade deal with the EU Nevertheless, the G20 has so
and exploratory discussions on far shown little enthusiasm for
a pact with India. following the Canadians’ lead.

r1ses

ity support but no direct
capital infusions. All six of
Canada’s biggest banks
have maintained their divi-
dends. Two — Royal Bank of
Canada and Toronto-Domin-
ion — are among only half a
dozen banks worldwide that
still enjoy a Moody’s tri-
ple-A credit rating.

The banks owe their
strength mainly to their
vast and stable domestic
retail business, and their
limited exposure to the
toxic securities that landed
many US and European
counterparts in trouble.

Paul Volcker, former head
of the US Federal Reserve
and an adviser to President
Barack Obama, told the
Financial Times earlier this
year that Canada’s good for-
tune is “partly a cultural
thing - they are more con-
servative”.

That conservatism was in
evidence in the mid-1990s
when the Liberal govern-
ment of the time laid the
groundwork for today’s
manageable public finances
with spending cuts that

i

turned a worrying deficit
into 12 consecutive years of
surpluses.

Canada’s centralised and
co-ordinated system of bank
regulation has also played a
critical role, keeping insti-
tutions in line with strictly
enforced capital require-
ments, quality of capital
rules and leverage ratios.
The superintendent of
financial institutions main-
tains a close relationship
not only with bank officials
but also with their boards.

For all these safeguards
however, Canada is by no
means assured of a never-
ending upswing. As a big
producer of oil, natural gas,
forestry products and pot-
ash, among other resources,
it remains vulnerable to
volatile commodity mar-
kets. Its automotive indus- |
try, still the biggest manu- ||
facturing sector, is almost
totally reliant on US car
buyers.

The Canadian banks have
not always been as prudent
as they were during the last
boom. They have burnt
their fingers in the past
through heavy exposure to
such volatile sectors as
commercial real estate,
energy and emerging mar-
kets.

As far as public finances
go, the Toronto-based Insti-
tute for Competitiveness
and Prosperity noted in a
recent report on Canada’s
long-term prospects that
“huge federal and provin-
cial deficits will necessitate
fiscal belt-tightening”.

Mr Harper admonished |
his G20 colleagues a few
weeks ago that “we must
deliver firm, credible plans
that will put our countries |
on a path to fiscal sustaina-
bility. We can confront our
fiscal challenge with clear
and realistic plans for fiscal
consolidation, or we can
wait for markets to dictate
the terms for us.”

Yet Mr Harper’s own
minority government has
presided over a surge in
public spending since it
took office four years ago.
The prime minister has yet
to prove that he is willing
and able to practise what he
preaches on fiscal restraint.
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G20 Summit

Important staging post on road to Seoul

Regulation
Brooke Masters
says this meeting
will shape finance
for years to come

he G20 meeting in
Toronto is unlikely
to result in signifi-
cant breakthroughs
on the regulatory front, but
the behind-the-scenes con-
versation could be critical
to shaping global reforms
due to emerge this year.
Most regulatory and polit-
ical experts say decisions
about how to make the
financial system safer and
deal with cross-border
banks and other institu-
tions seen as “too big to
fail” will probably be taken
in November in Seoul.

“It will be a positioning
meeting rather than a
decision-making meeting,”
predicts John Liver, partner
at Ernst & Young. “Seoul is
the key date in terms of
finalising things.”

But the leaders will be
talking among themselves
in Toronto about the timing
and nature of these
reforms, and the consensus
— or lack of it — will help
shape finance and banking
for years to come.

Steve Culp, global manag-
ing director for risk man-
agement at Accenture, says:
“2010 will be critical, as it
will determine whether the
co-ordinated approach,
agreed during last year’s
G20 summits and related
global finance sessions,
solidifies the co-ordinated
direction - or fractures.”

Toward that end, the
leaders will also be taking

stock of how the partici-
pants have implemented
prior agreements.

Stephen Harper, prime
minister of Canada and
the host of the meeting,
told the Financial Times:
“We’re not looking for lead-
ers to come and make a
whole bunch of new com-
mitments. We're looking
primarily for account-
ability, that we act upon
the agreements already
reached.”

The G20 leaders are
unlikely to drill down too
deeply into issues such as
the quality of bank capital
and forcing banks to write
“living wills” that would
make it easier to break
them up in case of failure.

Technical committees are
working out these propos-
als, and politicians are
unlikely to tinker with
details at this stage.

Giles Williams of KMPG
explains: “The thing politi-
cians don’t want to play
around with are the pre-
ventative measures because
they are too technical.”

Several significant forces
in the G20 are also in the
midst of their own reforms.

The US is finishing up a
big financial reform bill.
The UK’s new coalition gov-
ernment has just outlined
its approach to financial
regulation. And the EU is
about to create several pan-
European bodies to oversee
systemic risk, banking, in-
surance and markets. That
uncertainty may also make
it hard for the group to
commit to specific reforms.

“Either nothing happens
or very little happens,” says
Tom O’Riordan, of the law
firm Paul Hastings.

Instead, the G20 leaders
will probably urge the Basel

s
‘More stable,
less leveraged
banks would . . .
improve the terms
on which banks
could raise funds’

Nout Wellink,
Chairman, Basel group

Committee on Banking
Supervision, a global body
of regulators and central
bankers, to press ahead
with proposals for tighten-
ing the definition of tier one
capital and liquid assets,
and reducing dependence
on short-term funding.

The committee is due to
meet again in July and
hopes to finalise its propos-
als in time for the G20 to
consider them in Seoul.

Hanging over the G20 dis-
cussion in Toronto will be
growing concerns that if
government spending cuts
and increased regulation hit
at the same time, the fragile
recovery could be derailed.

“If you are going to have
capital stringency on top of
government budget cuts,
you have the recipe for a
mini-crisis. It’s not some-
thing the market can bear,”
says Mr O’Riordan

The Institute of Interna-
tional Finance, a banking
group, unveiled a study this
month which calculates
that the Basel proposals
could cut economic growth
by 3 percentage points in
the US, eurozone and Japan
over the next five years.

