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QUESTIONS TO EXPERTS AND SUMMARY OF PAPERS 
The following summary presents the topic of the briefing papers followed by brief points on 
the main answers of the experts to the question asked. Only selected main points are 
mentioned here. For a complete argumentation, please refer to the subsequent papers. 
 
The question of global imbalances is probably one of the most complex macroeconomic 
issues that economists and policy makers are currently faced with. Cross-country 
differences in saving patterns, investment patterns and portfolio choices are in part 
“good”—a natural reflection of differences in levels of development, demographic patterns, 
and other underlying economic fundamentals. But imbalances can also under certain 
circumstances reflect distortions, externalities, and risks, at the national and international 
level. So it is not a surprise that the topic is highly controversial.  
 
In their recent paper1 from November 2009, the economists Maurice Obstfeld and Kenneth 
Rogoff made the case that the global imbalances of the 2000s and the recent global 
financial crisis are intimately connected. Both have their origins in economic policies 
followed in a number of countries in the 2000s and in distortions that influenced the 
transmission of these policies through China and the U.S. and ultimately through global 
financial markets. According to Obstfeld/Rogoff, the reduction of global imbalances reduces 
the risk of future financial crises.  Questions asked to the experts included most notably the 
following:  

 What was the role of imbalances in emergence of the crisis as well as the crisis itself? 
 What changes in the international monetary system might mitigate global imbalances 

in the future? 
 How can domestic monetary policies react properly to domestic and foreign 

movements in asset prices or credit flows? 
 How can the surveillance of large imbalances be improved, how can the response be 

coordinated on an international basis and was the G-20 Pittsburgh statement on the 
surveillance of external imbalances in September 2009 a useful and satisfactory step? 

 
Most experts are of the opinion that global imbalances were not in themselves the prime 
cause of the crisis. Global imbalances are inherently related to the crisis, but more as a 
consequence of developments in the run-up to the crisis, rather than a cause. The primary 
cause of the crisis lies with lax regulation and supervision, as well as a lax monetary policy. 
Moreover, imbalances also come to be due differences in global savings and consumption 
patterns (mainly, massive inflows to the US). The recent failures of monetary policy 
facilitated this development, and both factors together lead to lower than optimal interest 
rates, eventually facilitating the boom and bust scenario of the crisis. However, the entire 
picture of global imbalances relates to a complex set global of (net and gross) investment 
flows, savings patterns, competiveness concerns and monetary policy choices, just to 
mention a few. The ability of monetary policy to correct global imbalances is limited. It 
seems that (coordination of) fiscal and other economic policies stand a better chance of 
achieving the moderation of distortions in certain policy-induced current account 
imbalances. The problem is global, and so any solution to it needs to be global. 
 
Stefan Collignon - The time is ripe for European Monetary Cooperation with Asia  
 
In the aftermath of the crisis, the global economy is in the midst of a fundamental 
transformation, as China is integrating into the world market. This integration hinges on the 
Asian development model based on highly elastic labour supply, competitive and stable 
exchange rates, which are pegged to the dollar. Given the need for adjustment in the US, 
this regime is no longer sustainable.  

 
1  http://elsa.berkeley.edu/~obstfeld/santabarbara.pdf. 
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Collignon suggests a five point agenda for global policy reform that preserves Asia‘s growth 
dynamics, gives the US economy the flexibility to adjust, and prevents the Euro Area from 
carrying all the burden of global adjustment. At the core stands the proposal that Asia 
switches its peg from the dollar to a basket of euros and Japanese yen.  
 
Stefan Gerlach - Fiscal policy coordination should step up as monetary policy 
cannot deal with current account imbalances in the long run 
 
Global imbalances played an important role in setting the stage for the financial crisis by 
depressing real interest rates and supporting the search for yield. Central banks did not 
trigger this phenomenon but accommodated it. Monetary policy is not well suited to deal 
with current account imbalances and the resulting capital flows and asset price 
developments. Greater importance should therefore be attached to fiscal policy. While 
international cooperation is desirable, it is unlikely to achieve much whenever there is a 
conflict with important domestic policy issues. Nevertheless, the agreements reached at the 
G-20 Pittsburgh summit provide hope that cooperation will be improved. 
 
Anne Sibert - Global imbalances are only bad if they are caused by distortions in 
which case fiscal and institutional changes are the only remedy 
 
Increased savings in the developing world led to higher equity prices in the United States 
until 2000 and lower real interest rates after that. These factors lowered saving and helped 
fuel a housing boom in the United States. The rise in US house prices in turn helped cause 
the financial crisis by leading to financial firms’ securitisation of mortgages. Monetary policy 
can lower the real interest rate in the short run, but cannot systematically affect real 
interest rates in the long run. Thus, monetary policy was not the appropriate tool to deal 
with the house price boom. The prime cause for the crisis can be found in weak regulation 
and not in global imbalances.  
 
Karl Whelan - Global policy efforts to prevent a recurrence of the financial crisis 
need to focus on improved banking regulation 
 
A number of influential figures have argued that inflows of foreign capital into the US due 
to the current account deficit helped to trigger the crisis. Whelan argues that the evidence 
for this position is weak. The so-called global savings glut was not as significant a pattern 
as is often presented. Macroeconomic policies that reduced global imbalances could have 
been adopted but these would probably not have prevented the crisis. Global policy efforts 
to prevent a recurrence of the financial crisis need to focus on improved banking regulation. 
Reducing global imbalances should be of secondary importance. 
 
Bruegel - Loose monetary policy and global saving-investment imbalances caused 
the crisis, greater global coordination is necessary to address these factors  
 
The crisis was largely caused by credit fuelled asset bubbles. Credit was too cheap for too 
long for two broad reasons: On the one hand, monetary policy was too loose. On the other 
hand, there was a global saving-investment imbalance. Cross-border net savings flows 
contributed to creating conditions for imprudent financial behaviour but played virtually no 
role in the transmission of the crisis. Rather, gross cross-border investment stocks were 
instrumental in the contagion from the US to Europe. Reform of the international monetary 
system could alleviate some such imbalances but may only be of limited use if the causes 
for other imbalances are mainly the result of domestic distortions. The G20 should play a 
greater coordinating role.  
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1) HOW TO HANDLE GLOBAL IMBALANCES: A ROLE FOR 
EUROPEAN MONETARY COOPERATION WITH ASIA 

 
by Stefan Collignon 

S. Anna School of Advanced Studies, Pisa and Centro Europa 
Ricerche, Rome 

 
 
 
 
 

Abstract 
 

Originating in the United States, the recent financial crisis had global 
causes and global consequences. Misguided monetary policies, more 
concerned with consumer price stability than asset inflation, have fuelled 
the financial bubble, which burst in 2007-8, but high profits and savings 
from China and the rest of East Asia have also allowed Americans to 
borrow and live above their means. Now the party is over, but global 
imbalances will not disappear. The global economy is in the midst of a 
fundamental transformation, as China is integrating into the world market. 
This integration hinges on the Asian development model based on highly 
elastic labour supply, competitive and stable exchange rates, which are 
pegged to the dollar. Given the need for adjustment in the US, this regime 
is no longer sustainable. The paper suggests a five point agenda for global 
policy reform that preserves Asia‘s growth dynamics, gives the US 
economy the flexibility to adjust, and prevents the Euro Area from 
carrying all the burden of global adjustment.  
 

1. At the core stands the proposal that Asia switches its peg from the 
dollar to a basket of euros and Japanese yen.  

2. The Euro Area and Japan would cooperate to minimize exchange 
rate volatility.  

3. Asian surplus countries place a gradual increasing share of their 
reserves in European and Japanese bonds, thereby stimulating 
domestic demand in these two economies. 

4. The basket could become a vehicle for a future international reserve 
currency.  

Coordination should be discussed in the G20, but the initiative must be 
taken by a reduced G4 and ASEM. 
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INTRODUCTION 
The devastating financial crisis that shook the world in 2008 could not have happened 
without the large macroeconomic imbalances in the global economy. Yet, the precise 
impact is controversial. Some argue that the imbalances were one of the crisis’ principal 
drivers; others believe that regulatory distortions caused it, while imbalances can be benign 
as long as financial markets allocate resources efficiently. Nevertheless, there is little doubt 
that large savings and the accumulation of foreign exchange reserves by China have 
financed huge American current account deficits and the domestic credit boom, which has 
now collapsed. History teaches, the larger the bubble, the harder the fall. Ignoring global 
imbalances is therefore irresponsible. While it is true that the US current account deficit has 
come down in recent years, the underlying logic has not changed. We need to understand, 
why this is so and what can be done about it. 
 
This paper will first explain the link between the financial crisis and global imbalances, then 
analyze the transformation in the world economy that has taken place in recent years and 
conclude on a European economic strategy that offers a win-win solution for Asia, America 
and Europe. 
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GLOBAL IMBALANCES AND THE FINANCIAL CRISIS  

Mysterious imbalances 
A popular view claims that the recent crisis was caused by greedy bankers who made a 
fortune on hard working people. The best remedy against future crises is to take bankers’ 
bonuses away and to prevent future disasters by better financial regulation. Not much 
different is the belief that Americans have been living above their means, saving too little, 
spending too much, and the best remedy against their irresponsibility is to prevent the 
Chinese from giving credit to America’s bonanza. None of these views is helpful in finding a 
solution to the economic and financial crisis. 
 
Financial bubbles can only develop when speculators find the liquidity to finance their 
operations. The bubble in America was fed from two sources: lax monetary policy under 
Greenspan, and capital inflows from what Bernanke (2005) has famously called the “Global 
Savings Glut”. We will need to clarify the relative importance of these factors. It is, 
however, noteworthy that the Euro Area as a whole did not experience an unsustainable 
credit boom, nor was its external balance in disequilibrium. It is true, some member states 
experienced local asset inflations after European monetary union started. For example, in 
Spain, Italy, Greece and Ireland, falling interest rates relative to the previous national 
currency rates have stimulated house price increases, while in Germany, where interest 
rate reductions remained marginal, house prices have fallen consistently. Overall, monetary 
policy remained more prudent in the Euro Area and the Global Savings Glut did not swell 
European markets.  
 
Excessive American consumption, compared to more sober European attitudes, shows up in 
current account developments. The current account deficit is the difference between 
domestic investment and savings. In a closed economy, investment is always equal to 
savings, because investment will generate income until planed savings match investment. 
But in an open economy, the difference between investment and domestic savings may be 
financed by borrowing from another country.  Given that savings are the excess of income 
over consumption, and that a “country” is economically defined by its currency, a country 
can only borrow from another, if the lender is able to sell goods and services to the 
borrower and hold the claim in foreign currency.  
 
What one country borrows must be the surplus of another. In other words, America’s 
consumption is excessive, because Chinese products are competitive. Hence, the current 
account deficit signifies an excess of spending over domestic production, or a higher rate of 
investment than can be financed by domestic  savings, or that foreigners are willing to hold 
assets denominated in a currency that is not their own. These are three descriptions of the 
same phenomenon.  
 
For over a decade, the United States has accumulated massive current account deficits. 
From 1999 to 2009 the aggregate amount came to USD –6,082bn, while the Euro Area’s 
surplus for the period was only USD 153.4bn. The biggest surplus countries were in Asia: 
USD 1,787.1bn in China, 1,543.9bn in Japan and even Taiwan (242.4bn) and Singapore 
(239.4bn) run larger surpluses than the Euro Area. Figure 1 shows the evolution of current 
accounts to GDP, i.e. the net flow of current transactions between countries as the share of 
a country’s income.  
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The Euro Area has stayed close to the zero line (the mean is 0.19 percent), while the US 
balance has continuously deteriorated from the early 1990s to the mid-2000s. As monetary 
policy tightened world-wide, there has been a slow trend2 for disequilibria to revert, 
especially in Japan and the USA. This trend was temporarily accelerated by the financial 
crisis, which imposed sharp corrections on the United States, Japan and China. Yet, even if 
there has been a tendency to return to equilibrium (the trend lines for Japan and the US 
converge slowly to zero), the issue of global imbalances is not going away. The American 
external deficit is still expected to hover around 2.5% in 2014. Japan has had a stable 
structural surplus of 3.15 % of GDP for a long time, and the IMF is not expecting it to come 
down to less than 2% by the mid 2010s. The biggest outlier is, of course, China. While in 
the 1980s Chinese current accounts were structurally balanced, despite large fluctuations, 
they moved into surplus in the 1990s, when China adopted an economic development 
strategy that resembled Japan’s or Asian Tiger’s take-off. Nevertheless, Chinese surpluses 
relative to GDP remained below Japan’s until 2000. Only after China joined the WTO in 
2001, did they shoot up to peak at 11% of total income in 2007. In the financial crisis, 
surpluses came down, but the IMF expects the Chinese current account to increase 
continually as a share of the rapidly growing GDP. The trend balance will reach 9.5% in 
2014.  
 
These figures show that global imbalances are not just a passing phenomenon that is 
automatically remedied by forced crisis adjustment. If the financial crisis was caused by 
Chinese households feeding the Global Savings Glut, we may well expect a new crisis in a 
few years. But even if it had different reasons, we still observe fundamental changes in the 
world economy. For example Figure 2 shows the stacked current account positions of Asian 
economies, the USA and Euro Area. The point of adding these data up is to demonstrate 
the net effect of Asian surplus and US deficit positions. We see that until 1998 and again at 
the time of the financial crisis, the net position is zero; in other words, America and Asia 
had a symbiotic relationship. America borrowed, what Asia lent. The biggest lender at the 
time was Japan. During the Bush presidency this pattern changed. The United States did 
not only borrow from Asia, and increasingly from China, but also from Europe and the 
Middle East. This has now been corrected. However, from 2010 on, the intercontinental 
balance is moving into surplus because Chinese net exports continue to grow. 

                                          
2 The trends were calculated by the Hodrick-Precott filter. 
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It is not clear, who will absorb these Chinese surpluses. The IMF expects the main current 
account improvements in Developing Asia (295 billion), which includes China and India, and 
in the Middle East (264 billion). Looking at the forecasts for 2009-2014, the net position of 
China, Japan, Taiwan, Singapore, Korea, the United States and the Euro Area will swing 
from USD -170bn to +467bn. By contrast, a deterioration in the current account can be 
seen only in Central and Eastern Europe (-27 billion) and Asean-5 (Indonesia, Malaysia, 
Philippine, Thailand, Vietnam) (17 billions). The huge difference between surpluses and 
deficits is explained by “discrepancies” (a statistical catch-all item) that will rise to about 
700 billion dollars.3 It is fair to conclude that there are forces at work in the global 
economy, which we do not fully understand. All we know is that China is an important part 
of this new (hi)story, but so is the United States. We will now first analyse the relation of 
global imbalances and the US economy and then the new role for China. 

Roots of the financial crisis 
Wall Street was the epicentre of the financial earthquake, which devastated large 
“territories” of the global economy. The Bank of England (2008) calculated the value of 
bank losses due to price adjustments in the crisis equal to USD 2800-3400 billion, and the 
Asian Development Bank has estimated that financial assets worldwide fell by more than 
USD 50 000 billion – a figure equivalent to the value of world output (Loser, 2009). 
However, a large part of these losses represents inflated asset prices.  
 
The roots of the bubble go back the so-called dot.com crash in 2000 that destroyed asset 
values of 7 trillion US dollars, and to the Asian crisis of 1997/8. The two events together 
generated the dynamics that flooded asset markets with liquidity.   

                                          
3 The IMF (2009:38) is remarkably diplomatic in its language: “The deceleration in global growth during 2008–09 
already resulted in some narrowing of the global current account discrepancy in 2008, and some further narrowing 
seems likely in 2009. Against this cyclical decline works a growing trend for a global services surplus. However, 
results from simple econometric models for the global discrepancy suggest that the continued large increases in 
the global discrepancy during 2013–14 implied by the WEO forecasts might be stronger than consistent with 
historical trends.” 
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In 2000, the Federal Reserve System cut interest rates in order to prevent the ITC stock 
market crash from spilling over into the real economy. After the 9-11 attack on the World 
Trade Centre interest rates were lowered again. See Figure 3. For the next three years, real 
short-terms interest rates were negative in the United States and close to zero in the Euro 
Area. Such highly accommodating monetary policies fuelled the new asset bubble, and 
appreciated values for stocks, real estate and commodities. Given extremely low lending 
rates, banks sought to increase their return on capital by leveraging their operations.  
 
