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Executive Summary

Financial stability is a means to an end. The financial system is one of the key 
elements that ensure the smooth functioning of the real economy and contribute to 
macroeconomic stability, which in many ways can be considered as a global public 
good. With globalization, and the exponential increase of cross border transactions 
it became clear that macroeconomic stability cannot be ensured by individual 
governments, but needs to be the responsibility of the international community.
Global governance of the financial sector today is organized around a number of 
institutions with overlapping when not conflicting goals, that often are 
uncoordinated among them and with national authorities, and above all that lack 
legitimacy and hence credibility. Central banks have for the past quarter of century
successfully targeted inflation; this proved neither a sufficient nor a necessary 
condition for macroeconomic stability, as the current turmoil shows. A global 
institution in charge of monitoring and coordinating national regulatory activities, 
while directly designing and implementing regulation in cross border flows is 
needed today. A reformed IMF, whose governance should reflect today’s world, 
seems the appropriate institution for such a role, and would have both the expertise 
and the credibility to act as an effective regulator of world’s finance.
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One of the main tasks of governments is to ensure macroeconomic stability, 
which in many ways can be considered as a global public good.

The financial architecture, by which broadly speaking we mean the set of 
rules and institutions that govern credit and financial markets, is a crucial 
element in ensuring the global public good “macroeconomic stability”.  The 
financial sector enhances the real economy performance by mobilizing 
savings and by allocating capital to investors. It further allows risk 
management by transferring it to the actors more able to bear it.

A properly functioning financial sector is thus crucial for guaranteeing a 
smooth functioning of the real economy through investment and innovation, 
and hence for contributing to global macroeconomic stability.

With globalization, and the exponential increase of cross border transactions 
it became more and more clear that the global public good “macroeconomic 
stability” cannot be provided by individual governments, but needs to be the 
responsibility of the international community. The recent dramatic events 
gave further proof of the need for globally coordinated responses, both to 
contrast the current crisis and to minimize the probability and extent of a 
new one. In fact, financial markets failed on all accounts: They encouraged 
unsustainable spending patterns in some countries (notably the US), thus 
reducing savings and liquidity; they misallocated capital to uses that were 
often too risky and unproductive. And finally, they were not able to manage 
risk, dumping it on the shoulders of uninformed and unprotected households 
worldwide. In particular, the parcelling out of risk, that was supposed to 
protect savers, turned out to be ineffective, because of the high degree of 
risk correlation.

Principles of a sound regulation

Among the principles around which a new regulatory framework should be 
built are the following:

1) Improved transparency and disclosure, that would be reached for 
example by greater reliance on standardized rather than tailor made 
products. In addition to reducing the informational burden for investors, this 
would also enhance efficiency, as in fact the differentiation of financial 
products reduces competition. But it has to be emphasized that the lack of
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transparency is itself the consequence of the malfunctioning of markets and 
if we don’t remedy to the latter, the enforcement of transparency would be 
just a veil.
2) Careful consideration of incentives. In general, this means that the 
abnormal gap between rewards and performance that financial markets have 
allowed should be filled. Rewards for managers and middlemen should not 
be allowed to rely on short term performance and volumes traded alone. 
Thus, for example, stock options and bonuses should be linked to the 
performance over the medium run, and should be symmetric: bonuses for 
good results should be mirrored by penalties for disappointing performance. 
Furthermore, no financial institution should be allowed to get rid of the 
financial products it creates. In other words, the incentive for financial 
institutions to monitor the quality of their loans should be reinstated. Last, 
but not least, the whole sector of rating agencies should be reorganized to 
avoid conflicts of interest and bad monitoring.
3) Reduction of risky practices and non competitive behaviour.  In 
particular exploitive practices of the banking sector (excessive variability of 
monthly payments, excessive effective interest rates, etc.) should be 
prevented.
4) Comprehensiveness, to avoid funds to flow through the least 
regulated part of the financial system. Some institution that oversees to the 
global functioning of the system, and closes loopholes would be crucial to 
avoid unfair competition and contradictions in the regulatory system

The failure of the current system

There are a number of reasons why the current state of affairs in what 
concerns financial regulation is not satisfying.

a) The first is that it exists a whole set of institutions that are at various 
titles concerned with  the functioning of financial markets at the global 
level, like  the IMF, the Bank for International Settlements, the Financial 
Stability Forum, the Economic and Social Council (ECOSOC) within 
the United Nations. The roles of these institutions are of course different, 
but sometimes overlap; methods, and sometimes goals differ, and 
membership is very different. For all of these reasons, there is great need 
for a rationalization.

b) These institutions are by no means coordinated. There is no official or 
informal forum where representatives from these institutions can 
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interact. More importantly, with the exception of ECOSOC, that has a 
complex rotating membership scheme, these institutions lack the 
legitimacy to set and enforce the rules for financial markets, because by 
no means they represent today’s world. This lack of legitimacy is all the 
more evident in informal clubs like the G8, or even the newly instituted 
G20. As Joe Stiglitz recently said, what we really need is a G192. In fact 
one G192 institution exists, the United Nations; but it lacks until now the 
expertise to effectively build and manage the global financial 
architecture.

c) Furthermore, these institutions rarely interact in an organized way with 
national regulatory authorities, which are in charge of implementation of 
regulation. The Financial Stability Forum is a partial exception, but its 
membership is way too limited for it to have a real impact. In addition 
the FSF is mainly a discussion forum, with no operational role.

d) Finally, as the current crisis proved in its early developments, there is no 
disincentive for the free riding of countries, and for what we could label 
corporatism at the global level.