But some regulators say
the impact will be much
less, perhaps 1 point. The
Basel committee expects to
issue its own impact state-
ment this year.

Nout Wellink, chairman
of the Basel group, says its
study will include not only
the costs of increased regu-
lation, but also the benefits
of a more stable banking
system.

“On the one hand, higher
capital requirements and
liquidity standards could
increase the cost of funding.
On the other hand, more
stable, less leveraged banks

would raise average ratings,
improve the terms on which
banks could raise funds,
and lower the required
return on equity,” he said
in a recent speech.

Some European leaders
are expected to press for the
rules to be watered down,
while the US and UK are
more likely to argue for
keeping the tough rules but
extending the transition
period to blunt the impact.

That debate remained
unresolved when the
finance ministers met this
month, but Ernst & Young’s
Mr Liver predicts the G20
leaders will try to be more
definitive, at least on the
timetable.

“They will come up with
some language that is more
explicit on the transition
period. There is going to be
a tone of impatience,” he
says.

Back to a future

that did not
work the first
time around

Policy co-ordination

The IMF may end up
with a near-impossible
task, says Alan Beattie

he search for true global

co-ordination in macro-

economic policy has been

going on for some time.
Indeed, it predates the global
financial crisis. From about the
middle of the first decade of the
21st century, there were attempts
to get the governments of the
world not just to keep growth
going, but to do so in a way that
did not store up problems

Now, with the same problems
re-emerging, a similar suggestion
has once again been wheeled out.
But with the diagnosis of the
problem by the key players still
differing sharply, and even this
week’s exchange rate move by
China not likely to make a big
difference in the short or medium
term, the most likely outcome
seems to be more of the same
stalemate.

During the past decade, the ris-
ing surpluses of emerging Asia in
general and China in particular
found their counterpart in a swell-
ing current account deficit in the
US - and one or two other con-
sumption-driven economies play-
ing a supporting role in boosting
domestic demand, notably the
UK.

This vendor finance arrange-
ment - China lending the US
money by buying Treasury bonds
that could then be used to pur-
chase Chinese exports — may have
created growth in the short term.
But there was widespread fear it
was a short-term equilibrium that
could collapse at any moment
with a slide in the dollar or US
asset prices, or a sudden retrench-
ment by US households.

Accordingly, the machinery of

global economic governance was
moved into place to have a go at
reducing the imbalances. The ref-
eree given the task of umpiring
this game of global co-ordination
was the International Monetary
Fund. It would be a considerable
exaggeration to say that these
efforts were a roaring success.

China and the US squared off
around a table, with the eurozone;
Saudi Arabia and Japan were
brought in to give the appearance
of multilateralism.

But what soon became clear
was that the problem with global
rebalancing was not a failure of
co-ordination - it was a simple
disagreement about the causes of
the imbalances in the first place.

The US pointed the finger at
China’s fixed exchange rate; Bei-
jing blamed low US savings.
Although China did start allowing
its currency to crawl higher
between 2005 and 2008, it did not
solve the bilateral surplus prob-
lem with the US and did not pro-
duce a grand rebalancing bargain.

Half a decade and a global
financial crisis later, and much
the same problem still persists.
While the global recession tempo-
rarily reduced the imbalances, as
US consumers finally did some
saving, the revival of demand has
seen them start to grow again.

With the Greek crisis also hit-
ting the eurozone and pushing the
euro lower, the world economy is
heading straight back to the situa-
tion it was in before: Germany,
Japan and China in massive sur-
plus and the US in deficit.

The latest iteration of the plan
to have the IMF save the world is
a growth monitoring exercise
started at the Pittsburgh G20
summit last September. Countries
were to come up with plans for
growth and submit them to the
fund, which would monitor them
for compatibility and feasibility.

This was in itself a somewhat
watered-down version of what the
US had tried to impress on coun-

Rebalancing act: China’s latest exchange rate move is unlikely

tries earlier in the year, setting
global targets for discretionary
fiscal stimulus as a share of GDP
— a plan rejected by European
governments, which pointed at
the automatic fiscal stabilisers of
their larger welfare states.
Initially, the fear was that the

The problem of
too many exporters
and not enough
consumers has
become more acute

individual plans would fail the
“adding-up constraint” — that is,
too many would be relying on
export growth and too few on
domestic demand, with the result

that there would be nowhere for
all the exports to go. In the event,
the IMF says, the plans submitted
do not suffer from this problem.

But given the events over the
past few months in Europe, the
problem of too many exporters
and not enough consumers has
become more acute.

China sprang something of a
surprise over the past week,
apparently allowing the renminbi
to resume its appreciation. But by
cautioning against anyone reck-
oning on a big rise in the cur-
rency, the People’s Bank of China
heavily played down expectations
that it would do much to rebal-
ance the global economy.

The Greek crisis has not just
pushed down the euro, thus
increasing the export orientation
of the eurozone recovery. It has
also caused some worried govern-

to make a big difference in the near term Bioomberg

ments to start fiscal consolidation
sooner rather than Ilater, con-
cerned that the bond markets will
punish them with wider yields if
they do not. Even the UK, where
there are no apparent signs of dis-
tress in the bond market, has
started planning big cuts now.

The net effect of all this fiscal
tightening, assuming it is also
reflected in the countries’ exter-
nal accounts, could be to return
the world economy precisely to
the situation it was in before — too
many countries saving too much
and trying to export, and too
much left to the US consumer.

If that does happen, one thing is
certain: the IMF will be called in
yet again for another improbable
attempt at getting the world’s
governments to achieve the coor-
dination they have thus far sig-
nally failed to do.

S Korea looks forward to its own party

importantly, it

says it

South Korea’s

security

last 60 years,” he said in a

on countries agreeing bilat-

deep experience lifting itself

Seoul

Lee Myung-bak is
staking his place at
the top table, writes
Christian Oliver

Even before North Korea
torpedoed a South Korean
warship in March, killing 46
sailors, there was a highly
emotional dimension to
Seoul’s agenda for its presi-
dency of the G20 leading
economies this year.