Figure 3 
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Rapidly rising asset prices in the United States attracted capital from across the world. 
Many East Asian countries had learned from the Asian crisis in 1997 that they needed to 
accumulate foreign exchange reserves as a buffer against future monetary instability. They 
increased their savings and placed them in dollars, where asset markets yielded good 
returns. Asian central banks kept their foreign exchange reserves in profitable US 
government bonds and contributed to lower long term rates in the USA. European 
commercial banks bought American assets of subprime quality to get a share in the 
booming American market. The resultant large capital flows into the US economy seemed 
to indicate a “Global Savings Glut” (Bernanke, 2005).  
 
The resulting low interest rates allowed governments and households to borrow cheaply.4 
Taxes could be cut. Home equity loans were affordable. US households felt wealthy and 
that spurred consumption and imports. Hence, the US current account deficit widened. It is 
interesting to note that deficits also deteriorated in many other countries with housing 
bubbles. Wealth effects from rising house prices seem to feed quickly into consumption and 
lower savings (Jagannathan et alt., 2009). However, when a property boom crashes, the 
wealth effect is gone. Consumption will not pick up again and economic growth is 
permanently lowered. 
 

                                          
4 They also caused the “Greenspan conundrum”, whereby long term interest rates did not respond to short term 
interest hikes by the Fed. 
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Fearing inflation, the FED started raising interest rates in the middle of the decade. The 
initial rate hikes had no effect on booming demand until they reached the level of 7%. Such 
“irrational exuberance” is frequently observed during financial bubbles. But the subsequent 
crash is usually quick and dramatic. Asset price increases first slowed down and then 
turned negative in 2007, thereby weakening banks’ balance sheets, ultimately leading to 
the collapse of major banks like Lehman Brothers in 2008. One lesson from this 
development is certainly that one must not keep interest rates too low for too long, for 
otherwise one bubble generates the next.  
 
The accommodating policies in the United States and in other countries, like the UK, who 
followed similar strategies, explain why the Global Savings Glut bloated financial markets in 
the Anglo-Saxon world, and why the more conservative ECB succeeded in preventing the 
worst excesses in the Euro Area. Nevertheless, the decade of the “great moderation” was 
characterized by a large and atypical expansion of liquidity (Visco, 2009); it may not have 
been so moderate after all. How the world could be awash with liquidity without inflation 
taking off, remains a puzzle. To understand this mystery we need to look at Asia. 

The transformation of the global economy 
« Quand la chine s'éveillera, le monde tremblera ». The famous book by Alain Peyrefitte, 
written in 1973, is now reality. Yet, when the future comes, it rarely looks like expected. 
The emergence of China as an economic actor has coincided with the age of globalization. 
The combination of these two historic facts has caused a shock that few people understand, 
many fear, and all have to face up to.  
 
In 1980, China represented less than 1% of World GDP. In 2007, it counted for 11% 
measured at purchasing power parities. It has twice the economic power of India (or 
Germany), three times that of ASEAN. Asia as an economic region is now more important in 
the world economy than either Europe or the United States. See Figure 3. 
 
Figure 4 
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There is nothing unique, nor exceptional, about the rapid growth of the Chinese economy. 
Japan also grew on average by over 8% per annum during the post-war Bretton Woods 
period. The high-growth Asian Tigers (Hong Kong, Korea, Malaysia, Singapore, Taiwan and 
Thailand) equally expanded at 8% p.a. from 1960 to 1995. In other words, China's 
development is following the well-established Asian model, which is based on high 
investment, quasi unlimited supply of labour,5 and fixed exchange rates. What is different 
with China is its size. Its population is 1.3bn today, i.e. over 20% of the world; it will peak 
at 1.5bn by 2030 and then slowly descend. China’s labour force is 812.7 million, a quarter 
of the world’s total, and nearly four times the EU’s. It used to increase by 10 million a year 
in the 1990s, but due to demographics this has slowed to 6 million per year in the 2000s 
and will stop around 2015. However, labour supply is even more strongly affected by the 
migration of an underemployed rural population moving at the rate of 20 million each year 
to industrializing coastal cities and Special Economic Zones. Over the last decade, China 
has been adding the workforce of France or Italy to its labour supply every year.  
 
China's labour force has now effectively become part of the Western workforce through 
industries that export to the West. As Jagannathan et alt. (2009) have noted, "the size of 
the increase in the developed world's labour supply is of a magnitude similar to the 
increase in the Western world's access to land and natural resources following the discovery 
of the Americas". This tectonic shift in the world economy has become possible because the 
ITC revolution has lowered the cost of communication without having to move people. 
“Labour in developing countries – countries with vast pools of grossly underemployed 
people – can now compete with labour in the developed world without having to relocate”. 
For example, a radiologist in Shanghai or Hongkong can analyze the X-Ray of a patient 
taken in London over the internet and send her diagnosis back, thereby competing with a 
local radiologist in Europe. Global labour supply has become highly elastic. This 
development has generated opportunities for some, and painful losses for others. In one 
generation, China's growth has lifted 500 million people out of poverty and the poverty rate 
has declined from 64% at the beginning of reform to 10% in 2004. In advanced industrial 
countries, however, it has contributed to regional and sectoral deindustrialisation, higher 
unemployment and stagnant wages. With globalization, open markets, and highly elastic 
labour supply, the world has become richer, but also more complex, and harder to govern. 
 
The emergence of an elastic global labour market has also transformed the conditions 
under which monetary policy operates. Money supply does no longer fix prices for goods 
and services, because the stabilization of wage costs has kept inflation down and produced 
the "great moderation" observed over the last decade. In this context, accommodative 
monetary policy does not create inflation for goods and services, but rising asset prices. In 
the short to medium run, it may generate growth and employment, but in the longer term 
it can fuel devastating bubbles. The triumph and the tragedy of Alan Greenspan, as 
chairman of the Fed, was that he understood the first part of this sentence, but not the 
second. 
 

 
5 The benchmark model is Lewis, 1954 
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ASIA’S ROLE IN THE INTERNATIONAL MONETARY SYSTEM 

Fixed exchange rates 
However, the integration of China and its labour force into the world economy required 
specific policies. Having a large labour pool is not enough, as people need to be put to 
work. The Asian development model provided Chinese authorities with a successfully tested 
and proven policy strategy. At the core stands the exchange regime.  Fixed exchange rates 
have laid the foundation first for Japan’s and then for emerging Asia’s rapid development 
by combining competitive and stable exchange rates with long term wage stability. Unless 
exchange rates fix competitive cost levels for exports, rapid economic growth will not take 
off. Without elastic labour supply, competitive wage costs would not be sustainable. And 
stability of exchange rates is necessary to ensure a framework of stable expectations and 
minimal uncertainty, without which investment would remain low. 
 
Labour market conditions determine the long run feasibility of the competitive exchange 
rate regime, but monetary policy can be used for minimizing volatility.  Europe and Japan 
are familiar with this model of development, as they have gone through a similar 
experience in the 1950’s and 1960’s. As Figure 4 shows, under the fixed exchange rate 
regime of Bretton Woods, unit labour costs in Japan and Europe remained stable at 40 to 
66 percent of the American level. This strategy produced economic miracles. After Bretton 
Woods collapsed, exchange rates became flexible, European and Japanese unit labour costs 
rose 20 percent above the US-level and the miracles disappeared.  
 
Figure 4 
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Recent developments in East Asia follow a similar logic. Most countries have pegged their 
currency to the dollar and changing this regime risks undermining their development 
model. This makes remedying global imbalance particularly sensitive. Not all Asian 
countries have kept their exchange rates totally fixed to the US dollar, as China and 
Malaysia did, but for most of them exchange rates are more stable in relation to the dollar 
than to the euro (see below). As a consequence of the dollar’s weakness relative to the 
euro, Europe’s currency appreciated against Asia. See Figure 5. 
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Figure 5 
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A successful exchange rate strategy must peg local currencies to a leading world currency, 
because this guarantees the integration into a large market capable of absorbing the supply 
from emerging competitive producers. Local firms reap benefits from the improved skills 
and productivity of their workers (“learning by doing”). Unit labour costs therefore remain 
low relative to international standards, even if real wages rise and standards of living 
improve. As firms reinvest their attractively high profits, they generate accelerated 
economic growth. Hence, maintaining a fixed and competitive exchange rate to the UD 
dollar, which is still the world’s leading currency, has guaranteed Asian exporters access to 
the world market. Europe with its protectionist propensities and confusingly small 
currencies could not offer attractive development perspectives, at least until the euro was 
created. This could now change, as will be discussed below. 
 
High profits generate high national savings. The competitive currency peg explains why 
savings rates are so high in China. In fact, Chinese households’ savings are not particularly 
excessive.6 The household savings rate, as a percent of GDP, fluctuates between 15 and 20 
percent, while the overall gross savings rate is close to or above 50%. To a small extent, 
the difference is explained by government savings (5%), but the largest part, with about 
half of the total, is corporate savings. In-depth analysis shows that these savings come 
essentially from retained earnings, which are reinvested by firms in fixed or financial 
assets, because the Chinese government does not have a well-defined dividend policy for 
state-owned companies (Anderson, 2008). Hence the competitive level of the yuan’s 
exchange rate7 is a crucial driver for China’ rapid economic growth, but it also generates 
the excess savings, which until now have been placed largely in the United States. This 
dual effect constrains Chinese policy options severely. A shift from exports to domestic 
consumption, as recommended by those who think China should concentrate on its 
domestic market, or a less competitive exchange rate, which is the aim of Western 
pressures on Chinese authorities, would lower the rate of capital accumulation and 
economic growth.  
                                          
6 As Anderson (2008) shows, the widely believed argument, whereby Chinese households save massively because 
reform policies have dismantled the old communist welfare system, does not stand up to scrutiny. 
7 There are two names for the Chinese currency, the casual yuan and the official Renminbi (RMB). We will stick 
here to yuan. 
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No wonder exchange rate policies are so controversial. For, while the United States and 
Europe push China to revalue its currency, Chinese authorities know that the appreciation 
could ruin the model, on which their development depends. 

Exchange rate volatility 
Pegging exchange rates serves two purposes: to fix relative price levels between two 
economies and to minimize the uncertainty caused by rapid exchange rate fluctuations. 
Competitive and undervalued exchange rates are only a necessary, not a sufficient 
condition for rapid economic development. The profitable environment must be sustained. 
The more certain it is, the higher will be the rate of investment. There is now significant 
evidence that stabilizing exchange rate volatitity encourages trade and investment.8 While 
the elastic labour supply keeps destabilizing wage developments at bay, foreign exchange 
markets are a permanent source of risk and uncertainly, especially given the 
underdeveloped nature of local financial markets. Floating exchange rates could easily 
undermine China’s development model. Other East Asian countries made the painful 
experience during the Asian crisis in 1996-7, when the sudden reversal of capital flows 
caused a deep economic crisis. Unstable and volatile exchange rates create uncertainty and 
deter investment; they lower savings and impede economic growth. In the absence of 
complete and perfect markets, public authorities can reduce uncertainty by intervening in 
the exchange market, stabilizing the pegged rate and thereby raise foreign investment 
(Collignon, 1999; 2003). Such strategy, however, will only work with undervalued 
exchange rates, because the competitive advantage will yield current account surpluses 
and capital inflows, which allow monetary authorities to accumulate the reserves necessary 
for market interventions. Hence, policies of pegging exchange rates and minimizing 
volatility are successful, if they lock-in competitive advantages, but they will fail for 
overvalued currencies as one has often witnessed in other less developed countries. 
 
Figure 6: Daily Exchange Rate volatility 
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8 See Rose, 2002 for a review of the evidence and Collignon 2003 for a theoretical model. 
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Figure 6 presents indicators for daily exchange rate volatility in Asia, and for Brazil and 
Russia.9 It appears that for most Asian economies, volatility was higher with respect to the 
euro (blue colour) than to the US dollar (red colour), at least until the financial crisis 
started in 2007. Occasional policy shifts show up as huge spikes. For example, hesitations 
about Chinese exchange policies in 2001 or the appreciation of the yuan in 2005 came as a 
surprise and generated periods of uncertainty. Similarily, Malaysia’s abandonment of the 
fixed peg to the USD generated large uncertainty during the financial crisis. Overall, 
however, volatility was higher for the euro than the dollar in most countries, in the Chinese 
case more than twice as much. Table 1 synthesizes this information. It confirms that with 
the exception of Korea and India, Asia operates on the dollar standard.10 This fact has two 
important implications. 
 
Table 1 

Volatility of Daily Exchange Rate
1.1.1999-23.1.2010

Country Currency Mean Std. Dev. relative lowest 
volatility €/$ volatility

CHINA YUAN/EURO 0.045     0.000026 2.094  $
YUAN/USD 0.021     0.000155

INDIA RUPEE/EURO 0.041     0.000022 0.954 euro
RUPEE/USD 0.043     0.000036

INDONESIA RUPEE/EURO 0.098     0.000108 1.159  $
RUPEE/USD 0.085     0.000192

KOREA WON/EURO 0.067     0.000172 0.522 euro
WON/USD 0.129     0.000197

MALAYSIA RINGITT/EURO 0.038     0.000023 1.514  $
RINGITT/USD 0.025     0.000054

SINGAPORE DOLLAR/EURO 0.031     0.000024 3.157  $
DOLLAR/USD 0.010     0.000007

THAILAND BAHT/EURO 0.059     0.000055 1.873  $
BAHT/USD 0.031     0.000072

JAPAN YEN/EURO 0.061     0.000084 1.372  $
YEN/USD 0.044     0.000029

RUSSIA ROUBLE/EURO 0.038     0.000057 1.504  $
ROUBLE/USD 0.025     0.000065

BRASIL REAL/EURO 0.147     0.000176 1.050  $
REAL/USD 0.140     0.000209

USA -        
USD 0.042     2.87E-05  

Consequences of Asia’s fixed exchange rate regime 
The Asian development model with fixed exchange rates has two important unintended 
consequences for the global economy. First, a common peg to the US Dollar renders 
exchange rates between East Asian currencies more stable and reduces uncertainty not 
only between Asia and America, but also within the East Asian region. It therefore supports 
regional integration in Asia. Europe has made a very similar experience under the Bretton 
Woods system, when fixed exchange rates to the US dollar fostered economic integration in 
the European Economic Community. In fact, trade within the East Asian region has already 
become more important than trade with the United States or Europe. See Table 2. Asia  
(i.e. ASEAN plus 4) trade more than a third of all exchanges with each other.  

                                          
9 The volatility was estimated by a GARCH (1,1) econometric model. It consists in estimating the unpredicted (and 
therefore uncertain) component in the change of the exchange rate. 
10 This is also true for Russia and Brazil, although volatility is much higher for Brazil. 
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The region is also becoming increasingly interconnected by capital flows, with Japan as 
major power house for foreign direct investment in the region. Many European companies 
use Japan, Korea or Taiwan to access the Chinese low wage labour force indirectly. 
Regional integration is therefore increasingly driving economic growth in the region and it 
depends on exchange stability in the region. 
 