Price Stability and Macroeconomic Performance

If we think at financial stability as a means to an end, in particular as one of 
the mechanisms that allow the development of markets and ultimately 
growth, while preserving macroeconomic stability, then we are confronted 
with a difficult issue. In fact, if financial stability is only an intermediate 
objective, the question raised by the role of central banks in assuring the 
surveillance of the financial system is not easy to answer: with a few notable 
exceptions, central banks are in charge of only one facet of macroeconomic 
stability, namely price stability.

The experience in fact shows that the attainment of this goal is neither sufficient 
nor necessary for macroeconomic stability. If we look back, since the mid 1980s 
the performance of central banks around the world in fighting high inflation looks 
bright. But this remarkable performance, and low inflation, did not prevent the 
world economy from plunging into a disaster that we are even unable to fully 
understand. Almost all economists have praised inflation targeting as the nec plus 
ultra of monetary policy. Should we not have now some afterthoughts?

Beyond the short-term, central banks have to rethink their policy objectives 
in the aftermath of the process in which the explosion of global imbalances 
was sustained by the creation of excessive global liquidity which was in turn 
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a symptom of the exclusive focus on consumer price stability which made 
growth dependent on increasing indebtedness They achieved the consumer 
price stability objective and, contrary to the doctrine, contributed to the 
build-up of financial risk. Central banks, due to their focus on consumer 
price stability including the Fed, were heavily dependent on reckless private 
credit expansion to sustain economic activity in an inequality and 
imbalances-dependent growth process.

An Effective and Legitimate Institution for Global Financial Regulation

In what precedes I argued that current international institutions do not reflect 
nor the needs of today’s economic systems nor the composition of the global 
economy. Furthermore, the almost exclusive focus of central banks on the 
intermediate objective of price stability spectacularly failed in attaining the 
final objective of macroeconomic stability. In fact, what we need is an 
institution:

a) That has broader goals than the central banks, notably to ensure the broad 
financial stability (not limited to price moderation), that serves the final 
objective of ensuring the macroeconomic stability that today is 
dramatically lacking.

b) That possesses the legitimacy that current institutions lack, notably by 
giving a much broader representation to developing and emerging 
countries.

c) And finally that has the expertise required for difficult regulatory task 
dealing with national and cross border factors.

The institutions that today have the goal of macroeconomic stability, while 
at the same time being legitimate because democratically elected, are the 
governments. But the most evident lesson of the current crisis is that the 
problem of financial stability is global, and individual governments are 
unable to deal effectively with it. Further, they risk engaging in dangerous 
competitive policies and free riding that are likely to worsen the problem 
(like the experience of the bank guarantees by the Irish government 
showed).
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Thus, we need a global institution. Realistically, creating a new one from 
scratch would risk adding to the multiplicity and to the lack of coordination, 
thus leading to failure. It is more advisable to look for the solution within 
one of the existing institutions that deal with financial markets.

The obvious candidate is of course the IMF, that has the capabilities and the 
technical skills suited for the task. A reformed IMF, extended to give 
representation to all the countries in order to make sure that it has the 
legitimacy it needs to perform efficiently the task, could be the main body in 
charge of ensuring financial stability, in accordance with the broader 
objective of macroeconomic stability. 

It is of course unforeseeable, for the immediate future, that the IMF directly 
regulates world financial markets.  Nevertheless, financial regulation by 
national authorities could be subject to the control of the IMF that would 
have to be given the tools to assess the suitability of each country’s system 
of rules, and its compatibility with global macroeconomic stability (across 
countries and markets). At the same time the IMF could progressively build 
a series of standards and rules that would apply to cross border operations
(global finance), whose implementation it could oversee directly. An 
effective system of early warnings would also need to be part of this 
redesigned institution.

The new regulatory role would be blended with the current role of liquidity 
provision, which should be strengthened in order to allow developing 
countries that lack the resources to effectively intervene (for example with 
fiscal stimulus packages) to contrast the crisis.

In effecting its role, the IMF should look for a broad coordination with 
others international institutions: the BIS, the World Bank, but also the 
WTO, the ILO etc.

As a side note, I’d like to stress that while a system of improved safety nets
for developing countries should be institutionalized in the future financial 
architecture that we are discussing here, it is of utmost urgency that the 
problem of developing countries is tackled in the short run as well. The 
Commission of Experts instituted by the UN General Assembly President, 
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on the Reform of the International Monetary and Financial System, calls for 
the allocation of new SDRs to finance the short term measures to be taken 
by developing and indebted countries. According to the commission, this 
allocation of SDR should be seen as a key response to the current credit 
crunch.

For the new IMF not to remain ineffective, an adequate and realistic system 
of sanctions would have to be designed, to punish behaviours susceptible to 
hamper global stability. This is a particularly tricky question to be 
addressed, because the credibility of sanctions reposes on the legitimacy of 
the institution imposing them. Thus, it is worth stressing again that its task 
and its governance should have the same attention in the design of the “New 
IMF”.

The IMF, in its new role, should also work in close coordination with the 
Bank of International Settlements and with the central banks that issue the 
reserve currencies of the world, namely the Fed, the ECB, the Bank of 
Japan, and probably in the future the Bank of China.

There has been some debate, in the past months, over the need of a “Bretton 
Woods II” conference, aimed at building a new system of rules for the world 
financial system. I believe that the changes foreseen in the current debate are 
of such amplitude that such a conference would be extremely welcome, 
provided it is as inclusive as possible, in order to reflect a world that is more 
and more globalized in prosperity as well as in depression.
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