As the first non-G8 nation
to chair the G20 since it
gained global prominence,
Seoul is styling the Novem-
ber summit as a giant com-
ing-out party, where it can
show off how far it has
come since the 1950-1953
Korean War, when the
country was, in effect,
destroyed.

Sixty years on, South
Korea wants to cast itself as
a bridge between develop-
ing and developed nations,
plotting fresh ideas for
international development,
drawing on its own rise
from dire poverty. Most

knows how to engage both
the US, its main military
ally, and China, its main
trade partner, in the key
debates. In the policy
domain, it wants to steer
the creation of “financial
safety nets” that discourage
countries from amassing
reserves and causing global
imbalances.

If securing concrete
results on such issues were
not enough of a challenge
for the South Korean debu-
tantes, North Korea has
appeared as a cloud on the
horizon that could remind
the world that Seoul’s
future remains perilous.

Earlier this year, it had
seemed Lee Myung-bak, the
president, could try to engi-
neer a summit to Kkeep
North Korea sweet during
Seoul’s year in the sun.
November’s summit is still
distant, but South Korea
can only hope that
Pyongyang does not raise
tensions further and deter
world leaders from a sum-
mit in Seoul, a city that
could be obliterated in min-
utes by North Korean artil-
lery.

services say they are focus-
ing on trying to break spy
networks that could be used
to launch terrorist attacks
at the G20 meetings. Kim
Jong-il, North Korea’s dicta-
tor, has historically been
deeply resentful of his more
successful cousins hosting
big events such as the Olym-
pic Games in 1988 and the
football World Cup in 2002.

Faced with the resurgent
threat of Pyongyang, South
Korea’s G20 agenda is now
evolving into a broader pic-
ture of how Mr Lee wants
to present South Korea on
the global stage.

The G20 is Mr Lee’s way
of portraying Asia’s fourth-
biggest economy as the
nation that has got it right
and wants to be part of the
club.

North Korea, he argues, is
the outcast. “All nations
are working together for
the sake of co-prosperity
and peace in the global
community. The entire
world is changing. Changes
are taking place faster than
ever. But what is the situa-
tion in North Korea? Noth-
ing has changed over the

speech last month.

Although Mr Lee’s
speeches after the sinking
of the warship have been
measured, his rhetoric on
the G20 before that was
prone to hyperbole. He cast
South Korea as the “only
country to have trans-
formed itself from a passive
follower to an active agenda
setter”.

The most clearly defined

Lee Myung-
bak: ‘Nothing
has changed
in North
Korea in the
last 60 years’

part of this agenda involves
pressing the G20 to adopt a
worldwide programme of
currency swaps. Seoul,
itself a large reserve holder,
has deep experience of
using massive currency
swaps with the US, Japan
and China to soothe inves-
tors’ fears.

Shin Hyun-song, the pres-
ident’s adviser on interna-
tional economy, describes
such swaps as “prisoners to
circumstances” that depend

erally to the terms. South
Korea is trying to orches-
trate an international (and
permanently available)
framework for surmounting
liquidity shortages.

Mr Shin admits there are
challenges such as moral
hazard and determining
whether there is a role for
the International Monetary
Fund. Some countries also
suspect the US Federal
Reserve will seek to avoid
large commitments to such
a scheme.

Many international econo-
mists also doubt that the
accumulation of reserves is
really a sign of a lack of
safety nets, as Seoul argues.
Several analysts argue
reserves will only fall when
big reserve holders build up
larger domestic markets.

South Korea has built up
expectations that it will
bring fresh impetus to dis-
cussions on international
development, seeking to
address Africa in particular
— which South Korea’s G20
sherpa, Rhee Chang-yong
has described as “the great-
est global imbalance”.

South Korea certainly has

out of poverty. Average
annual incomes have
soared to about $20,000 from
less than $100 in the 1960s.

Still, South Korea insists
it will not be trying to
export its own growth
model, which was forged
principally through a mili-
tary dictatorship and used
high tariffs to protect infant
industries.

South Korea says it wants
to help create a model that
should shift the world away
from targeting final goals
such as clean water and
hospitals. It would instead
focus on the vital interme-
diaries that fuel growth
such as education and infra-
structure.

South Korea is keeping
its development agenda
under wraps until after the
Canadian summit. But Mr
Shin says Seoul will focus
on ideas of permanence,
showing that development
is different from aid and
requires long-term commit-
ments.

“The message is that we
are here for good and
putting down roots,” he
says.

An 1dea that
was hot, but

NOW 1S

Bank levy
Chris Giles
explains why
there may be
little progress

There was a moment in the
spring when the idea of a
uniform global levy on
banks was fashionable.

The US launched a Finan-
cial Crisis Responsibility
Fee to ensure US taxpayers
were repaid for bailing out
the banks.

The UK and France
imposed taxes on bonuses.
Germany called for a finan-
cial transactions tax.

And the International
Monetary Fund gave the
idea of a wuniform global
banking levy its blessing.
Expectations that a levy
would be agreed at the G20
by the end of the year were
high.

But at the Group of 20
meeting of finance minis-
ters and central bank gover-
nors in Busan, South Korea,
this month, the chances of
agreement on a global
banking levy faded away in
a marathon negotiating ses-
sion that lasted until 5am.

The opposition, led by
Canada but supported by
Australia, Japan, China and
other emerging economies
in the G20, ensured that
there will be no deal in
Toronto, nor at the Seoul

summit in November.
Jim Flaherty, Canada’s
finance  minister, told

reporters: “The debate on ...
bank levies has been a dis-
traction from the core
issues and it has been
apparent again from our
meetings that most of the
G20 members do not sup-
port the concept of a uni-
versal levy.”