Economic integration is also matched by political cooperation. Asia has already a long 
tradition of regional cooperation, with ASEAN being the second most successful regional 
cooperation arrangement after the European Union.11 This cooperation is now going beyond 
the South East Asian grouping. Inspired by the European experience of reconciliation and 
human exchanges, the Japanese Prime Minister Hatoyama has declared regional 
cooperation a top priority for his government. He has launched the idea of creating an East 
Asian Community, based on a group of countries (ASEAN plus 6) that would include more 
than 3.2 billion people.12  
 
Table 2 
Import and export shares for Asian countries (2008)

Export destination
Exporter China Japan Korea India ASEANASEAN+4 USA EU12 RoW World
China 8.1 5.2 2.2 6.7 22.2 17.7 14.7 45.4 100.0
Japan 16.0 7.6 1.0 12.2 36.8 17.8 10.3 35.2 100.0
Korea 21.7 6.7 2.1 9.7 40.1 11.0 8.5 40.3 100.0
India 5.6 2.0 2.1 9.5 19.1 11.8 16.2 52.9 100.0
ASEAN 12.4 10.3 4.1 2.8 22.9 52.6 10.9 8.8 27.7 100.0
ASEAN+4 9.1 6.5 4.7 2.0 12.2 34.5 15.0 11.7 38.7 100.0
Usa 5.5 5.1 2.7 1.4 5.0 19.7 15.5 64.8 100.0
EU12 2.5 1.3 0.7 0.7 1.6 6.8 6.5 63.9 26.7 100.0

Import source
Importer China Japan Korea India ASEANASEAN+4 Usa EU12 RoW World
China 9.9 1.8 9.9 34.9 7.2 9.6 48.3 100.0
Japan 18.8 3.9 0.7 12.2 35.5 10.4 7.3 46.8 100.0
Korea 17.7 14.0 1.5 8.5 41.7 8.9 7.5 42.0 100.0
India 10.1 2.5 2.6 7.9 23.1 7.8 10.4 58.7 100.0
ASEAN 11.3 11.3 4.8 2.0 21.6 51.1 7.7 8.1 33.1 100.0
ASEAN+4 10.0 9.0 5.5 1.4 12.9 38.7 8.3 8.6 44.4 100.0
Usa 16.5 6.6 2.3 1.2 4.5 31.2 13.1 55.8 100.0
EU12 4.8 1.8 0.8 0.7 1.8 10.0 4.6 60.6 24.8 100.0  
 
Secondly, the Asian choice of linking their currencies to the US economy has far-reaching 
implications for Europe, too. Given that the dollar-euro exchange rate is highly volatile, 
Asian currencies move with the dollar against the euro. Exchange rates between Asia and 
Europe are therefore less predictable than they are with respect to the dollar. This 
heightened uncertainty deters trade and investment between Europe and Asia and isolates 
the two continents. Table 2 shows that the importance of the United States as an export 
markets exceeds that of the Euro Area by more than 25%. By contrast, imports are more 
balanced, in part reflecting the different quality of European exports to Asia.  

                                          
11 European Commission, 2008. Quarterly Report on the Euro Area, Volume 7.1 (Focus – Economic and monetary 
integration in East Asia: Are there lessons to be learned from the European experience?)  
12 “The central idea of my "East Asian Community" initiative is based upon reconciliation and cooperation in 
Europe. In my initiative, I propose that countries sharing a common vision promote cooperation in various fields. 
This would be based on the principle of "open regional cooperation." Through this, our region would develop a 
multi-layered network of functional communities. I attach the greatest importance to the promotion of concrete 
cooperation in a broad range of areas such as trade, investment, finance and education.” Address by Yukio 
Hatoyama, Prime Minister of Japan: Japan's New Commitment to Asia - Toward the Realization of an East Asian 
Community . 15 November 2009, Singapore;  
http://www.kantei.go.jp/foreign/hatoyama/statement/200911/15singapore_e.html 
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Thus, the American current account deficit mirrors the strong net exports from Asia. The 
relative stability within the dollar zone privileges trans-pacific relations. The symbiotic 
relation between Asia and America, which we observed above, is ultimately determined by 
the exchange rate regime.  
 
These two tendencies, namely regional integration in East Asia and the exclusion of Europe, 
make a correction of global imbalances difficult as long as the dollar remains the privileged 
reference currency for Asia. Asia needs to generate current account surpluses to keep high 
profits and accelerated capital accumulation going. If the dollar remains the reference 
currency, the United States will continue to buy cheap goods from Asia. Yet, if the 
American external balance is to return to equilibrium, the USA will be forced to generate 
trade surpluses with Europe and the rest of the world and this is only possible, if the dollar 
depreciates considerably against the euro. Such development would be a disaster for the 
Euro Area, and for its export-oriented member states like Germany. The world is therefore 
caught in a dilemma. If the “old world” in the West imposes an appreciation on China, the 
“new world” in Asia would lose momentum and could disintegrate. However, if the present 
system does not change, imbalances will continue and Europe could disintegrate under the 
pressure of global adjustment. We will now consider an alternative solution. 

OPPORTUNITIES FOR MONETARY COOPERATION 
BETWEEN EUROPE AND ASIA 

China bashing 
Fuzzy thinking has led European policy makers to follow Americans in pressuring China to 
revalue. In November 2009, President Obama went to China and asked for a revaluation of 
the Chinese currency. President Hu Jingtao refused. Two weeks later, the European trio 
Barroso, Junker, Trichet went to Bejing with the same request and got the same response. 
It is, however, likely that Chinese authorities will make some moderate concessions later 
this year. A slight appreciation would serve them diplomatically, and it could also moderate 
inflationary pressures, which have recently emerged in the Chinese economy. However, 
such adjustments will remain modest without changing the fundamental logic, which has 
driven the global economy for the last two decades.  
 
A common view among Europeans and Americans is that China manipulates its currency to 
gain unfair trade advantages, and this is why European authorities have joined Americans 
in pressuring China into the appreciation of the yuan. Such request may help Americans, 
but it makes no sense for Europeans to echo such demands. The complaints about China’s 
exchange rate regime are nothing but a latent form of protectionism: firms denounce unfair 
competition, because they wish to keep cheap imports out of the European market; trade 
unions lament the loss of jobs in certain sectors, but rarely talk about the potential for job 
creation in others. They seem to ignore that cheap consumer imports increase the 
purchasing power of wages. This is not to say that unfair trade practices are justifiable. 
Insisting on strict social standards is part of Europe’s leadership in the global economy. It 
would also push emerging economies to improve their own standards of living. Yet, unless 
Europeans (and Americans) understand that Chinese authorities have good reasons for 
keeping their exchange rates fixed at competitive levels and deal with it intelligently, the 
dialogue with China will go nowhere and global imbalances will persist. Asia is the EU’s 
most important growth market and sustained and rapid economic growth in China serves 
Europe’s interest. A reform of the international exchange regime must respect China’s 
strategic objectives as well as those of Europe, Japan and the United States. 
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A different strategy is needed. A win-win strategy! Americans must switch demand from 
foreign to domestic production in order to reduce unemployment after the crisis, lower their 
current account deficit and restore trust and confidence in America's leadership. From a 
Chinese point of view, the continued generation of export surpluses is the foundation for 
their catching up process to higher living standards and it will take several decades until 
this will change.13 For Europeans, it is crucial that the global adjustment will not take place 
at their expense. These are the objectives. They assign a role to exchange rate policies.  

A Euro-Asian cooperation proposal 
In the benign macroeconomic environment of the euro’s first decade, European policy 
makers have concentrated on their domestic agenda: price stability, fiscal consolidation, 
structural reforms. National governments have been more concerned with protecting 
narrow domestic advantages than with improving opportunities for the European economy 
as a whole. The Lisbon Treaty offers now a new perspective. It explicitly calls for policies 
that “encourage the integration of all countries into the world economy” (art. 21), an aim 
one should keep in mind when dealing with Asia. It will be the task of the President of the 
European Council and the High Representative for Foreign Affairs in the European 
Commission to translate this objective into a coherent strategy that takes into account the 
euro as the second world reserve currency. Here is a five point plan of what they could do. 
 
1. The first objective must be to rebalance the symbiotic relation between the United 

States and Asia. While Asia is to remain a net exporter for years to come, America 
cannot remain the consumer of last resort in the world. Hence, the European Union 
must take up some, but not all, of the global demand for products from Asia. The same 
is true for Japan, which has persistently absorbed less than it has produced at home. 
With this in mind, the three main players could agree on a target for each of their 
economies to run a current account deficit of 1% of GDP. This would reduce absorption 
from the USA relative to 2009 by USD 226bn, but improve demand from the Euro Area 
by USD 40bn and from Japan by USD 147bn. The overall impact for the rest of the word 
would be negative and the major burden of adjustment would be on Japan. A fairer deal 
would therefore set a deficit of 1.5 % for the Euro Area. These targets would 
redistribute the American deficit, but they would hardly generate additional demand for 
Asian products. This must come from growth in the three advanced industrial 
economies and from the rest of the world. 

 
2. The redistribution of current account deficits requires a change in relative prices, i.e. in 

exchange rates, and also domestic policies that stimulate demand in Europe and Japan. 
The dollar has to depreciate relative to Asian currencies; the euro and yen need to 
appreciate. However, as we have discussed, exchange rate stability, i.e. low volatility, 
can support the redirection of trade and investment by reducing uncertainty. Such 
growth-supporting framework is especially warranted, if Europe is to accept an 
appreciation relative to Asian currencies. Several options may be considered. First, East 
Asian countries may simply re-peg from the dollar to the euro. This would generate 
monetary stability between Asia and Europe and give the US economy the necessary 
flexibility to adjust its current account deficit. However, if the Japanese yen remained 
freely floating, this measure could disturb investment flows between East Asia and 
Japan and affect growth negatively. Therefore, Japan must be part of the new monetary 
arrangement. A second option consists in pegging East Asian currencies, including the 
Chinese yuan, to a basket that contains large portions of Japanese yen and euros. 
Simultaneously the Bank of Japan and the European Central Bank would establish close 
cooperation with the purpose of minimizing volatility between their two currencies.  

 
13 To be precise: given today’s per capita income of USD 6200 in China and USD 28 800 in the EU, and assuming 
China grows at an average rate of 7% and the European Union at 2.5%, it will take 35 years until per capita 
income in the two countries will be equal. 
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This stabilizes the conditions for Japanese FDI into East Asia and the trade relations 
with Europe. The Japanese and European economy together represent a viable and 
attractive alternative to the symbiotic relation with the USA. 

 
3. Monetary authorities in East Asian countries will gradually increase reserve holdings in 

euro and yen. Although there is no logical link between pegging and reserve holdings 
(Obstfeld and Rogoff, 2009), liquidity requirements for market interventions might 
increase demand for the anchor currencies. To see this, imagine a speculative attack 
against a country that has pegged against the euro, but keeps foreign exchange 
reserves in dollars. If the dollar is weak at that moment, the mobilization of reserves to 
defend the euro-peg would be more costly. Prudent reserve management therefore 
requires keeping reserves in the pegged currency. Over time, this could lead to a more 
balanced system of reserve currencies that offers diversification benefits at the world 
scale. No doubt, diversification tendencies are already at work in reserve management, 
with the role of the US dollar diminishing, but neither the euro nor the yen have 
increased their shares (see Figure 7). On the other hand, an increased role for their 
currencies in international reserve management would deepen bond markets in the Euro 
Area and in Japan and structurally lower long term interest rates. This could stimulate 
economic growth in the anchor countries and this is especially useful when the currency 
appreciation might dampen export demand. 

Figure 7 
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4. Strategic pegging to a basket should not be confused with the choice of the best 
reserve currency. No doubt, the dominance of the US dollar as the internationally 
accepted reserve asset has contributed to the financial crisis, because excess liquidity in 
the United States has swamped the rest of the world.14 The Triffin Dilemma has 
described the contradiction between a reserve currency country’s national interests and 
international obligations. For this reason, Keynes had proposed at Bretton Woods the 
creation of an international or supra-sovereign reserve asset. The political balance of 
power at the time did not allow the realisation of this plan, but its intellectual soundness 
remains. After the financial crisis, times may become more favourable for a reform of 
the global reserve regime. However, there is no point of swapping the Triffin Dilemma 
from the dollar to the euro. The way ahead must be an international reserve currency. 
The euro-yen basket could contribute to this development. In this context, the idea of 
the Chinese central bank governor Zhou Xiaohuan (2009) is of interest. He has 
suggested actively promoting the use of the SDR in international trade, commodities 
pricing, investment and corporate book-keeping. This could be useful for more balanced 
reserve management. Nevertheless, using SDRs today as the reference for exchange 
pegging is not recommendable. The composition of SDRs, even if expanded as proposed 
by Zhou, would not allow the competitive exchange rate strategy, which has been the 
basis of China’s success.15 However, as the catch-up growth process advances in China 
and Asia, the basket could be gradually broadened to include other currencies, until it 
will effectively coincide with a reformed version of SDRs. 

 
5. Finally, monetary cooperation between Europe and Asia must find an institutional 

foundation. Organizing monetary cooperation with Asia goes beyond purely bilateral or 
regional relations. The strategic interests of Europe, Asia, America and the rest of the 
world are also affected. These policy decisions must therefore be debated in the G20. 
However, this is a large and already fairly bureaucratic institution, where practical 
decision-making is tedious – witness financial regulation. One could therefore imagine a 
lead group of Euro Area, Japan, China and USA, a G4 within the G20, that would 
assume a pilot function for working out details of the reform. On the other hand, the 
practical and more bilateral issues for monetary cooperation between Europe and East 
Asia, including China and Japan, find an appropriate forum in ASEM (the Asia-Europe 
Meeting). Coordination between Asian central banks and the ECB would also have to be 
strengthened. 

Who’s interest is it, anyhow? 
The reform proposal advanced in this paper may appear to benefit exclusively Asia that will 
speed ahead with accelerated growth, while Europe is lagging behind, afraid of its own 
weaknesses, “disloyal” competition, and “social dumping”. Such conclusion would be 
misleading.  
 
First of all, exports depend not only on the relative prices, but also on demand from 
importing economies. Table 3 shows the results of estimating the elasticities of imports 
from Europe into China as a function of relative prices and Chinese growth; it also 
measures trade in the opposite direction. These estimates indicate that trade with China 
responds significantly more strongly to changes in economic growth than to changes in the 
nominal exchange rate. A 10% increase in China’s growth rate (approximately equivalent 
to a 1 percentage point increase in GDP) would raise bilateral exports by 28.8%, while a 
10% appreciation of the euro against the yuan lowers exports by 6.7%. 

 
14 A similar liquidity spill by the United States in the 1969s contributed to the collapse of the Bretton Woods 
system and the “Great Inflation”. Because of the increased elasticity of labour supply, excess liquidity caused the 
asset inflation in the 2000s, and not consumer price inflation. 
15 For the underlying theoretical argument why basket pegs are suboptimal compared to straight pegs to large 
currencies, see Collignon, 1999.  
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The effect of domestic demand in the Euro Area on imports from China is even stronger. 
Hence, if Europe and the United States pressured China to change the exchange regime in 
ways that affect economic growth in China negatively, Europe would suffer more than it 
would gain. It is in the European interest to create jobs at home by supporting China and 
Asia to pursue their dynamic growth. 
 
Table 3 
Import and Export Elasticities for China and Europe

Coeff t-Stat Coeff t-Stat
c 0.079 1.476 0.061 0.693
trend -0.001 -0.500 -0.005 -4.202
GDP growth E 6.604 12.172
GDP growth China 2.885 2.381
Yuan/euro 0.649 5.683 -0.676 -5.380

R-squared 0.800 0.514
Adjusted R-squared 0.774 0.455
S.E. of regression 0.077 0.088
Sum squared resid 0.228 0.316
Log likelihood 53.327 50.868

Imports Exports

 
 
Secondly, the industrial tissue will change across the world in any case, and this 
development is welfare augmenting at the global scale if managed properly. For decades 
Europeans have claimed that they wish poorer countries to develop; they must not turn 
against those who are successful, now that it is happening. Nevertheless, the distribution of 
welfare gains matter. Europeans, too, will benefit from more efficiently allocated resources, 
and wage earners would see their purchasing power improved. This is, however, no 
consolidation for those who are losing their jobs. Supporting Asia’s development is 
politically only defendable, if it would generate more and better jobs sufficient to 
compensate for previous job losses. Yet, this exactly what our reform proposal aims to 
achieve. Job creation depends on economic growth.16 The question is, whether a moderate 
appreciation in the euro’s real exchange would on balance destroy more jobs than 
economic growth from trade with Asia could generate. Any alternative exchange rate 
regime, whether it leaves the present system unchanged, or appreciates the yuan, or 
moves to a free floating exchange rate, is likely to harm Europe more, either by excessive 
euro strength or by a slow-down of growth in Asia. The social and political consequences 
for Europe could be dramatic. Unless Europe engages in a positive and respectful dialogue 
with emerging Asia and Japan, economic and political tensions in the world will increase. It 
is therefore in Europe’s interest to play a cooperative game with China, Japan, East Asia 
and the United States. This is also in the best tradition of Jean Monnet’s ideals for the 
European Union. 