As far as Dominique
Strauss-Kahn, managing
director of the International
Monetary Fund, was con-
cerned, the idea of a uni-
form global tax had always
been “controversial” and
the Busan meeting merely
showed it had never been a
realistic G20 objective.

The communiqué at-
tempted to disguise the rift
that had occurred and the
end of the road for a uni-
form global banking levy.

It stated that there was “a
range of policy approaches”
that countries would adopt
to protect taxpayers, but
added that this range would
be determined “taking into
account individual coun-
tries’ circumstances and
options”.

Officials made it clear
that the language implied
countries had leeway to do
what they liked.

The G20 did nevertheless
agree that where taxpayers
have had to support banks,
the principle should be that
the financial sector should
pay that money back.

The finance ministers’
communiqué stated: “The
financial sector should
make a fair and substantial
contribution towards pay-
ing for any burdens associ-
ated with government inter-
ventions, where they occur,
to repair the banking sys-
tem or fund resolution.”

It is not only the dissent-
ing countries such as Can-
ada that are pleased at the
death of the uniform bank-

not

ing levy idea: many regula-
tors saw it as an unwel-
come distraction from the
serious business of Basel
reforms to bank capital,
liquidity and leverage.

Nout Wellink, chairman
of the Basel committee on
banking supervision told
the FT in May that a levy
“might be a hindrance” to
regulatory efforts to make
the system safer.

“We should first finalise
the Basel package and then
see whether it’s still useful
to have an additional levy
or tax, or whatever you
want to call it,” he said.

But such is the political
need in many countries to
have a punitive tax on
banks that the US, UK, Ger-
many and much of the
European Union still want
individual banking levies.

Mr Strauss-Kahn wel-
comed this at the G20 meet-
ing in Busan. “The problem
is not uniformity but it is
consistency. You may have
different things in different
parts of the world,” he said.

Without naming Canada,
he said countries that did
not want to impose a tax on
banks because they had not
suffered a banking crisis
were being too “optimistic”,
as the probability was that
they would suffer a crisis
one day.

The result of the wran-
gling is that countries are

‘The debate

on bank levies
has been a
distraction from
the core issues’

still going ahead with their
plans but few expect any
banking levy to be large or
to raise a significant sum.

The G20 is set to agree a
series of principles so that
countries imposing banking
levies find they are compat-
ible with one another and
that problems such as the
same activity being taxed in
two or more jurisdictions
are avoided.

But even in the EU,
where the principle of a
banking levy is agreed, its
implementation in practice
is hampered by differences
of opinion on the purpose of
such a levy.

Michel Barnier, EU inter-
nal market commissioner,
says he is not abandoning
the idea of using money
raised by a levy on the
banking industry to estab-
lish an EU-wide network of
domestic funds that could
be used to resolve financial
problems at individual
banks in the future.

“We will persist in this
matter,” says Mr Barnier.

But Britain, among oth-
ers, worries that creating
an explicit link between
a levy and a fund to bail
out banks would create
the impression that banks
had paid for their explicit
state support and would
take greater risks as a
result.

But given the opposition
of Canada, the Toronto
summit is highly unlikely
even to make progress on
resolving the remaining dif-
ficulties of introducing vol-
untary banking levies
where countries agree on
their merits.
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Pantomime villain fails to materialise

Protectionism

Alan Beattie on
why a trade slide
did not prompt an
outbreak of tariffs

If comparisons between the
state of the world economy
and the Great Depression
are a useful indicator of
how the recovery is pro-
gressing, ministers and cen-
tral bankers from the
world’s leading economies
should be feeling a lot bet-
ter than a year ago.

The analogies between
the (still substantial) unem-
ployment lines of today and
the mass joblessness of the
1930s have become merci-
fully less frequent.

And one area in which
the drawing of parallels has
dropped away almost com-
pletely is that of protection-
ism. In the months after the
collapse of Lehman Broth-
ers in the autumn of 2008, a
precipitous collapse in the
volume of world trade had

history books, noting that
the drop-off in commerce
was, if anything, faster than
during the 1930s.

With protectionist rheto-
ric becoming increasingly
prevalent, there was real
concern that the world
could soon see a return to
the out-and-out protection-
ism of the Great Depres-
sion. In particular, worry-
warts Kkept repeating to
each other, we could be on
the brink of repeating the
infamous Smoot-Hawley
tariff act of 1930. This raised
trade barriers in the US and
set off a flurry of tit-for-tat
retaliation around the
world.

Just as the protectionism
of the 1930s undid much of
the liberalisation of trade
during the “Golden Age” of
globalisation from 1880 to
1914, the fear went, so the
protectionism of the new
Great Recession might
reverse the rapid integra-
tion of markets in goods,
services and capital since
the end of the Cold War.

But despite — or perhaps
because of — all the eyes

pantomime villain of protec-
tionism signally failed to
appear. Monitoring projects
were set up by the World
Bank, the World Trade
Organisation and other bod-
ies. But they recorded only
modest increases in the use
of traditional forms of trade
barriers — import tariffs and
emergency so-called “anti-

dumping” measures and
“countervailing duties”
used against imports
deemed to be unfairly

priced or subsidised by the
exporting country’s govern-
ment.

A study by the World
Trade Organisation and
other official agencies com-
missioned by the G20 and
published earlier this year
was sanguine, saying that
at most 0.4 per cent of
world trade had been
affected by import barriers
imposed during the previ-
ous six months.

“The trade and invest-
ment policy response to the
global recession has so far
been relatively muted,” the
study said. “Most G20 mem-
bers continue to manage

process of keeping domestic
protectionist pressures
under control, despite a dif-
ficult environment for some
of them where employment
levels and new job opportu-
nities are shrinking.”

Meanwhile, trade itself
rapidly recovered, and on
current trends is likely to
be back to pre-crisis levels
by the end of next year.

Some have argued
that the trade
barriers being used
today are more
subtle and insidious

Whether the lost years of
growth will ever be made
up is another matter, but
policymakers in the dark
days of late 2008 would
have been mightily relieved
if they had known today’s
outcome in advance.

But some have argued
that the forms of protection-
ism being used today are
far more subtle and insidi-

by traditional measures of
trade barriers.

Simon Evenett, a profes-
sor at St Gallen University
in Switzerland, runs a mon-
itoring service called Global
Trade Alert and differs
sharply from the assess-
ments of the WTO and oth-
ers. “No doubt to the
embarrassment of those
who systematically talked
down the incidence of pro-
tectionism during 2009, the
evidence continues to
mount as to the extent to
which governments dis-
criminated against foreign
commercial interests,” Prof
Evenett says.

His database records less
obvious forms of govern-
ment intervention that may
restrain trade even if the
intent is not absolutely
clear. These include: bail-
outs for car industries
around the world, which
are generally skewed
towards domestic compa-
nies; increased difficulty for
companies in obtaining
licences to export to, or pro-
duce in, a foreign country;
and government procure-

ingly favour home compa-
nies over foreign rivals.

By this measure, Prof
Evenett says, protectionism
has been high and rising.
His most recent report is
published this week, but
the previous one found that
“since the first G20 crisis-re-
lated summit in November
2008, the governments of
the world have together
implemented 496 beggar-
thy-neighbour policy meas-
ures; that is, more than one
for every working day.”
Only 99 of these measures
were the traditional restric-
tions such as anti-dumping
and countervailing duties.

The problem with judging
the true extent of protec-
tionism is that these meas-
ures, though they have the
potential to restrict flows of
trade, appear not to have
done so very much.

Unless growth in actual
measured trade and serv-
ices slows or goes into
reverse, it is unlikely that
the world’s policymakers
will agree with Prof Evenett
that the global economy is
suffering from an epidemic
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successfully the political

ous, and are not captured

ment rules that
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of protectionism.

Labouring
to make
progress on
job creation

US employment

James Politi on fears
that companies remain
wary of hiring new
workers in big numbers

conomists shuddered

early this month when

the US labour department

reported that private US
employers created only 41,000 new
jobs in May.

The figure was a big disappoint-
ment compared with expectations
of private sector payroll gains
closer to 200,000, marking a much
slower pace of job creation by US
businesses compared with March
and April.

It damaged hopes that the US
recovery could gather momentum
even in the face of the market
turmoil caused by the European
sovereign debt crisis, and vali-
dated the belief that the labour
market will be one of the weakest
spots for the US economy for
months to come.

“Getting back to full employ-
ment is going to be slow, it’s
going to be a slog, it’s going to be
long and gradual,” says Neil
Dutta, an economist at Bank of
America Merrill Lynch in New
York.

During the recession, US
employers slashed more than 8m
jobs, reacting aggressively to fall-
ing demand for their goods and
services. The pace of job cuts hit a
peak at the beginning of 2009,
moderating over the course of the
year until companies started hir-
ing again at the beginning of this
year.

Economists including Mr Dutta
caution against drawing conclu-
sions from one month’s dip in the
data, and note that there were
some positive aspects of the latest

jobs report, including an increase
in hours worked and hourly earn-
ings.

But the figures did reignite
fears that companies remain wary
of hiring new workers in a big
way, despite the fact that the US
economy grew at an annualised
rate of 3 per cent in the first quar-
ter.

“The economy has been in a
state of recovery for the last cou-
ple of quarters, and I think still is,
and within that the biggest risk
from my perspective here in the
US is job creation,” said Dick Par-
sons, the chairman of Citigroup
and former chief executive of
Time Warner, at a Bloomberg con-
ference in Washington on June 15.
“We just gotta create jobs.”

The unemployment rate -
which is calculated by the govern-
ment using a different survey
than the payrolls data - is 9.7 per
cent, an exceptionally high figure
for the US economy and only
slightly below this recession’s
peak above 10 per cent.

At the Federal Reserve, expecta-
tions are that high unemployment
will not go away any time soon,
with US central bank officials
forecasting that it will dip only to
9.3 per cent by the end of the

year.
Indeed, while Ben Bernanke,
Fed chairman, this month

acknowledged what he described
as “some modest improvement in
employment, hours of work, and
labour income”, he also added:
“In all likelihood, however, a sig-
nificant amount of time will be
required to restore the nearly
8.5m jobs that were lost over 2008
and 2009.”

The lacklustre unemployment
picture has also become a big
problem for the Obama adminis-
tration and its economic team, led
by Tim Geithner, treasury secre-
tary, Lawrence Summers, head of
the National Economic Council,

Hard work: job hunting is a long process for many, after US companies cut over 8m jobs

and Christina Romer, chair of the
White House Council of Economic
Advisers.

At the beginning of this year,
President Barack Obama prom-
ised to make job creation his top
domestic priority in 2010 ahead of
midterm congressional elections
scheduled for November. But
since that pledge during the

‘Getting back to full
employment is going to
be slow, it's going to be
a slog, it's going to

be long and gradual’

“state of the union” address, Mr
Obama has been focused on a
myriad of other issues, including
the passage of healthcare and
financial reform, and more
recently, the oil spill in the Gulf
of Mexico.

In addition, the administration’s
options on promoting job creation
seem limited at this point, as US

3

lawmakers, including members of
the Democratic majority, are
growing increasingly concerned
about the soaring budget deficit
and wary of any additional spend-
ing on top of the $862bn stimulus
that was passed last year and
whose effect will begin to fade
later this year.

So far, the administration has
been successful only at enacting a
modest $13bn measure that would
give a tax credit to companies
that hire unemployed workers. A
much larger, near-$200bn package
of measures to boost employment
was scaled back by nearly $80bn
before it passed the House
recently amid deficit worries, and
its fate in the Senate remained
unclear in mid-June.

Mr Obama has also made
repeated appeals for Congress to
pass a $30bn plan to aid lending
to small businesses, which
account for a large chunk of job
creation in the US and have
lagged behind large companies in
hiring new workers, partly
because of lack of access to credit.