                                          
16 New jobs are created when GDP growth exceeds the increases of labour productivity. See Collignon, 2003. 
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Abstract 
 
Global imbalances played an important role in setting the stage for the 
financial crisis by depressing real interest rates and supporting the 
search for yield. Central banks did not trigger this phenomenon but 
accommodated it. Monetary policy is not well suited to deal with current 
account imbalances and the resulting capital flows and asset price 
developments. Greater importance should therefore be attached to fiscal 
policy. While international cooperation is desirable, it is unlikely to 
achieve much whenever there is a conflict with important domestic policy 
issues. Nevertheless, the agreements reached at the G-20 Pittsburgh 
summit provide hope that cooperation will be improved.  
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INTRODUCTION 
In the run-up to the present financial crisis, the issue of the causes and consequences of 
increasingly large current account imbalances received considerable attention both by 
international organisations (e.g. IMF 2002, 2005a, 2005b) and economic policy makers 
(e.g. Bernanke 2005, 2007).  While the debate at that time was intense, following the 
onset of the financial crisis the issue of global imbalances – large and sustained current 
account imbalances – was pushed to sidelines in light of more pressing concerns. 
 
That was unfortunate: there are good reasons to believe that global imbalances played an 
important role in setting the stage for the crisis.17 Consequently, in guarding against the 
development of financial instability and in strengthening the international monetary 
system, it is important to reassess the role they played and to determine what policy 
measures can be used to prevent them from occurring again. There is a wide range of such 
measures available: they can be national or international and can involve fiscal, monetary 
policy and structural policies. 
 
This note proceeds as follows: In Section 2 we first review recent current account 
developments and their role in setting the stage for the current financial crisis. Section 3 
discusses how monetary policy should react to large capital flows. In Section 4 we turn to 
the question whether current account imbalances warrant changes in the international 
monetary system and Section 5 discusses briefly the G-20 Pittsburgh statement. Section 6 
concludes.    

GLOBAL IMBALANCES 

Recent current account developments  
It is natural to start by reviewing the developments in global current account balances in 
recent years. Figure 1 shows current accounts, as a fraction of world GDP, for a set of 
countries from 1996 to 2008 and IMF forecasts for 2009-10. The US current account 
deficits rose gradually from 1996 onwards, and peaked at 1.65% of world GDP in 2005, 
before contracting in 2006-08. These deficits are forecasted to decline further in 2009-10. 
Large deficits were also run by the “Other current account deficit countries.” The latter 
group consists of countries in Eastern Europe, and Portugal, Ireland, Greece and Spain, and 
the United Kingdom.  
 
Offsetting these deficits were the large surpluses run by Germany and Japan, and by China 
and a group of other Asian emerging market countries.18 Furthermore, considerable current 
account surpluses were also experienced by oil-exporting countries.  
 
Of course, current account balances reflect saving-investment decisions of firms and 
households, and of the government sector’s decision to finance current spending by taxes 
or borrowing. Imbalances are thus the consequence of choices of a large group of economic 
agents, both at home and abroad since the global current account deficit must sum to zero 
(disregarding measurement issues). There is no reason to believe that it is desirable for all 
countries to have the current account in equilibrium. In turn, this implies that it is not 
possible to say with any certainty what their appropriate level is. However, their main 
determinants are well known. 
 
Income expectations are particularly important: rapid economic growth is likely to lead to 
current account deficits as the economy spends against future income.  

 
17 See also Obstfeld and Rogoff (2009). 
18 This group contains Hong Kong SAR, Indonesia, Korea, Malaysia, Philippines, Singapore, Taiwan Province of 
China, and Thailand. 
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One would therefore expect to see deficits in many transition economies, which we do, and 
surpluses in Germany and Japan, which are growing slowly for structural reasons (e.g. 
aging populations) and because of the lack of structural reform.  
 

Figure 1 
Current account surpluses as fraction of world GDP 
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Notes: Further the country groupings are explained in the text. The source is IMF, World 
Economic Outlook, Fall 2009. The data points for 2009-10 are IMF forecasts. 
 
 
What is more surprising from this perspective is that China and a number of Asian 
emerging market economies are running large surpluses. Several factors are likely to play a 
role.  
 
Most obviously, following the Asian Financial Crisis in 1997-98, which followed a large asset 
price boom that was characterised by a massive build up of the capital stock, investment 
naturally fell, leading to a large saving-investment imbalance and a current account surplus 
(see Figure 2). 
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Figure 2 
Saving and investment as a fraction of GDP 

 

 

 
Source: Moëc and Frey (2006). 
 
Additional factors that supported this shift were the need to rebuild foreign exchange 
reserves after the crisis; the desire to avoid a recurrence by accumulating large foreign 
exchange reserves; an unwillingness in some countries to experience real exchange rate 
appreciation because of the consequences that would have on the income distribution; and 
the lack of social safety nets, which became evident in the crisis and encouraged private 
saving. This suggests that current account imbalances have many causes and reflect a 
range of current and past economic policies. 

Current account balances and the crisis 
What role did global imbalances play in the global financial crisis that started in 2007? It is 
now generally recognized that many factors helped trigger the bubble that preceded the 
crisis. Severe incentive problems were plainly important. For instance, subprime lenders 
had little reason to conduct proper credit risk analysis in light of the fact that the loans 
would be securitized. Similarly, remuneration schemes in the financial sector encouraged 
short-term risk taking and herding. Furthermore, the fact that rating agencies sold advice 
to issuers about how to structure financial products so as to ensure a high rating was 
indicative of severe conflicts of interest in this important part of the financial system.  
 
The crisis has also revealed weaknesses in the regulation and supervision of financial 
institutions. For instance, subprime mortgage originators were apparently not regulated. 
Furthermore, the existence in some countries of multiple regulatory agencies generated 
opportunities for regulatory arbitrage or for gaming the system. Apparently, AIG was an 
unregulated business entity that exploited the strength of its insurance affiliates that were 
large, regulated entities in good standing.   
 
But while micro economic factors were of crucial importance, macro economic 
developments also played a role. In particular, the great moderation – the decline in the 
volatility of economic activity and inflation and the resulting increase in the predictability of 
monetary policy – misled investors to believe that financial markets had become less risky.  
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Together with the decline in expected returns, best captured by the fall in long real interest 
rates (as discussed below), this triggered a search for yield which took several forms. Most 
obviously, investors borrowed against their portfolios to increase leverage in order to raise 
returns. Furthermore, they proved willing buyers of a range of new, highly complex and 
poorly understood structured financial products that promised higher returns at, as was 
thought at the time, little extra risk, as evidenced by the fact that they frequently were 
triple-A rated.  
 
What factors led to the decline in real interest rates? Some observers have argued that 
expansionary monetary policy depressed real interest rates and in this way stimulated the 
search for yield. But central banks typically conduct monetary policy by setting or 
influencing very short-term nominal interest rates. It is difficult to see how changes in 
these interest rates could have impacted on the yields on long, indexed bonds. Indeed, 
macroeconomic theory suggests that in the long run the real and nominal side of the 
economy are approximately independent, so that changes in inflation, exchange rates and 
nominal interest rates have no impact on economic activity, employment, real interest 
rates and other real variables.  
 
Figure 3 contains plots of long real and short nominal interest rates, as measures of 
monetary policy, in the UK and the US before the crisis erupted.  
 

Figure 3 
Short, nominal (policy controlled) interest rates and long real, indexed yields 
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Notes: Data from the Federal Reserve and the Bank of England. 
 
The figure shows that monetary policy indeed turned highly expansionary in the US in 2001 
and, but less so, in the UK. However, monetary policy was tightened from 2003-04 
onwards, that is, several years before the crisis erupted. Despite these variations in 
monetary policy, long real interest rates fell by about half between the late 1990s and 
2007, from around to 4% to around 2%. This disconnect between the two interest rates 
suggest that monetary policy was probably not responsible for depressing real interest 
rates. 
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The second possible explanation for the decline in real interest rates emphasises shifts in 
savings-investment balances across the world. This is where global imbalances come into 
play. Figure 2 shows movements in saving and investment as a fraction of GDP in emerging 
Asia. Investment exceeded saving during the boom period before the onset of the Asian 
financial crisis in 1997, which triggered a sharp reversal of this situation. By contrast, in oil 
producing countries there was a sharp increase in saving following the rise in oil prices from 
2003 onwards. This increase in saving relative to investment tended to dampen the 
demand for goods globally. Taken together, these developments required real interest rates 
across the world to fall to support demand.  
 
In turn, the resulting fall in real interest rates had two effects on the economy. First, it 
reduced investors’ expectations of future returns and thus provided them with incentives to 
search for yield, that is, increase leverage and to buy riskier, but higher-yielding assets, 
including securities backed by sub-prime mortgages. Secondly, since the demand for 
housing is particularly interest rate sensitive, the decline in long real interest rates across 
the world led to a global increase in housing prices.  
 
Overall, the large current account surpluses and deficits before the crisis were symptoms of 
broader imbalances in the global economy. These played an important role in setting the 
stage for the crisis by depressing real and therefore nominal interest rates, and setting the 
stage for the search for yield that led to wide-spread fragility in the financial system. 
 

THE ROLE OF MONETARY POLICY 
How should monetary policy respond to large current account imbalances or, equivalently, 
large capital flows? The traditional pre-crisis view of such flows did not consider the 
possibility that they could impact on real interest rates but rather focussed on the risks 
they raised in emerging market economies where the financial system, regulation and 
supervision are weak. Under these circumstances large short-term inflows in foreign 
currency could be transformed by the banking system into longer-term lending in domestic 
currency, leading to both currency and maturity mismatches. Moreover, large inflows could 
lead to a deterioration of lending standards as banks expand lending, as evidenced by the 
US subprime crisis. A sudden stop or, worse, sudden reversal of the inflows then provides 
fertile ground for a financial crisis to erupt.  
 
As a consequence of the crisis, it is now widely recognised that such financial sector 
weaknesses are also present in advanced economies. Large current account imbalances and 
capital inflows are therefore increasingly seen as an important issue for all economies. But 
how should the authorities react in response to large inflows? In particular, can monetary 
policy be used to counteract them and the credit and asset price booms that they can 
trigger?  
 
One way for central banks to respond is to do nothing and let the exchange rate appreciate. 
But that might trigger additional inflows as domestic asset prices rise in foreign currency. 
Furthermore, it would trigger a costly reallocation of resources from the traded to the non-
traded goods sector. Moreover, if the inflow is temporary, the process will be reversed and 
new costs incurred.  
 
Another way for monetary policy to respond is to fix the exchange rate. In this case, 
however, the required foreign exchange market intervention by the central bank will result 
in an increase in money and credit growth, raising asset prices, expanding aggregate 
demand and fuelling inflation pressures. Of course, the central bank can sterilize the inflows 
for some while. But over time it becomes increasingly difficult and costly to do so.19   
 

 
19 The reason for this is that the yields on the securities the central bank has to offer to absorb liquidity tend to 
exceed the return it can obtain on the foreign exchange it purchases.  
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Overall, dealing with large inflows is not an easy task for monetary policy. This suggests 
that fiscal policy should play a greater role. Thus, economies with large current account 
deficits or large capital inflows should tighten fiscal policy and economies with large current 
account surpluses should adopt more stimulatory fiscal policies.  
 
To better see the relationship between current account imbalances and the present crisis, 
consider Figure 4, which shows that advanced economies that underwent large housing 
bubbles also experienced large current account deficits.20 In particular, Ireland, Greece and 
Spain (there are no data for Portugal) all saw pronounced housing booms and current 
account deficits before the crisis. One is therefore tempted to conclude that tighter fiscal 
policy in these countries would have been warranted to limit the booms. Of course, more 
expansionary fiscal policy might have been warranted in other economies experiencing 
large current account surpluses.  
 

Figure 4 
Current Accounts and House Prices in the Advanced Economies 

 

 
 
Source: Bernanke (2010). 
 
Overall, global imbalances, which played an important role in the run-up to the crisis and 
therefore cannot be disregarded, are not easily dealt with by monetary policy. Other 
economic policies, including fiscal policy, will therefore need to play a greater role. Of 
course, national monetary policy cannot play any role within the individual member 
countries of the euro area, some of which experienced large imbalances in the years before 
the crisis that now threaten economic stability. 
  

                                          
20  This figure is compatible with the analysis above: as global real interest rates declined, the demand for housing 
rose, leading to higher house prices and current account deficits.   

27 



The Future Development of Global Imbalances - Topic 1 - Monetary Dialogue March 2010 
_________________________________________________________________  
 

THE INTERNATIONAL MONETARY SYSTEM 
The main lesson for the design of the international monetary system we should draw from 
the financial crisis is that current account imbalances and capital flows can simply not be 
disregarded by policy makers. While such imbalances can be leaned against by fiscal policy 
by national governments, one country’s current account deficit is another one’s surplus. 
Thus there is unavoidably an international dimension to these issues. While in theory there 
thus ought to be gains from international policy coordination, for instance under the 
auspices of the IMF, in practice such gains have proven elusive. There are at least three 
reasons why this has been the case. 
 
First and as already noted, there is little agreement about what current account surpluses 
and deficits are appropriate. While some episodes of large current account deficits are due 
to excessively expansionary fiscal policy, deficits can arise even if fiscal policy is broadly 
balanced. Thus, fast-growing economies that expect future income to rise are likely to 
increase consumption already today, leading to a current account deficit. Furthermore, 
since the return to capital is likely to be high in such economies, corporate investment may 
be high, leading to a current account deficit now, but also to expectations of higher future 
exports and an offsetting future surplus.  
 
Similarly, in slow-growing economies that are characterised by ageing populations, 
concerns about the public pension and social welfare systems, a regulatory environment 
that impairs the functioning of labour markets and raises steady-state unemployment 
rates, saving may rise to high levels as households worry about future economic conditions, 
leading to a current account surplus.  
 
Overall, current account deficits and surpluses naturally arise as firms and households 
respond to the economic developments, leading it difficult to determine what an 
appropriate level is. In turn, this makes it difficult to agree on how economic policies should 
be coordinated internationally.  
 
Second, political realities can stand in the way of international agreement. Policy choices 
concerning levels of taxation and spending are intensely political and geared to domestic 
considerations. It may therefore be difficult to reach international agreements that impact 
on them. For instance, many believed that in the years before the onset of the current 
financial crisis the US should have raised taxes and taken measures to raise private sector 
saving. Similarly, many calls were made for China to promote more consumption demand 
and to appreciate the exchange rate, at the cost of lower exports. Neither of these policy 
suggestions was adopted. It is certainly possible that the reason was that governments 
failed to see what the international consequences of their domestic policy choices were and 
that greater cooperation could have led to more desirably outcomes. However, it seems 
also plausible that these policies were adopted and maintained because they were seen to 
be in the best national interest of these countries.  
 
Third, it is not generally possible for the IMF to compel countries to take prompt corrective 
action when current account imbalances loom large. Eichengreen (2009) notes that the IMF 
could neither have forced the US nor China to adjust policies to limit current account 
imbalances before the crisis. It is of course true that the IMF can apply conditionality in its 
lending operations. However, neither the US nor China were borrowers. Indeed, countries 
that are running current account surpluses are unlikely to ever become borrowers from the 
IMF and many countries having current account deficits face no problems financing them. 
The IMF’s ability to force policy changes is thus limited to the few economies facing a 
sufficiently serious financial crisis that forces them to borrow from the IMF.  
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Furthermore, the IMF’s ability to play a constructive role in the management of global 
imbalances is hampered by the fact that the balance of power within the institution is seen 
as grossly unrepresentative and as reflecting a by-gone era. The resulting lack of legitimacy 
means that its policy advice, even when sound, is all too frequently disregarded.  
 
To enhance the IMF’s role as an honest broker and to underpin its effectiveness and 
credibility, reform of IMF quotas is necessary. Such reform must entail substantial changes 
to bring the distribution of voting power into line with economic and financial realities.21 
Thus, these changes must increase the quotas of the major emerging market and transition 
economies, which have been growing rapidly in recent years and are likely to continue to 
do so. Following the quota adjustments in 2006 and in 2008, important steps have been 
taken but more governance changes may become necessary. In particular, it is desirable to 
raise the degree of independence of the IMF’s analysis from the board in order to promote 
a candid, even-handed, and balanced analysis of the crucial policy questions the world 
economy faces.  

THE PITTSBURGH G-20 SUMMIT 
Perhaps surprisingly given its contentious nature and the fact that important domestic 
policy objectives are at stake, the issue of global imbalances received considerable 
attention at the Pittsburgh G-20 summit and figured prominently in the final statement.22 
While the latter does not provide much detail and one may be tempted to conclude that 
little progress was made, the fact that the issue was discussed reflects a growing 
understanding by the G-20 countries that the pronounced current account imbalances in 
the last decade played an important role in setting the stage for the crisis. This is a crucial 
step forward: the recognition that a problem exists is a precondition for its solution.  
 
As noted in the appendix to the Statement, the G-20 members agreed to address the 
respective weaknesses of their economies. In particular, G-20 members with large and 
persistent external deficits pledged to adopt policies to support private savings and 
undertake fiscal consolidation while maintaining open markets and strengthening export 
sectors. Similarly, G-20 economies with similar surpluses committed to strengthening 
domestic sources of growth, which could include increasing investment, reducing financial 
markets distortions, boosting productivity in service sectors, improving social safety nets, 
and lifting constraints on demand growth.  
 
Furthermore, the summit adopted a “framework” for multilateral surveillance of 
macroeconomic policies, with the aim of making national policies consistent with balanced 
growth and including regular consultations on commonly agreed policies and objectives. 
The IMF was asked to assist in this process, building on its existing surveillance analysis, 
and to report to the G-20. 
 
It is of course difficult to know how committed individual G-20 countries are to these 
objectives – which are best interpreted as aspirations – and it seems unrealistic to expect 
large policy changes, in particular in situations in which they would conflict with domestic 
policy objectives. Nevertheless, the final statement does suggest that the long overlooked 
role of global imbalances is finally getting more attention.  
 
 
  
 

 
21 See Cooper and Truman (2007) for a discussion of reforms to the IMF quota formula. 
22 The end statement of the Pittsburgh summit (G-20 2009) is not a marvel in government communication and it 
is easy to conclude that little was achieved. Angeloni (2009), on which this section draws heavily, provides a lucid 
analysis of the agreements made.  
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CONCLUSIONS 
 
The main conclusions in this note are four. 
 
First, global imbalances played a key role in setting the stage for the current financial crisis. 
While many observers at the time felt that such imbalances could be easily financed and 
that they did not raise financial stability risks, it is now clear that that was not true. 
Henceforth, much greater attention must be placed on understanding the causes and 
consequences of large payments imbalances and policy measures must be taken to ensure 
that they are not too sizable or long lasting. Furthermore, measures that strengthen the 
financial system and increase its ability to intermediate large capital inflows should be 
contemplated.  
 
Second, such imbalances are difficult to handle with monetary policy (and within the EMU it 
is impossible to do so). Greater weight must therefore be placed on fiscal and other 
policies. Economies with large current deficits should contemplate restricting demand by 
tightening fiscal policy or by adopting measures that raise saving. Economies with large 
current account surpluses should do the opposite. Particular attention should be paid to 
economies in which current account imbalances largely reflect private sector saving-
investment imbalances since these may reflect weaknesses in the financial sector or in the 
social welfare system.  
 
Third, since current account imbalances arise from developments both in the domestic and 
foreign economies, global cooperation can be important and may facilitate the rebalancing 
of the world economy. However, to date such cooperation has not been effective and we 
should not have too high hopes for the future. One way to strengthen cooperation is to 
move forward with reforms of the IMF to enhance its credibility. 
 
Fourth, the Pittsburgh summit led to potentially important agreements about how to reduce 
the likelihood of future episodes of large imbalances. Those agreements must now be 
matched by deeds. 
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3) GLOBAL IMBALANCES AND THE FINANCIAL CRISIS  
 

by Anne Sibert 
Birbeck, University of London and CEPR 

 
 
 
 
 

Abstract 
 
In this paper, I consider the relationship between factors that caused the 
global imbalances of 1997 – 2006 and the current financial crisis. I ask 
what should and can be done to dampen global imbalances in the future. 
I consider the importance of the G-20 Pittsburgh summit in addressing 
the issue of global imbalances. 
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EXECUTIVE SUMMARY 

 Between 1997 and 2007 advanced economies ran large and growing current account 
deficits while developing economies ran large and growing current account 
surpluses. These imbalances were primarily due to low and falling saving-to-GDP 
ratios in the United States and large and rising saving-to-GDP ratios in China and 
the Middle East. 

 Low and falling saving-to-GDP ratios in the United States were primarily, but not 
entirely, due to the distortions that caused high saving-to-GDP ratios in the 
developing world. Increased savings in the developing world led to higher equity 
prices in the United States until 2000 and lower real interest rates after that. Both 
higher equity prices and lower real interest rates lowered saving and helped fuel a 
housing boom in the United States. 

 Monetary policy can lower the real interest rate in the short run, but cannot 
systematically affect real interest rates in the long run. Thus, monetary policy 
cannot be blamed for the rise in house prices in the United States. If there was a 
bubble component in the price rise, monetary policy was not the appropriate tool to 
deal with the problem. 

 Capital flowed into the United States because the United States was a relatively 
attractive place to invest and because of the dollar’s status as the world’s premier 
reserve currency. 

 The rise in US house prices helped cause the financial crisis by leading to financial 
firms’ securitisation of mortgages. Securitisation removed financial firms’ incentives 
to screen and monitor their borrowers. US households became more leveraged and 
began to default when the housing boom finally ended. High degrees of leverage in 
the financial sector magnified the effect of changes in the prices of asset-backed 
securities on the balance sheets of financial firms. 

 Factors leading to global imbalances were not the sole cause of the financial crisis. 
In the United States, regulators were lax in permitting unbridled securitisation. 
Especially in Europe, regulators were irresponsible to allow financial firms to become 
so leveraged. In the United States, lawmakers were culpable for permitting a 
patchwork institution-based regulatory system. Successive US presidents and the 
US Congress were to blame for misguided policies aimed at increasing home 
ownership. 

 Global imbalances are only bad if they are caused by distortions. In this case, fiscal 
and institutional changes should be used to correct them. In the United States, it 
would be desirable to phase out tax breaks to home owners in the form of mortgage 
interest deductions. 

 The G-20 summit in Pittsburgh was of symbolic importance in that representatives 
from the developing world were included. The meeting was too large to be efficient, 
however. 
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INTRODUCTION 
The timing of the large current account imbalances – beginning on the heels of the Asian 
crisis of 1997 and peaking just before the emergence of the current financial crisis in 
August 2007 – raises a question. Are global imbalances related to financial crises? That is, 
does the same set of underlying fundamentals cause both phenomenon, or are they the 
product of unrelated causes? In this note, I consider the role of the factors that led to 
global imbalances in causing the present crisis. 

THE NATURE OF IMBALANCES PRIOR TO THE FINANCIAL 
CRISIS 
In this section I discuss how the current account imbalances that arose after the Asian 
crisis and persisted until the outbreak of the current financial crisis were primarily due to 
saving imbalances. High and growing saving-to-GDP ratios in developing countries, 
particularly China and the Middle East were the counterpart of a low and declining saving-
to-GDP ratio in the United States. 

Current Accounts Prior to the Crisis 
After a period of relative stability, the US current account deficit, shown in Figure 1 below, 
rose fairly steadily after 1997, reaching a peak in 2005 and 2006 at  

 
Figure 1 US and EU Current Account Deficits  
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Source: IMF, World Economic Outlook Database, 2009.  
an amount that was equal to about six percent of US GDP – probably the highest current-
account-deficit-to-GDP ratios in US history.  In contrast, the path of the EU area-wide 
current account deficit, also show in Figure 1, has been relatively stable over the past 
quarter century.23 
 
Because of the size of the US deficits, the path of the aggregate current account balance 
for the advanced economies as a whole followed a pattern that was similar to that of the 
United States. Figure 2, below, depicts the contribution of the component areas to the 
advanced countries’ current account deficit in 2006.  

                                          
23 Individual countries, however, have run surpluses or deficits that are large relative to their GDP. 
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The huge US deficit and the smaller UK deficit more than offset the sizable surpluses of 
Japan and the other advanced economies (that is, those not in the G7 or euro area) and 
the relatively small surpluses of the euro area and Canada. The main contributors to the 
surpluses of the other advanced economies were those of the newly industrialised Asian 
economies. 

 
Figure 2 2006 Advanced Country Current Account Balances 
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 Source: IMF, World Economic Outlook Database, 2009. 
While the advanced economies were, as a whole, running current account deficits, the 
developing world ran current surpluses. As seen in Figure 3, below, the main counterparts 
of the US current account deficits were current account surpluses in developing Asian 
countries and the Middle East. In developing Asian countries, the aggregate current account 
became positive in 1997 and rose rapidly until 2007. Most of the large surpluses were due 
to China, with small contributions from Indonesia, Malaysia and Thailand. In the Middle 
East, the aggregate current account surplus began rising rapidly in 2003 and remained high 
until 2009. 
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Figure 3 Developing Country Current Account Surpluses 
(US $ billions) 
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Source: IMF, World Economic Outlook Database, 2009. 

Current account imbalances were saving imbalances 
Before proceeding with a discussion of the origins of the imbalances, it is useful to consider 
exactly what the current account measures. The current account is defined as the sum of 
net sales by home residents of goods and services to the rest of the world; net investment 
and wage income received by home residents from the rest of the world; net current 
transfers from the rest of the world to home residents. More usefully, however, it is related 
to the national income accounts by the national accounting identity:  

 
Income = Private and public consumption + Private and public investment 
 
 + The current account. 
 

Subtracting consumption from both sides, substituting in that saving equals income minus 
consumption and rearranging terms yields:  
 
 The current account = Public and private saving – Investment. 
Figure 4, below, shows US saving and investment between 1997 and 2007. As seen, 
investment was fairly stable over the period, hovering at about 20 percent of US GDP. 
Saving, however, declined markedly, falling from about 19 percent of GDP in 1998 to about 
14-1/2 percent in 2007. As seen in Figure 5, below, by 2007 saving in the United States, as 
a share of GDP, was the lowest of the G7 countries. 
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Figure 4 US Saving and Investment 
(percentage of GDP) 

 

0

5

10

15

20

25

1997 1998 1999 2000 2001 2001 2003 2004 2005 2006 2007

saving investment

 
Source: IMF, World Economic Outlook Database, 2009. 
 

Figure 5 Saving in G7 Countries in 2007 
(percentage of GDP) 
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Source: IMF, World Economic Outlook Database, 2009. 

Figure 6, below, shows saving and investment in China; Figure 7 depicts savings and 
investment in the Middle East. Compared with the data in Figure 5, it is seen that saving in 
China, as a share of GDP has been extraordinarily high. In the Middle Eastern countries 
saving has been high and rising, while investment has remained relatively stable. 
 
Figures 1 - 7 suggest that the global imbalances prior to the current crisis were primarily 
due to saving imbalances.  In particular, they were mainly due to a US saving-to-GDP ratio 
that was low, both historically and relative to that in other G7 countries, and high saving-
to-GDP ratios in China and the Middle Eastern countries. 
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Figure 6 Saving and Investment in China 
(Percentage of GDP) 
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Source: IMF, Public Information Notice (PIN) No. 09/87, July 22, 2009 

Figure 7 Saving and Investment in the Middle East 
(Percentage of GDP) 
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WHY DID THE SAVING IMBALANCES OCCUR AND HOW ARE 
THEY RELATED TO THE CRISIS? 
A number of theories have been advances to explain the size of the imbalances and their 
relationship to the financial crisis. A particularly appealing one is the saving glut hypothesis, 
primarily associated with Bernanke (2005). 

The saving glut hypothesis 
According to the saving glut hypothesis, global saving imbalances are largely – although 
not entirely – due to factors outside of the United States. Two such factors are the 
following. First, distortions in the Chinese economy kept saving artificially high in China. 
Second, there was a sharp rise in oil prices between the end of 1998 and August 2007: the 
price of the benchmark West Texas Intermediate crude oil rose from under $11 per barrel 
in December 1998 to over $70 per barrel in August 2007.24 This price rise increased the 
revenues of Middle Eastern countries. They saved a large fraction of this windfall gain as 
they had a limited absorptive capacity which prevented a sizable boost in their domestic 
investment.  

How factors that caused the saving glut lowered saving in the US? 
How did policies and other fundamental factors that led to burgeoning saving rates in 
China, the Middle East and elsewhere result in decreased saving in the United States and a 
fall in the US current account? Bernanke (2005) offers a theory.  

The Saving Glut was Associated with a Rise in US House Prices  

Up until 2000, increased foreign saving increased the demand for US financial assets and 
US equity prices rose and the dollar appreciated. The rise in equity prices increased 
perceived wealth in the United States and saving declined. Viewing the current account as 
saving less investment, this explains the fall in the US current account. Thinking of the 
current account as net exports of goods and services, the rise in the value of the dollar 
made US goods more expensive relative to foreign goods and net exports declined, 
decreasing the current account.  
 
After the demise of the dot com boom in March 2000, the world demand for investment 
declined and equating world saving to world investment required a drop in the world real 
interest rate.25 The decline in the real interest rate had two effects on US households. First, 
saving became less attractive to consumption, tending to cause saving to drop. Second, to 
the extent that the United States is a net debtor country, lower real interest rates increased 
wealth. This also tended to cause consumption to rise and saving to fall. As real interest 
rates fell, US house prices rose.26  

 
24 At Cushing, Oklahoma. Data from US Energy Administration Information. 
25 Obstfeld and Rogoff (2009) dispute the theory that an increase in global saving alone led to a lower real interest 
rate, noting that, according to the IMF, global saving fell between 2000 and 2002. However, an outward shift of 
the saving demand schedule and an inward shift of the investment demand schedule will lower the real interest 
rate and can cause a fall in equilibrium saving. 
26 Suppose that there is no uncertainty and ignore transactions costs, taxes and depreciation. Then the price of a 
house is the value of the discounted stream of future rental payments that it could generate. As the interest rate 
falls, this value rises. 
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House prices grew by seven to eight percent per year in 1998 to 1999, by nine to 11 
percent per year in 2000 to 2003 and by 15 – 17 percent in 2004 and 2005.27 Housing 
wealth is collateralisable and with readily available cash-out refinancing and home equity 
lines of credit in the United States, liquidity constrained households were able to further 
increase their consumption and saving was further dampened. 
 
Different levels of indebtedness caused the fall in interest rates to have varying effects on 
consumption and saving in different countries. Structural differences such as the 
development of financial markets and constraints on borrowing caused the relationship 
between the real interest rate and house prices to also vary across countries. It is 
interesting to note that the United Kingdom, Ireland and Spain, all of which experienced 
housing booms, also ran current account deficits. 

Monetary Policy in the United States 

Obstfeld and Rogoff (2009) and others have argued that the reason for the rise in US house 
prices was not solely or primarily a saving glut in developing countries, but excessively lax 
monetary policy after 2001. In a discussion of recent research, Bernanke (2010) concludes 
that there is little empirical support for this proposition. This is not surprising. In the short 
run, nominal rigidities imply that monetary policy can affect the price of houses relative to 
other prices. This is because, due to nominal rigidities, the central bank’s choice of a short-
term nominal interest rate affects the real interest rate in the short run. Such an effect is 
temporary, however. In the long run the central bank cannot systematically affect real 
variables, including the real interest rate.  
 
Another view is that the rise in US house prices was not a result of fundamentals, but was a 
bubble based on self-fulfilling expectations. Some have argued that, if this was the case, 
monetary policy should have been used to pop the bubble. As a theoretical proposition, 
bubbles seem unappealing: why would all market participants coordinate their expectations 
on one particular path of rising prices? For advocates of this view, empirical evidence would 
be inherently hard to come by. If the researcher cannot justify the path of prices on the 
basis of the fundamentals it might just be that the researcher’s proposed model is 
incorrect. Were monetary policy makers to somehow be able to confirm that some price 
path is a bubble, monetary policy does not appear to be the appropriate tool to deal with 
the problem. If a bubble is a deviation from the price path implied by the fundamentals, 
why would a small change in the fundamentals eradicate the bubble? Appropriate 
supervision and regulation is a more effective approach. 