“Government can’t create pri-

Ronda Churchill/Bloomberg

vate-sector jobs,” Mr Obama said
on June 11. “But it can create
the conditions for small business
like these to grow and hire more
people.”
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Bonds

arc

both shaken

and stirred

Government bonds

Volatility and high
yields stalk once

staid markets, says
David Oakley

The government bond mar-
kets of the developed world
have changed forever — or
at least for another genera-
tion.

These once staid and pre-
dictable markets are now
some of the most volatile in
the world, as debt levels
have piled up and their
economies have registered
metrics that make them
look more like their weak-
est emerging neighbours.

Before the financial crisis
erupted in the summer of
2007, Greek 10-year bond
yields traded close to those
of Germany, Europe’s big-
gest and strongest economy
that is used as a benchmark
for prices.

Today, Greek vyields -
which have an inverse rela-
tionship with prices - trade
more than 5 percentage
points above those of Ger-
many. Last October, that
difference was just over 1
percentage point. In July,
2007 it was under a quarter
of a point.

In the case of Greece,
investors simply refused to
buy the country’s debt,
regardless of the extra pre-
miums, as two-year yields
rose above 20 per cent.

Portugal, Spain and Ire-
land, considered the weak-
est economies in the euro-
zone after Greece, are all
having to pay investors
much bigger yield premi-
ums to coax them to buy.

Even the yields of France,
the eurozone’s second big-
gest economy, are trading
at about half a percentage
point higher than Germany.
Three years ago, there was
barely a basis point separat-
ing them.

Even Germany, however,
could see its markets come
under pressure because of
the depth of the debt crisis,
not just in Europe but in
other developed world mar-
kets such as the US and
Japan.

So will the government
bond markets ever be bor-
ing and predictable again?

The consensus answer is
no, or not for a long time,
as it will take years for the
world’s developed markets
to bring down debt levels
and budget deficits that are
likely to act as a curb on
growth and reduce living
standards.

Phillip Apel, head of
interest-rate strategy at
Henderson, says: “The

world has changed in the
developed bond markets,
particularly in the euro-
zone.

“We are not going to go
back to the days when Ger-
man bond markets and
those of the peripheral
eurozone economies traded
at similar levels for a long
time. It may take years of
fiscal pain and possibly
more integration in the
eurozone.”

Graeme Caughey, head of
government bonds at Scot-
tish Widows Investment
Partnership, agrees: “We
are not going to see a
return to the days when all
eurozone debt was consid-
ered virtually risk-free.

“We will only see yields
converge with more fiscal

Ten-year government bonds

Yield (%)
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union, which seems likely
as Europe is determined not
to see the break-up of the
euro.”

A big step change for the
eurozone bond markets is
their reliance on the sup-
port of the €750bn interna-
tional rescue package,
which was announced in
May and acts as a backstop
for those countries that can-
not raise money in the pri-
vate debt markets.

The creation as part of
the international support
package of the European
Financial Stability Facility
(EFSF), which has €440bn
at its disposal to help out
eurozone members strug-
gling to issue debt, is the
key component of this pack-
age and vital for the stabil-
ity of the markets.

The European Central
Bank’s buying of eurozone
government bonds is also
necessary to prevent the

weakest markets from
imploding.
For many, the EFSF

could be a trigger for more
fiscal union, as the chances
of Portugal or Spain having
to use the fund are consid-
ered high.

Certainly, these countries
have had to pay higher and
higher vyields to attract
investors. At some stage,
these yields will be so high
that the sensible course will
be to use the EFSF -
expected to charge about 5
per cent for loans - even if
the political stigma makes
it a last resort.

If this happens, the EFSF,
which will issue bonds
guaranteed by all eurozone
members excluding Greece,
could be a precursor to a
common European bond
that would also be a step
towards fiscal union.

Mark Austen, managing
director of the Association
for Financial Markets in
Europe, says: “Out of the
ashes, the EFSF could lead
to a stronger euro and more
stability in the eurozone.”

However, for the time
being, the economies will
have to go through the pain
of fiscal retrenchment.

And this does not just
apply in continental
Europe. The US and UK,
which have been out of the
spotlight, have budget defi-
cits and debt levels that are
worse than the aggregate of
the eurozone.

Jamie Stuttard, head of
European and UK fixed
income at Schroders,
says: “It may take years
before we see the European
peripheral markets stabi-
lise.

“Until the problem of
Greece is resolved - and
still the threat of the coun-
try defaulting hangs over
the markets — then we are
likely to be stuck with more
volatile markets.”

A big, unwieldy and diverse body moves upstage

The new era

Alan Beattie looks
at the effectiveness
of the G20

It was in the leaders’ state-
ment after the Pittsburgh
summit in September 2009
that the solemn pronounce-
ment came. The old era
would receive a ceremonial
cremation and a new,
stronger one would arise
out of its ashes.

“We designated the G20
to be the premier forum for
our international economic
co-operation,” it said. “After
this crisis, critical players
need to be at the table and
fully vested in our institu-
tions to allow us to co-oper-
ate to lay the foundation for

strong, sustainable and bal-
anced growth.”

In truth, the critical shift
was made almost a year
earlier at the Washington
summit in 2008. The admin-
istration of President
George W Bush had been
casting around for a credi-
ble grouping to convene in
support of the world econ-
omy. It lit upon the extant
but under-used G20. The
grouping had in fact been
created after the Asian
financial crisis in 1997-98,
but had largely languished
since, its meetings attended
by ministers and officials of
decreasing seniority as time
went on.

But while the G20 is
undoubtedly more repre-
sentative of the world econ-
omy than its main predeces-
sor, the Group of Eight
(G8), it has many of the

same problems in motivat-
ing its members actually to
do anything.

The G20’s first problem is
that the G8, rather than
being given a decent
funeral with its corpse
floated off to sea in a burn-
ing ship, is in fact alive, if
not well, and fighting for
influence.