 
27 Bernanke (2010) 
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Why did capital flow into the US and not into Europe? 
If the saving glut hypothesis is correct, it is interesting to ask why capital flowed into the 
United States and not into the EU. A prominent reason may have been the relative 
attractiveness of investment in the two areas. 

The United States was a More Attractive Place to Invest 

During the period 1997 – 2006, relatively rigid labour and product markets, more poorly 
functioning credit markets, higher costs of starting and closing businesses and more 
restrictions on land use and business hours may have made the EU a less attractive place 
to invest than the United States.  According to the World Bank’s Ease of Doing Business 
Index, the United States ranked third in the world, while Germany was 35th and Spain was 
39th. Italy was in 82nd position, far behind Kazakhstan (63rd), and Greece ranked an 
astonishing 109th.28 This is seen in Table 1, below. 
 

Table 1. Ease of Doing Business Index, 2007 
United States 3 
United Kingdom 6 
Ireland 10 
Finland 14 
Belgium 20 
Germany 21 
Netherlands 22 
Austria 30 
France 35 
Spain 39 
Portugal 40 
Italy 82 
Greece 109 

 
Source: World Bank, Doing Business 2007: How to Reform, Report Overview, 2006. 

 
The relatively business-friendly environment of the United States has been especially 
important over the last two decades. When technological innovations in semiconductor 
manufacturing led to the information and communications technology (ICT) revolution, the 
relatively unregulated product markets and flexible labour markets in the United States 
enabled a rapid restructuring of the economy to make the best use of ICT in other 
industries.29  

 

                                          
28 The United Kingdom, ranked 6th, was also the recipient of significant capital inflows. 
29 See, for example, van Ark (2006). 
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The US Dollar is the World’s Premier Reserve Currency 
A significant fraction of capital inflows in the United States are believed to be official 
holdings. Between 1999 and Aug 2007, Chinese foreign exchange reserves increased from 
about $160 hundred million to $1.4 trillion.30 Other Asian countries also increased their 
reserve holdings following the Asian crisis. Most of these increases were probably in dollars: 
the dollar is the world’s premier reserve currency; it is estimated that about two-thirds of 
the world’s reserves are in dollars.31 Along with high productivity in the United States, 
relative to the rest of the world, the dollar is a convenient currency for central banks to 
hold. One reason is the size of US financial markets. At the end of 2005, the outstanding 
stock of US government securities was $4.2 trillion, compared with $4.7 trillion for the euro 
area. But, unlike the euro area, US government securities are all of high quality (rated AAA 
by Fitch). Moreover, the markets for US government securities are more liquid and have 
greater depth than those in the euro area.32  

The Twin Deficits Hypothesis 
Another suggested reason for the US current account deficit is that it is caused by the US 
government budget deficit. By subtracting taxes from both sides of the national accounting 
identity we have that 
 
 Disposable income = Private consumption + Private investment + 
  
  The government budget deficit + The current account 
 
This implies that 

 
The current account = The government budget deficit + The  
 

private financial deficit. 
 
Adherents of this twin deficits hypothesis note that if the government budget deficit were to 
go up, and the private financial deficit were to remain unchanged, a fall in the current 
account would maintain equilibrium. This theory seems particularly ill-suited to the period 
under discussion as the US government budget was in surplus between 1996 and 2000 and 
Germany and Japan have run government budget deficits and their current accounts have 
been in surplus.  

How was the crisis related to the fall in the real interest rate? 
Lower real interest rates helped fuel a housing boom in the United States and this, along 
with regulatory failures and poor economic policies, led to the current financial crisis. 

Securitisation 
Once upon a time, bankers (and other lenders) who made loans to a house purchaser, or 
other borrower, retained the default risk. Hence, they had an incentive to collect 
information on the borrowers and to monitor their subsequent behaviour. Banks did not like 
holding illiquid assets, however. The innovation of securitisation gave bankers the 
opportunity to sell their mortgages, passing off the risk and obtaining new liquidity with 
which to make additional loans. Banks no longer had much of an incentive to screen or 
oversee their borrowers; they made riskier types of loans to less credit-worthy borrowers. 
 

 
30 The People’s Bank of China. 
31 See BIS (2007). China does not divulge the currency composition of its reserves. 
32 See Galati and Wooldridge (2006). 
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When the banks sold their mortgages, it was to off-balance-sheet special-purpose vehicles 
(SPVs). These SPVs combined the mortgages with other assets and issued tranched 
securities backed by the entire pool. These securities were then purchased by other SPVs 
that combined them with various assets in the next level of securitisation. By the time a 
conduit of a German Landesbank sold some tranche of a security backed by mortgages, 
sliced and diced and bundled and rebundled with credit card receivables, automobile loans 
and other assets, to a London hedge fund, neither borrower nor seller had much of a clue 
about the nature of the underlying assets.  Nor did they appear to be overly concerned. As 
long as US house prices would continue to rise, all would be well. 
 
Innovations in mortgage financing and falling lending standards that accompanied and 
helped promote the rise in US house prices allowed US households to become increasingly 
leveraged. When the housing boom finally ended in mid 2006, home owners began to 
default on their mortgages, eroding the value of mortgage-backed securities. High degrees 
of leverage in the financial sector magnified the effect of changes in asset prices on the 
balance sheets of financial institutions and the financial crisis began. 

The Search for Yield 
Paulson (2008) has advanced a complimentary reason why the fall in real interest rates 
helped fuel the crisis: low interest rates led to excessive risk taking and a global search for 
return. Presumably, this is because bankers and employees of other financial firms have an 
asymmetric loss function which causes them to search for investments that have the 
possibility of high upside returns.33  

Factors causing the global saving glut are not the only causes of the 
crisis 
The fundamental factors that led to the global saving glut played a role in causing the 
current financial crisis. However, regulatory failures and poor economic policies played a 
role as well. 
 
In the United States, regulators were lax in permitting unbridled securitisation.34 Originally 
seen as a way of pooling risk, it caused financial institutions to make riskier loans. Around 
the world, but especially in Europe, regulators were to blame for allowing financial 
institutions to become as leveraged as they were. Lawmakers in the United States were 
culpable for allowing a patchwork institution-based regulatory system to prevail. 
 
Successive US presidents, in partnership with the US congress, played a key role in the 
crisis through their misguided policies aimed at increasing home ownership. The federal 
government-sponsored enterprises Freddie Mac and Fannie Mae pioneered the practice of 
securitising mortgages. Banks and other lenders were permitted, and sometimes even 
actively encouraged, to make increasingly exotic and risky types of loans to increasingly 
risky borrowers. 

 

 
33 A related reason for greater risk taking is that a long period of good monetary policy lowered volatility in 
financial markets, triggering a search for investments with risky returns. 
 
34 They should have forced the originators of loans to keep some part of the equity tranche of a security backed by 
those loans. 
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WHAT CAN BE DONE TO MITIGATE GLOBAL IMBALANCES 
IN THE FUTURE? 

What is the role of monetary And fiscal policy in the propogation of 
global imbalances? 
How did monetary and fiscal policy contribute to the emergence of the global imbalances 
and how might they be better used in the future? Two points are important. First, current 
account imbalances are not necessarily bad: this will be discussed further in the next 
subsection. Second, current account imbalances are a real phenomenon and monetary 
policy cannot systematically affect real variables. This suggests that before trying to 
dampen global imbalances, policy makers ought to identify distortions that might be 
responsible for them. If distortions are found, fiscal measures or institutional changes 
should be used to correct or offset them. 
 
As discussed, in the years prior to the current financial crisis, distortions led to saving in 
China being too high and demand for investment in Europe being to low. They also 
contributed to saving in the United States being too low. The United States has long 
promoted home ownership and this has led to residential investment in the United States 
being too high and saving too low. It has also reduced labour mobility, intensifying the 
effect of regional downturns. An obvious fiscal policy that the United States might take is to 
eliminate incentives for home ownership. In particular, the United States ought to phase 
out its reverse Robin Hood policy of offering tax breaks to home owners in the form of 
mortgage interest deductions.35 

Can surveillance of large imbalances be improved? Should it be? 

The Contraction of Global Imbalances is Temporary 

Global imbalances have shrunk dramatically as global trade collapsed after the financial 
crisis. However, Baldwin and Taglioni (2009) argue that they are likely to return when 
global demand picks up. As mentioned, global imbalances are not necessarily undesirable. 
Households want to smooth their consumption across states of nature and over time and 
current and financial account imbalances are ways to accomplish this. Countries 
experiencing temporary bad shocks should run deficits; countries experiencing temporary 
good shocks should run surpluses. Countries in an early stage of development should 
borrow from countries in a later stage of development. The past imbalances, however, were 
caused by distortions and were clearly undesirable; the developing world should not be, 
year after year, lending to advanced economies. While factors that resulted in global 
imbalances did not, on their own, cause the global financial crisis, a re-emergence of the 
previous imbalances would be disturbing. Any solution must involve advanced economies 
cooperating with developing countries, especially China and those in the Middle East.  

 

 
35 See Buiter (2010). 
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The G-20 Summit in Pittsburgh 
The G-20 was formally established at the G7 Finance Ministers' meeting on 26 September 
1999 and includes Argentina, Australia, Brazil, Canada, China, France, Germany, India, 
Indonesia, Italy, Japan, Mexico, Russia, Saudi Arabia, South Africa, South Korea, Turkey, 
the United Kingdom, the United States and the European Union. The G-20 Summit was 
created as a response to the financial crisis and has met at the head of government level 
three times: the first time at the initiative of President Bush in Washington in November 
2008, the second under the chairmanship of Prime Minister Brown in London in April 2009 
and the third time in Pittsburgh in September 2009. The Pittsburgh meeting was attended 
by representatives from the G-20 countries, as well as the Netherlands and Spain and 
officials from the New Partnership for Africa's Development, the Association of Southeast 
Asian Nations, the European Commission, the European Council, the United Nations, the 
World Bank, the International Monetary Fund, the World Trade Organisation and the 
Financial Stability Forum.  
 
The summit in Pittsburgh produced a pledge to expand developing countries’ influence in 
the IMF and the usual hand wringing over bankers’ compensation.  While short on concrete 
proposals for addressing global imbalances, the G-20 summits are of symbolic importance 
in that they include members from developing countries as well as those from advanced 
nations. As a practical matter, however, it is hard to see how 31 people, stuffed into a 
room together, are going to have a serious discussion. Like many international meetings, 
the summits are just too big. The Dutch and Spanish gate crashers should have stayed 
home; of the international organizations, only the IMF should have had a representative; 
efficiency would have been improved if Argentina, Australia, Canada, Indonesia, South 
Africa and Turkey had been excluded and if Europe had been represented by the EU alone. 
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4) GLOBAL IMBALANCES AND THE FINANCIAL CRISIS  
 

by Karl Whelan 
University College Dublin 

 
 
 
 
 

Abstract 
 
Did global imbalances cause the financial crisis? A number of influential 
figures have argued that inflows of foreign capital into the US due to the 
current account deficit helped to trigger the crisis. This paper argues that 
the evidence for this position is weak. The capital inflows into the US 
associated with the current account deficit were also not the key factor 
driving foreign purchases of US toxic assets. The so-called global savings 
glut was not as significant a pattern as is often presented. 
Macroeconomic policies that reduced global imbalances could have been 
adopted but these would probably not have prevented the crisis. Global 
policy efforts to prevent a recurrence of the financial crisis need to focus 
on improved banking regulation. Reducing global imbalances should be 
of secondary importance. 
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WERE GLOBAL IMBALANCES THE REAL CULPRIT? 
Now that the intense disruptions associated with the global financial crisis appear to have 
largely passed, there has been a lot of analysis in international policy and academic circles 
of the period that lead up to the crisis, as people try to understand its root causes. The 
failure of financial regulatory frameworks has been the most common point for discussion 
and these failures are already being addressed around the world: The G20 have outlined an 
ambitious agenda for new global standards for banking regulation and many governments 
around the world are reassessing their approaches to dealing with financial crises. 
 
Beyond the issues relating to financial regulation, however, a number of high profile 
academics and policy figures have also suggested that we need to look for other, perhaps 
deeper, underlying factors that led to the financial crisis and a number of them have 
suggested that the global imbalances that prevailed in the years prior to the crisis were a 
key contributing factor.  
 
To give a few examples, ECB Executive Board member, Lorenzo Bini-Smaghi (2008) 
suggested not long after the onset of the most serious stage of the crisis that the financial 
crisis and global imbalances were “two sides of the same coin”. Mark Carney, Governor of 
the Bank of Canada, believes that “Current account imbalances across major economic 
areas were integral to the build-up of vulnerabilities in many asset markets.” In an 
extensive November 2009 paper, Maurice Obstfeld and Kenneth Rogoff argued that global 
imbalances and the financial crisis were “intimately connected.” Perhaps most strongly, 
Richard Portes (2009), President of the Centre for Economic Policy Research, has stated 
that “global macroeconomic imbalances are the underlying cause of the crisis.”   
 
If these arguments are correct, then the fact that these global imbalances have not gone 
away should be a major source of concern for global economic policy leaders. While the US 
trade deficit has declined since the onset of the recession and surpluses from oil-exporting 
countries have fallen substantially, this US trade gap remains large and the sources of its 
funding have not changed too much. Does this mean that global policy makers need to 
focus on exchange rate and aggregate demand policies to reduce these imbalances if we 
are to avoid another crisis? 
 
In my opinion (put somewhat reluctantly in view of the eminence of some of the figures in 
favour of this position) the evidence does not justify this conclusion. While there were 
certainly some common factors driving both asset prices and current account 
developments, a review of the years prior to the crisis does not suggest that 
macroeconomic policies aimed at reducing global imbalances would have prevented the 
crisis. 
 
The rest of the paper focuses on three issues. First, I discuss whether the financial flows 
associated with global imbalances played an important role in the financial crisis that 
stemmed from toxic US securities. Second, I turn to the question of whether 
macroeconomic policies aimed at reducing global imbalances would have prevented the 
global financial crisis. Third, I discuss arguments for greater international policy co-
ordination on macroeconomic policies.  A concluding section argues that while greater 
global macroeconomic co-ordination is desirable, better global financial regulation is going 
to be the key area to focus on if we want to prevent future financial crises of the type just 
experienced. 
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NET VERSUS GROSS FINANCIAL FLOWS 

Net Financial Flows 
When thinking about the linkages between global imbalances and the recent financial crisis, 
I think it is worth distinguishing here between correlation and causation. There is little 
doubt that some of the factors that led to the global financial crisis also exacerbated 
existing global imbalances. In particular, loose financial regulation allowing easier credit 
standards for mortgage borrowing was certainly a factor in sustaining the rise in house 
prices in the US and other countries with housing bubbles, and the increased spending 
triggered by these bubbles contributed to current account deficits. But this is a correlation. 
The causal factor runs from poor financial regulation to both global imbalances and the 
financial crisis. 
 
What about causal links in the other direction, running from global imbalances to the 
financial crisis? To give an example, Portes (2009) argues that global imbalances “brought 
low interest rates, the search for yield, and an excessive volume of financial intermediation, 
which the system could not handle responsibly.” Advocates of this position emphasise the 
fact that US current account deficits were financed with inflows of foreign money that 
ended up being allocated poorly. For instance, Obstfeld and Rogoff (2009) noted that 
“Foreign banks’ appetite for assets that turned out to be toxic provided one ready source of 
external funding for the U.S. deficit.” 
 
This focus on inflows of foreign capital into the US as a source of the financial crisis is a 
natural one. The US current account deficit in the years prior to the crisis grew to 
historically unprecedented levels, peaking at $800 billion dollars (six percent of GDP) in 
2006 (see Figure 1). One might imagine that the financing of this very large deficit was the 
major factor underlying capital inflows into the US during the pre-crisis period. Indeed, 
Portes (2009) argued that global imbalances “contributed strongly to a sharp rise in the 
volume of financial transactions.”  

Gross Financial Flows 
Despite the apparent plausibility of the story in which financial flows associated with the US 
current account deficit fuelled the financial crisis, I believe there are a number of problems 
with this explanation. In particular, a closer examination shows that the current account 
deficit did not play a dominant role in determining financial inflows into the US during the 
pre-crisis period.  
 
To understand why this is the case, it is necessary to distinguish between net and gross 
financial flows. Financial flows involving reallocation of assets across countries can occur in 
the absence any current account deficits. For instance, French citizens may purchase $10 
billion in US government bonds while US corporations invest $10 billion in foreign direct 
investment in French companies. These may be large gross flows but they cancel out when 
calculating the bilateral capital account between the US and France.  Alternatively, a 
bilateral current account deficit of $10 billion may occur because trade flows lead to French 
citizens purchasing $30 billion in US bonds and US citizens investing $20 billion in foreign 
direct investment in French firms. 
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Figure 1: The US Current Account Deficit 

 

 

 

 

 

Figure 2: Gross and Net External Assets of the United States 
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As has been widely documented, most importantly in the work of Lane and Milesi-Ferretti 
(2007), the period since the mid-1990s has seen a rapid acceleration of financial 
globalisation. The loosening of financial restrictions has allowed people around the world to 
broaden their portfolios of assets beyond those available domestically and this has seen a 
huge increase in financial flows.  
 
For the United States during the pre-crisis period, the gross flows associated with financial 
globalisation were considerably larger than the net changes associated with current account 
deficits. The period from 2002-2007 saw US external liabilities rise from 83% of GDP to 
147% of GDP. However, only about one-third of this could be accounted for by the 
accumulated trade deficits which required US citizens to increase their indebtedness to the 
rest of the world. The rest was accounted for by financial globalisation. So, over the same 
period, US external assets also rose from 63% of GDP in 2002 to 131% of GDP in 2007. 
Figure 2 illustrates these trends using data from Lane and Milesi-Ferretti’s External Wealth 
of Nations dataset. 
 
These figures show that even if the US was not running a trade deficit at all during the 
1990s, there would have been plenty of foreign funds coming into the US financial markets.  
 
It is perhaps instructive to also consider two specific examples that help to explain why 
there was, at best, a weak connection between the US current account deficit and the 
financial crisis.  
 
Europe: Obstfeld and Rogoff (2009) discuss the purchase of toxic US mortgage-backed 
securities (MBS) by foreign banks. Obstfeld and Rogoff describe these purchases as “a 
ready source of external funding for the U.S. deficit.”  However, as the opening months of 
the financial crisis showed, European banks played a major role in this process, with many 
of them getting into serious financial trouble when the toxic nature of the sub-prime MBS 
became clear.  This was a major mechanism for transmitting US problems into a full-scale 
European financial crisis.  
 
However, during this period, the EU had a relatively even trade balance with the United 
States.  Even in a world in which the US was running an even trade balance with the rest of 
the world as well as Europe, it is likely that the European banks that purchased US 
mortgage-backed securities would have continued to do so. 
 
China: In contrast to the European example, the years leading up to the crisis saw the US 
running ever bigger current account bilateral deficits with China. By 2007, this bilateral 
deficit had reached about $300 billion, which was roughly two percent of US GDP. This very 
large bilateral deficit could, in theory, have been financed by Chinese purchases of the toxic 
securities that triggered the financial crisis. In reality, however, the Chinese purchased 
large amounts of US Treasury debt. 
 
To summarise, while it is certainly the case that the period prior to the crisis was associated 
with large net capital inflows into the United States, there is little evidence that this had a 
causal effect in relation to the financial crisis. The net capital inflows associated with the 
deficit were small relative to total capital inflows and the largest single source of this deficit 
(trade with China) did not lead to foreign funds being invested in risky toxic assets. 
 

ALTERNATIVE MACROECONOMIC POLICIES 
The previous arguments suggest that the foreign capital inflows associated with the US 
current account deficit should not, on their own, be assigned an important role as a 
determining factor in the financial crisis. Obstfeld and Rogoff’s recent paper, however, 
focuses less on the fact of financial flows into the US and more on the idea that the 
macroeconomic policies that lead to the global imbalances also lead to the financial crisis. 
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This is a complex argument. Global imbalances are a pattern in which some countries are 
spending more than they are producing while other countries are doing the opposite. The 
explanations for these patterns thus relate to a whole range of factors: They are a function 
of macroeconomic policies in both the deficit and the surplus countries as well as structural 
factors such as demographics, the extent of social safety nets and the reliability of financial 
markets. So, in practice, there were many different types of policy actions that could have 
reduced the size of global imbalances and it would be very difficult to figure out in each 
case whether these actions would have also reduced the risk of financial crisis.   
 
Here, I will restrict discussion to two examples of counterfactual macroeconomic policies 
that are often discussed: That US policy should have encouraged higher private savings 
and that Asian countries should encouraged lower savings. On balance, I think there is 
limited evidence to suggest that these measures would have prevented the financial crisis. 

Higher US Savings 
It is common now to suggest that the US should have adopted policies to promote higher 
private saving during the period prior to the financial crisis to damp down aggregate 
demand. This, it is argued, would have damped the rise in house prices, lead to less 
spending on foreign goods and thus lower capital inflows into the United States. For 
instance, Bini-Smaghi (2008) argued that “if the US had adopted measures to improve net 
savings, in particular by households, as suggested, the housing bubble would have been 
more limited and its bursting less dramatic.” 
 
On balance, I don’t find these arguments very convincing. The rise in US house prices had 
very little to do with macroeconomic fundamentals such as strong growth in GDP. During 
the peak years of the “Bush boom”, 2004-2006, economic growth averaged a modest three 
percent per year. A reduction in this pace of growth towards a slightly more modest pace 
may not have had much effect on the dynamics underlying house prices. 
 
In addition, when thinking about the counterfactual in which US households saved more 
during the mid to late 2000s, one has to consider where those savings would have been put 
to use. US households have easy access to many different types of investment vehicles. For 
example, many households have access to their checking account online and can easily 
make transfers from this account to equity funds, money market mutual funds or more 
exotic instruments.  
 
If the US had adopted policies to encourage private savings, it is likely that much of this 
additional savings would have been channelled towards some of the toxic vehicles that 
helped to fund the housing bubble. Indeed, one could possibly argue that every dollar spent 
by US households on Chinese imports—subsequently re-cycled to purchase US Treasury 
bonds—would had contributed less to the financial crisis than a dollar saved. 
 

Asia and the Global Savings Glut 
A more common focus in discussions of how macroeconomic policies lead to the financial 
crisis is the so-called “global savings glut” first discussed by Ben Bernanke in a famous 
2005 speech. After the Asian financial crisis of the late 1990s, many of the affected 
countries adopted policies to encourage savings and used the subsequent current account 
surpluses to build up large stocks of foreign exchange reserves that could be used as a 
buffer against capital outflows in any future crisis. 
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The green line in Figure 3 shows how the savings rates of emerging markets grew steadily 
during the decade leading up to the financial crisis. The red line in the figure also shows 
how the savings rate of Middle Eastern countries rose over this period, particularly during 
the later years, reflecting high oil prices.36 
 
However, despite the significant attention paid to these developments, the global savings 
“glut” was, at most, a relatively modest phenomenon. The countries that engaged in these 
increased savings levels accounted for a relatively small fraction of GDP and much of this 
increase was offset by lower savings rates in advanced countries. Overall, according to the 
IMF, the global savings rate rose from 20.7 percent in 2002 to 24.5 percent in 2007. From 
the black line in the chart below, one can see that this did not correspond to the violent and 
destabilising upward swing in global savings that it has commonly been described as. 
 

Figure 3: Savings Rates from Around the World 

 

 
 
 

                                          
36 The data in Figure 3 come from IMF’s World Economic Outlook Database. The composition of the country 
groupings can be found at http://www.imf.org/external/pubs/ft/weo/2009/01/weodata/groups.htm 
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Of course, the reallocation of savings around the world undoubtedly had impacts upon 
specific financial markets around the world. For example, the big increase in foreign official 
purchases of longer-term US Treasury bonds (mostly from Asia) most likely contributed to 
keeping down yields on these benchmark instruments.37  And this, in turn, would have 
contributed to keeping US mortgage rates low and thus helping to fuel the housing bubble.  
 
My reading of the evidence, however, is that the effect of official purchases on longer-term 
Treasury yields was probably quite modest. On balance, then, I think it is unlikely that 
lower savings rates in developing countries would have prevented the global financial crisis.  
 
Furthermore, even if Asian purchases of Treasury bonds had an effect on long-term interest 
rates, it was still well within the power of the US Federal Reserve to counteract such effects 
via its control over short term rates. This, of course, brings up the question of whether US 
monetary policy was too accommodative in the period prior to the crisis. The answer to this 
question is undoubtedly yes. However, this is because the easy credit conditions generated 
by monetary policy contributed to the housing bubble and not because of inflows of foreign 
capital.  
 

 
37 See Warnock and Warnock (2009). 
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THE FUTURE FOR POLICY CO-ORDINATION 
The G20 Pittsburgh communiqué from September of last year contained a number of 
references to global imbalances. With many influential voices blaming global imbalances for 
the financial crisis, there will be calls for greater co-ordination of macroeconomic policies to 
reduce imbalances. 
 
Much of the commentary on the potential problems associated with global imbalances will 
undoubtedly focus on the continued risk of a “dollar crisis”, a scenario that many had 
focused on prior to 2007. According to this scenario, foreign investors will, at some point, 
cease to want to accumulate further US assets and with a decline in the dollar required to 
facilitate a decline in the current account deficit, there could be a sort of “sudden stop” in 
which the dollar drops sharply and interest rates on US debt instruments need to rise 
rapidly to compensate for the exchange rate depreciation. Potentially, this scenario could 
lead to a US-lead global recession.38 
 
The dollar crisis scenario is something that could still come to pass. However, it seems less 
likely as of now. Firstly, as Figure 1 shows, there already has been something of a sudden 
stop in the US current account deficit, though this has been as a consequence of the crisis 
rather than as a cause. A sharp decline in imports outpacing an also sharp decline in 
exports has lead to the current account deficit’s share of GDP almost halving in size from its 
peak in 2006. On the capital account side, there has been a dramatic reduction in private 
purchases of US agency and corporate bonds, though foreign purchases of Treasury debt 
have been maintained.39 
 
Secondly, we have learned something from the recent crisis about the behaviour of 
international capital markets during a global crisis. The mechanism emphasised in the 
dollar crisis story failed to materialise. Investors flocked towards US Treasuries, interest 
rates on these bonds fell and the dollar appreciated. This may cast doubt on whether the 
“dollar crisis” mechanism can ever operate in the context of a full scale global recession.40 
 
Finally, it can still be argued that the US is still coping very well with the burden of its 
accumulated foreign debts. Figure 4 shows net foreign investment income for the US. In 
other words, it shows income from US foreign investments minus payouts to the rest of the 
world on US assets. This series remains positive, reflecting higher returns on US foreign 
investments than foreigners have obtained on their US assets.  
 
 

 
38 See for instance Roubini and Setser (2004) and Krugman (2007). 
39 See Warnock (2009). 
40 Caballero (2009) provides a critical discussion of Obstfeld and Rogoff’s focus on the role of global imbalances in 
generating the financial crisis. 

55 



The Future Development of Global Imbalances - Topic 1 - Monetary Dialogue March 2010 
_________________________________________________________________  
 

Figure 4: Net US Foreign Investment Income 
 

 
 
 
These comments are not intended to be critical of the G20’s efforts at greater 
macroeconomic co-ordination. In particular, the G20 process should be used to encourage 
China to let its exchange rate depreciate and also to take steps to reduce its savings rate. 
The latter can be achieved for instance by modernising its financial markets (so consumers 
don’t have to save in advance to purchase consumer durables) or improving its social 
safety net (to reduce precautionary savings.) These steps would have a positive effect on 
the global economy over the next few years and, just as importantly, would improve the 
welfare of the Chinese people.  
 
These measures are worth taking not because they would reduce global imbalances but 
because they will be good for the world economy in the coming years. By the same 
argument, I don’t recommend a quick withdrawal of fiscal and monetary stimulus in the US 
simply because it could help reduce global imbalances. With potential output likely to be 
damaged by the crisis and banks going into a cautious and conservative mode, the world 
economy is facing the prospect of a number of years of slow growth. Co-ordination at G20 
level should be focused on ensuring that the withdrawal of stimulus is gradual and does not 
harm the global recovery. 
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CONCLUSIONS: FOCUS ON BANKING REGULATION 
To conclude, I think it would be a mistake to assign a very important role to global 
imbalances when looking for villains to blame for the financial crisis. The large gross capital 
flows associated with financial globalisation certainly played a role in the transmission of 
the crisis around the world but it is too late to put that particular genie back in the bottle, 
nor is it clear that we would want to do so. However, the net flows associated with current 
account deficits played a minor role in determining the crisis and it is unclear that a 
reversal of many of the macroeconomic policies that caused the global imbalances would 
have prevented the sub-prime meltdown and its consequences. 
 
In relation to future global macroeconomic policy, there are strong arguments for policy to 
lean harder against asset price booms that may be unsustainable bubbles. There is also 
room for improved global policy co-ordination and this co-ordination may lead to reduced 
global imbalances. However, these policy changes are worth taking for the improvements 
they will bring to global economic performance rather than because they will reduce the 
likelihood of future financial crisis of the type just experienced. 
 
Policy in relation to crisis prevention must go straight to the source of the problems. Rather 
than blaming a global savings glut or a “search for yield”, it is worth focusing on the 
regulatory failures that allowed the series of incentive problems associated with the 
infamous toxic sub-prime securities: The absence of due diligence in checking 
documentation associated with the originate-to-distribute model of securitisation, the 
failings of the ratings agencies, the reliance on inadequate risk models, and the failure of a 
regulatory approach that placed too much emphasis on risk-weighted capital as the 
measure of the health of financial institutions. 
 
Preventing a repeat of the crisis requires a series of improvements in global banking 
regulations. Capital and liquidity levels need to raised; restrictions should be brought in to 
prevent the wholesale mixing of “utility” and “casino” banking; restrictions on profit-related 
bonuses for bankers should be put in place; and credible solutions need to be found to deal 
with the problem of banks that are “too big to fail.”  This is a daunting agenda for global 
economic policy makers over the next few years. Reducing global imbalances should be a 
secondary concern. 
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Abstract 
 
Although the crisis was not triggered by a sudden capital outflow from 
current account deficit countries, such as the US, the deep roots of 
global imbalances and the crisis coincide to a large extent. Global 
imbalances relating to unhealthy developments should be mitigated in 
the future and the underlying distortions should be addressed. Reform of 
the international monetary system should aim at providing better 
insurance mechanisms for emerging economies. The G20 could be useful 
in initiating such reforms and also regulatory changes in the financial 
systems. Beyond these improvements, it remains to be seen what G20 
will deliver and there are grounds for doubts. Nevertheless the EU should 
fully play its role in promoting balanced global growth. 
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EXECUTIVE SUMMARY 
This note aims to answer three questions: 
 
1. What was the effective role of imbalances in emergence of the crisis as well as 
the crisis itself? 
 
We share the statement that “At the core of the crisis lay an interplay between macro-
imbalances which had grown rapidly in the last ten years, and financial market 
developments and innovations” (Turner Review, Financial Services Authority, 2009). In 
addition to microeconomic roots related to failures of regulation, broader permissive 
factors, including the global macroeconomic environment, were conducive to financial 
imprudence that has led to the crisis. At the very least global imbalances are symptoms 
that emerged from the same set of macroeconomic causes than the crisis.   
 
2. What changes in the international monetary system might mitigate global 
imbalances in the future? 
 
Reform of the international monetary system can only treat some of the motives that have 
led to global imbalances. Some of the motives behind global imbalances cannot be tackled 
by reforming the international monetary system: this is the case for ‘saving for the next 
generation’ in resource rich countries and for savings arising from an aging population, 
inadequate social safety nets, weak domestic demand or political motives. Among 
international monetary and financial reforms that can help reduce imbalances, some look 
achievable, while other may not be within reach: agreeing on better multilateral insurance 
mechanisms that can be used in the event of a crisis (e.g. swap lines, credit lines, reserve 
pooling, etc.) is easier than designing an institutional mechanism to limit exchange rate 
undervaluation. So international monetary reform can only be a partial solution. But this 
should be no reason not to engage in it.  
 
3. How can the surveillance of large imbalances be improved, how can the 
response be coordinated on an international basis and was the G-20 Pittsburgh 
statement on the surveillance of external imbalances in September 2009 a useful 
and satisfactory step? 
 