Canada, the host of this
month’s G20 meeting, is
particularly keen on Kkeep-
ing the G8 alive, as its influ-
ence in the larger grouping
is considerably diluted.

France, which will chair
the G8 and the G20 next
year, has made noises about
the obsolescence of the
former, but has also sug-
gested it could itself be
enlarged into a G13 or Gl4
by the addition of selected
emerging market countries.

Consequently, rather

than neatly arranging the
furniture of global govern-
ance, the advent of the G20
has merely created a bigger
jumble of groupings than
before.

The second problem is
that, with a grouping so big
and diverse, agreeing a
common programme is
close to impossible.

The proposals on banking
regulation and the bank
levy, for example, in reality
are only strongly relevant
for those G20 members with
advanced financial centres.

That includes most G8
countries but hardly any of
the non-G8 members of the
G20, and a couple of econo-
mies such as Singapore that
are, unhelpfully, members
of neither grouping.

And perhaps the biggest
problem is one that also
bedevilled the G8. For such

a grouping to be anything
more than just a talking
shop, it needs to make a
material difference to the
political debate in its mem-
ber countries. To do this it
has either to show that it

There is precious
little evidence that
the G20 has made
any member do
anything it did not
initially want to

can co-ordinate govern-
ments into a mutually
desired outcome, or that it
can compel them to under-
take unpalatable but neces-
sary policies by providing
an external constraint.

It is much easier, for
example, for a crisis-
wracked government to
blame public spending cuts
on the International Mone-
tary Fund than to say that
the cuts are all its own idea.

But so far, sceptics say,
there is precious little evi-
dence the G20 has made
any member do anything it
did not initially want to.

True, China’s decision
this month to allow the ren-
minbi to resume appreciat-
ing did appear designed to
deflect criticism at this
weekend’s G20 gathering,
but that appeared more to
do with timing than sub-
stance.

The pledge to eschew pro-
tectionist trade actions that
it took at the Washington
summit in 2008 was broken
within days. And while all
members undertook to keep

government spending going
in order to boost global
demand, no new big discre-
tionary spending  pro-
grammes were announced
after the summit that had
not already been prefigured.

Unlike, say, the World
Trade Organisation, the G20
has no permanent secretar-
iat, no treaty and no means
of enforcing its decisions.

Indeed, in this respect it
may not differ very much
from the G8, which had a
habit of making grandilo-
quent commitments and
not following up. One of the
most high-profile G8 meet-
ings of all, the gathering at
Gleneagles, Scotland, in
2005, announced a set of
ambitious promises on
development aid that began
to be broken almost as soon
as they were made.

In reality, the G8 (and its

smaller sibling the G7, a
primarily economic and
financial grouping that
excludes Russia) has acted
mainly as a kind of steering
group for those institutions
such as the IMF whose own
governance structures are
large and unwieldy.

For the moment, it seems
likely that the G20 will be
restricted to playing that
kind of guidance role rather
than evolving into a fully
formed international insti-
tution.

There is inevitably a
trade-off with international
organisations between
speed and legitimacy.

The G20 has certainly
acquired a lot more of the
latter than did the G8, but
whether it can translate
that into action is a ques-
tion that it still has to
answer.
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G20 Summit

Sarkozy to

press

for

common
framework

France
Ben Hall finds

little chance of
a breakthrough

resident Nicolas
Sarkozy of France
will push for a more
ambitious agenda of
financial regulation at the
G20 in Toronto. With Chan-
cellor Angela Merkel of Ger-
many, he will promote
plans for taxes on financial
transactions and banks.

“Germany and France
want to make things move
rapidly at Toronto,” Mr
Sarkozy said at a meeting
with Mr Merkel in Berlin
this month, as the two lead-
ers sought to unite on
financial regulation after
months of tension over the
eurozone debt crisis.

The French president
wants the G20 to agree a
common framework to
deter excessive risk-taking
by banks through a system
of levies, for which there is
broad consensus inside the
European Union.

However, the chances of a
French-led breakthrough on
these two objectives are
slim, with Canada and
Japan firmly set against an
internationally co-ordinated
bank levy and the US scep-
tical of a transaction tax.

Mr Sarkozy attributes
high importance to the
G20, seeing it as the best
instrument for taking his
campaign to “moralise

capitalism” to an inter-
national level.

The French president
pushed hard for an ambi-
tious agenda of financial
regulation at the meetings
in London and Pittsburgh
last year and intends to do
the same in Toronto.

As well as transaction
taxes and bank levies, Mr
Sarkozy is likely to step up
pressure for rapid regula-
tion of derivatives markets
and the adoption by all G20
members of new capital
requirements for banks as
agreed by the Basel com-
mittee of regulators.

The French government
believes progress on these
issues, and others, such as
convergence of accounting
standards, has been disap-
pointing.

“It is too early to call the
G20 financial regulatory
agenda a failure,” notes
Nicolas Véron, an analyst
at Bruegel, a Brussels-based
think-tank. “But there is an
inescapable sense that the
vision of global financial
harmonisation, while cer-
tainly appealing, is incom-
patible with realities. Regu-
lation is politics, and all
politics is local.”

Mr Sarkozy has no inten-
tion of abandoning his glo-
bal regulation drive, not
least because, in November,
France takes over the year-
long rotating presidency of
the G20, giving him a plat-
form to re-energise a group-
ing he thinks has begun to
flag.

“The president thinks the
G20 must remain a decision-

In step: Nicholas Sarkozy and Angela Merkel are united on regulation

making forum and a motor
for the process of financial
market regulation,” says an
Elysée palace official.

After an overhaul of the
pension system this year,
Mr Sarkozy intends to wind
down his domestic reform
and focus on the interna-
tional stage as a way of
rebuilding popular support

‘The vision of
global financial
harmonisation
Is incompatible
with realities’

ahead of the 2012 presiden-
tial election.

France’s G20 presidency
is a vitally important plat-
form, not least because an
active role in taming inter-
national financial capital-
ism would help to blunt
the appeal of Dominique
Strauss-Kahn, managing
director of the International
Monetary Fund, who is
mulling a return to French

politics to run for the presi-
dency.

Mr Sarkozy has already
set his sights high by say-
ing France will seek to
reshape the international
monetary system.

France has consistently
called for action on curren-
cies before international
meetings. Usually its calls
have fallen on deaf ears.
Sometimes it has even
failed to raise the issue at
the meetings in question.

This time, French officials
say, will be different. How-
ever, they admit the con-
crete proposals they are
working on may not live up
to the president’s rhetoric.

“I would see it rather as a
series of smaller steps than
a complete overhaul of the
monetary system,” says an
official.

French officials are work-
ing on ideas for hedging
and insurance instruments
to give emerging economies
protection against sudden
changes in capital flows
without having to accumu-
late large capital reserves.

They acknowledge, how-

Photoshot

ever, that such instruments
could help sizeable emerg-
ing economies such as Mex-
ico and Indonesia, but
would not be applicable to
China.

The French government
is also examining ways of
expanding the use of Spe-
cial Drawing Rights, a vir-
tual international reserve
currency created by the
IMF whose value is based
on a basket of currencies.

One proposal would be to
get international develop-
ment banks to issue debt in
SDRs. Expanding the use of
SDRs could ease some pres-
sure on the US dollar and
euro as reserve currencies.

However, the euro’s slide
against the dollar in recent
months may have made the
issue of reform of the mone-
tary system less of a press-
ing priority for Mr Sarkozy.

As for the idea of scrap-
ping the G8 grouping or
merging it with the G20, the
idea has made little head-
way, at least in Paris.

“After all, we hold the
presidency of the G8 next
year too,” says an official.

The UK \What contribution will David Cameron make?

Gordon Brown loved the G20. The group of
industrialised nations embodies the former
British prime minister’s vision of global
economic governance, a subject that
fascinated him even before the financial
crisis. He regards the London G20 summit
in April 2009 as the highlight of his three-
year premiership, a turning point in the
global recession.

With only a week before the general
election, the FT interviewed him at his
Manchester hotel: Mr Brown talked eagerly
about global reforms, bank capital ratios
and the Toronto G20 summit, even though
the polls told him he would not be
attending. His aides dearly wished he would
focus on issues closer to home.

On May 6, the opinion polls were borne
out and Mr Brown was ousted by David
Cameron, the 43-year-old Conservative
party leader. Still relatively unknown outside
Britain, what contribution will he make to
his first G20 summit?

Mr Cameron is a British politician of his
time. Like George Osborne, the UK finance
minister, and the four leading candidates to
succeed Mr Brown as leader of the Labour
party, he is a career politician who worked
his way up through his party from
researcher to ministerial adviser.

During that apprenticeship, Mr Cameron
worked at the Treasury during the early
1990s and witnessed the humiliating
ejection of sterling from the European
exchange rate mechanism; the prime
minister remains sceptical about the EU and
opposed to British membership of the euro.

Although not a policy wonk on the level
of Mr Brown, the British leader is not an
economic slouch. He likes to point out that
he gave an interview to the FT focusing on
bank capital levels months before Northern
Rock presaged the near-collapse of a large
part of the British banking sector.

While G20 veterans may miss some of Mr
Brown's acumen, they may find the new
British prime minister to be a more
congenial member of the club. Mr Cameron
is generally optimistic, open and upbeat -
a mood which prevails in his team, at
least in this honeymoon period.

His ability to work as part of a
team has been proven — so far — by
the fact that he stitched together a
coalition government with the
Liberal Democrats from scratch
after little more than a week of
post-election negotiations, and
formed a close working relationship
with Nick Clegg, the Lib Dem leader
and deputy prime minister.

Mr Cameron is at the early
stage of forming
international
relationships,
and has yet to
form a
particularly
warm
bond
with

ONTARIO’S COMMITMENT TO

CLEAN ENERGY

US President Barack Obama. The prime
minister has vowed to avoid any “slavish”
relationship between Britain and the US,
and American attacks on “British
Petroleum” over the Gulf oil spill have
strained relations.

He has also had to overcome a
considerable degree of suspicion from fellow
European leaders, who feared his election
would mark a return of confrontation
between London and the rest of the EU.

He made a point of visiting Paris and
Berlin early in his premiership to assure
Nicolas Sarkozy and Angela Merkel that he
wanted a constructive partnership. As with
Mr Brown, this three-way relationship is at
the heart of Britain's European engagement.

Agreement between London, Paris and
Berlin has been essential in forming a joint
EU negotiating position, whether in the
Copenhagen climate change meeting or in
framing global financial regulations at the
G20.

Here, Mr Cameron fits neatly into an
emerging European view that deficit
reduction is the top priority. Unlike Mr
Brown, he does not think the UK can afford
to wait until strong growth is restored
before acting — a view which could put him
at odds with President Obama in Toronto.

In spite of coming from the self-styled
“party of business”, Mr Cameron is also an
advocate of a global bank levy — Britain will
press ahead regardless of any G20 deal —
and he will also press the case for the
dismantling of big banks, splitting off
investment arms from retail banks.

He said on his visit to Paris last month
he agreed with President Obama that “retail
banks should not be involved in the most
risky activities — the so-called ‘casino’
banking activities”.

With both the bank levy and the proposed
dismemberment of the banks, Mr Cameron
would rather be part of an international
consensus. However, he has signalled his
willingness to stand up to the City of
London if necessary, and his desire to

“rebalance” the British economy in
favour of other service sectors
and manufacturing.

Some have suggested that

Mr Brown might return one

day to the G20 fray, possibly

as head of the International

Monetary Fund. But Mr

Cameron may not be so keen,
given that he blames Mr Brown
J for “making a mess” of the

British economy.
As one senior aide put it with a
smile: “Wouldn't we have
to nominate him?”

George
Parker

David Cameron:

generally
optimistic, open
and upbeat
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