The G20 could be useful in initiating changes in various kinds of insurance mechanisms and 
a reform of the IMF. Coordination of regulatory changes in the financial systems can 
indirectly lessen global imbalances as well. Beyond these improvements, the ‘G20 
framework for strong, sustainable and balanced growth’ is an ambitious and unprecedented 
coordination venture. It is fully justified by the state of the world economy but it remains to 
be seen what it will deliver and there are grounds for doubts. Nevertheless the EU and the 
euro area should fully play their role in it, which implies addressing potential 
inconsistencies between G20 and EU coordination processes. 
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GLOBAL IMBALANCES: MULTIPLE CAUSES 
Before answering the three specific questions that are addressed in this note it is important 
to summarize what are the key reasons behind global imbalances. Figure 1 indicates that 
there was a trend of widening global current account imbalances (the generally used 
measure of global imbalances) from about the late 1990s till the crisis.  
 
A significant correction was observed in 2009. It is unclear whether it can be expected to 
last, as projected by the IMF, or whether imbalances will rise again as global trade 
resumes.   
 

Figure 1: Global imbalances (percent of world GDP), 1990-2009 

-3

-2

-1

0

1

2

3

19
90

19
91

19
92

19
93

19
94

19
95

19
96

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

20
05

20
06

20
07

20
08

20
09

United States EUR Deficit
ROW China
OIL Emerging Asia
EUR Surplus Japan
Discrepancy

 
Source: Adopted from Figure 1 of Blanchard and Milesi-Ferretti (2010) using data from IMF World Economic 
Outlook October 2009. 
Note. The composition of country groups is as follows: 
EUR surplus: Austria, Belgium, Denmark, Finland, Germany, Luxembourg, Netherlands, Sweden, Switzerland. 
EUR deficit: Greece, Ireland, Italy, Portugal, Spain, United Kingdom, Bulgaria, Czech Republic, Estonia, Hungary, 
Latvia, Lithuania, Poland, Romania, Slovak Republic, Turkey, Ukraine. 
Emerging Asia: Hong Kong S.A.R. of China, Indonesia, Korea, Malaysia, Philippines, Singapore, Taiwan province of 
China, Thailand. 
Oil exporters: Algeria, Angola, Azerbaijan, Bahrain, Republic of Congo, Ecuador, Equatorial Guinea, Gabon, Iran, 
Kazakhstan, Kuwait, Libya, Nigeria, Norway, Oman, Qatar, Russia, Saudi Arabia, Sudan, Syria, Trinidad and 
Tobago, United Arab Emirates, Venezuela, Yemen. 
Rest of the world: remaining countries. 

Current account surpluses 
While in the first half of the 1990s Japan and some European countries accounted for the 
bulk of current account surpluses, despite the expansion of their surpluses in later years, 
their share has declined to about one-third by 2006/2008 (Figure 1). Approximately two 
thirds of the surpluses were accumulated in oil exporter countries, in China and in some 
other Asian countries in the years before the crisis. 
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In emerging and developing countries domestic savings in excess of domestic investment 
may be motivated by six41 possible reasons:42  

 Intertemporal consumption smoothing in countries benefiting from rising oil and raw 
material export revenues, especially when oil or raw material reserves are limited 
and the proceeds from their sales are used to build-up financial assets, frequently in 
the form of Sovereign Wealth Funds. This primarily applies to Middle Eastern 
countries; 

 Self-insurance against crises (i.e. demand for foreign exchange reserves) in 
countries that experienced balance-of-payment crises in the past decades and prefer 
to rely on self-insurance than to run the risk of an IMF programme. This especially 
applies to Korea and to a lesser degree to other medium-sized emerging and 
developing countries; 

 Export-led growth strategies. This primarily applies to China where the fixed or 
nearly-fixed exchange rate policy is only one element of a broader economic 
strategy. Distortions in favour of the traded-goods sector, the state-owned 
enterprises and the exporting companies are also instrumental in creating external 
surpluses; 

 Insufficient or inadequate social safety nets that result in excess household savings. 
This also applies to China, although most of the increase in the surplus can be 
ascribed to corporate saving; 

 Underdeveloped or inefficient financial markets. One aspect is related to the lack of 
proper financial instruments for savings and borrowings in order to smooth 
consumption and insure against risk. This is even coupled with low level of financial 
inclusion as a large segment of the population is several countries, including China 
and India, does not have access to the formal financial system (Prasad, 2009). 
Another aspect is the ‘asset shortage hypothesis’: residents in emerging and 
developing countries may wish to invest AAA rated securities, but as their home 
country is unable to provide a sufficient supply of such assets, they are obliged to 
invest in US or European investment vehicles (Caballero, 2009). This hypothesis was 
initially developed to account for Latin American behaviour (Mendoza, Quadrini and 
Ríos-Rull, 2008) but it has relevance for other countries also. 

 Some countries may have political motives as well, for example, to demonstrate 
their rising global power by accumulating huge reserves.  

Current account surpluses have different reasons in some major developed countries. In 
terms of contribution to global surpluses, Japan and Germany clearly stand out. These two 
countries share some similarities abut also differences: 

 Both countries have experienced decade-long near-stagnation of domestic demand. 
In Germany a loss of competitiveness after reunification initiated a long-lasting 
adjustment process. While domestic demand was week during this period, improving 
competitiveness has led to an expansion of exports. In Japan the burst of the bubble 
at the late 1980s depressed domestic demand and was followed by almost two 
decades of stagnation and deflation, despite sizeable fiscal and monetary stimuli 
throughout this time. 

 Both countries face more serious aging problems than their trading partners and 
have stringent regulations on immigration. Under such circumstances a current 
account surplus can be regarded as a way to accumulate savings for the time when 
pensioners will dominate the population. 

 
41 Cultural factors in some Asian countries are also sometimes indicated as a possible reason. However, while 
cultural factors certainly play an important role in economic decisions, it may not explain the change from more or 
less balanced current accounts to very high surpluses in relatively short periods of time in many Asian countries. 
42 Blanchard and Milesi-Ferretti (2010) discuss three phases of the build-up of global imbalances between 1996 
and 2008 and a role of different factors during these periods. 
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Current account deficits 
Figure 1 indicates that about two-thirds of global current account deficits have been 
absorbed by the US, while European deficit countries constitute about a quarter. 

Various theories have tried to explore the reasons behind the US current account deficit, 
and there are two key rationalisations:  

 A first explanation blames an exceedingly lax monetary policy, either in the US 
(Taylor, 2008) or globally (BIS, 2008). According to this view, policy rates in the 
aftermath of the 2001 recession remained too low for too long and this triggered 
both asset-price inflation, primarily but not exclusively on the US housing market43, 
and a generalized leverage boom. Financial market imperfections and regulatory 
failures have exaggerated these developments. The consequent fall in domestic 
saving and the increase in consumption have widened the trade and current account 
balance. According to it, and this triggered both asset-price inflation, primarily but 
not exclusively on the US housing market, and a generalized leverage boom;  

 “Global savings glut”, i.e. excess foreign demand for safe US assets (that can lead 
to a current account deficit under a freely floating exchange rate). According to this 
view, first put forward by Ben Bernanke (2005), net capital flows into the US 
lowered long-term interest rates, which in turn favoured leverage and excessive 
risk-taking44,45. However self-serving for the US, Bernanke’s provocative thesis 
pointed out that financial globalization and the foreign appetite for US Treasury 
bonds had to feature in the analysis. 

The difference between the two explanations is that the first highlights US policy 
developments while the second one emphasizes changes in the behaviour of current 
account surplus countries. Both are consistent with a fall in interest rates and a rise in the 
US current account deficits. 

In an integrated Europe better utilization of savings, the loss of competitiveness in some 
countries, the housing bubbles could explain rising current account deficits in the decade 
before the crisis. 

The above list of potential causes of current account surpluses and deficits suggests that 
imbalances are not ‘bad’ per se and hence the target should be the correction of distortions 
leading to imbalances. Further, as Blanchard and Milesi-Ferretti (2010) point out, many of 
the factors are interrelated. For example, rapid growth in China and other emerging market 
drove up oil and other commodity prices, thereby increasing the import bill of commodity 
importers and the revenue of exporters. Savings from oil revenues contributed to the fall in 
interest rates and thereby emergence of unsustainable booms. 

 
43 Several papers have reported statistically significant correlations between the change in housing prices and the 
change in current account balances in cross-country regressions, see, for example, European Commission (2009), 
Laibson and Mollerstrom (2010), and Obstfeld and Rogoff (2009). 
44 The ‘global savings glut’ hypothesis was challenged by Laibson and Mollerstrom (2010) as it should have caused 
a boom in global savings and investments and also an investment boom in countries that imported capital, which 
by and large have not happened. 
45 While the US dollar continues to be the dominant currency of the world, safe assets can also be produced by eg 
Germany and Japan and these two major countries have not experienced current account deficits. 
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ROLE OF IMBALANCES IN THE CRISIS 
“At the core of the crisis lay an interplay between macro-imbalances which had grown 
rapidly in the last ten years, and financial market developments and innovations”. The gist 
of this sentence, from the Turner Review (Financial Services Authority, 2009), can be found 
in many other assessments by experts and, interestingly, regulators.46 There is no 
consensus however within the economic profession on the role of global imbalances in the 
genesis of the crisis. The IMF’s chief economist, for example, is on record arguing that “the 
crisis itself was not triggered by global imbalances” (Blanchard, 2009)47.  

Trigger of the crisis 
Before the crisis there was a fear that the rising US current account deficit may correct 
suddenly and abruptly due to a capital outflow that will be accompanied by a substantial fall 
of the dollar. This has not happened and the trigger of the crisis was not a correction of 
imbalances per se. In contrast, in response to the crisis the ‘flight to quality’ has even 
increased the demand for safe assets and US treasury yields have even fallen to record 
lows and the dollar significantly appreciated, yet at the same time the US current account 
deficit was reduced substantially (Figure 1). Hence, the direct tigger of the crisis was not 
the forced correction of large imbalances by capital outflows (Caballero, 2009), but failures 
within the financial system. Global imbalances, on the other hand, could have indirectly 
caused the crisis by contributing to failures within the financial system via lowering interest 
rates, contributing to the growth of leverage, and leading to an excessive volume of 
financial intermediation as we discussed in the previous section (see also Portes, 2009)  

Crisis transmission: Gross stocks vs. net flows 
An important point to note at the outset is that whatever role global imbalances, i.e. cross-
border net savings flows, played through creating conditions for imprudent financial 
behaviour, they played virtually no role in the transmission of the crisis. A clear indication 
of this fact is that although exchange rate varied in response to crisis development, the 
shock did not originate in the foreign exchange market. Nor were exchange markets 
subject to abrupt adjustment of the type feared in the mid-2000s. Rather, gross cross-
border savings stocks - in other words the high degree of financial integration - were 
instrumental in the contagion. This is an important distinction to bear in mind, especially as 
in the years prior to the crisis net savings were flowing from emerging countries into the US 
whereas gross cross-border investment primarily involved the US and Europe (Figures 2a 
and 2b).  
 

Figure 2 - International Savings: Gross Stocks and Net Flows 
 

Gross stocks Net flows 
World Distribution of External Assets and Liabilities, 2007

US European G7 Other Europe Japan ROW

  
 

                                          
46 See for example the De Larosière (2009) report prepared at the request of the European Commission.  
47 Blanchard and Milesi-Ferretti (2010) present a careful analysis of global imbalances and discuss their 
relationship with market developments.   
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Micro and macro factors 
To clarify the discussion about the role of global imbalances it is appropriate to start from a 
broader question: whether macroeconomic factors contributed to the crisis. Certainly, its 
roots were microeconomic – from failures of regulation to inadequate incentives structures 
at financial institutions. But broader permissive factors were conducive to financial 
imprudence. With higher interest rates, housing booms, stock market valuations, and the 
rise in private debt would certainly not have reached the same levels. Almost by definition, 
macroeconomic factors therefore played a role in the boom-bust cycle, because interest 
rates affect the demand for credit:  there is necessarily an interest-rate level that would 
have prevented the boom.  

But the question then is what created this macroeconomic environment. Was it a failure of 
monetary policy? Or was rather the broader saving-investment balance at global level the 
root cause of the low interest rates? As discussed in the previous section, both explanations 
have been proposed. Both can be consistent with a rise in the US deficits in the years 
before the crisis, but the monetary one does not ascribe a particular role to them48. So 
those who blame US monetary policy for the crisis cannot at the same time put the culprit 
on global imbalances. 

To help sorting out which explanation best fits the facts Figure 3 depicts the evolution of 
policy (Fed Funds) interest rates and of 10-year Treasury interest rates from the late 1990s 
to the late 2000s. The dashed line, taken from Taylor (2009), represents the counterfactual 
Fed Funds evolution that would have been observed, had the central bank followed a 
‘Taylor rule’49: the Fed would have tightened faster after the 2001 recession, instead of 
lowering interest rates further to counter perceived deflation risks. Accordingly, short-term 
rates would have been higher between 2001 and 2005, denting the housing price boom and 
making the subsequent bust less pronounced.  

 
Figure 3: US Policy and Long-Term Interest Rates 
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Source: Taylor (2009), Federal Reserve Bank of St Louis 

 

                                          
48 First, lax monetary policy in any given country has ambiguous effects on the current account (because it 
stimulates demand but at the same time depreciates the exchange rate). Second, to the extent it results in an 
external deficit, this deficit cannot be regarded as a cause, but rather as a consequence. Third, if monetary policy 
was too lax worldwide, this cannot explain imbalances. 
49 The ‘Taylor rule’ describes the interest rate-setting behaviour of central banks as a function of inflation and the 
output gap. 
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In retrospect, the Fed should certainly have worried less about deflation risks in 2003, 
when then board member Ben Bernanke outlined a contingency plan to avoid the repetition 
of the Japanese experience, and it should have worried more about the risks of a housing 
bubble. The question, however, is whether this explanation is sufficient. There are grounds 
for doubt: 

 To start with, consumer-price inflation remained rather subdued throughout 2000-2006 
and accelerated only with the world commodity-price boom of 2007-2008. Central bank 
credibility, structural changes in the US labour market and the increase in the global 
labour force resulting from China’s participation in globalization all resulted in a 
containment of wage and price increases. A central bank dedicated to price stability 
had therefore little reason to raise interest rates aggressively enough to prick the real-
estate bubble; 

 The question, therefore, is rather whether the Fed should have raised interest rates in 
the name of financial stability. John Taylor implicitly assumes that by following a Taylor 
rule it would have killed two birds with one stone – achieving both macroeconomic and 
financial stability. But there is no theoretical or empirical motive to believe that the two 
objectives are coincident. 

Furthermore, from 2001 on, long-term interest rates remained remarkably stable at a low 
level (Figure 3) consistent with stable inflationary expectations. This stability, famously 
dubbed a ‘conundrum’ by Alan Greenspan, contrasted with previous episodes when bond 
rates responded to movement in policy rates. It suggests that structural factors contributed 
to low long term interest rates.  
 
This is where global imbalances enter into play. The starting point for analysis is the 
observation of a massive inflow of foreign savings into the US. As the US came out of the 
2001 recession, a new global saving-investment pattern emerged: what became known as 
‘global imbalances’ was the combination of an historically high, and growing US current-
account deficit of the order of 1.5% of world GDP, and corresponding surpluses in East Asia 
and later in the oil-producing countries. During this period foreign net purchases of US 
Treasury securities always represented more than 60% of net issues and for the entire 
period they amounted to 81% of total net issues.50  

The question thus becomes: why was the rest of the world so keen on investing in US 
assets?  

 The asset-shortage hypothesis is intellectually attractive, but it has however not 
been tested extensively. Furthermore, the asset-shortage hypothesis does not 
explain why the emerging countries’ investment in the US overwhelmingly came 
from central banks; 

 Both the self-insurance and the export-led growth hypotheses are consistent with 
the large share of official flows in the emerging countries’ US investments. This also 
applies to the intertemporal consumption-smoothing hypothesis, to the extent 
governments were prime actors in it.    

From a macroeconomic perspective the contribution of the inflow of foreign savings into the 
US can be assessed empirically. Warnock and Warnock (2009) have explored the impact of 
foreign capital inflows on US long-term interest rates and find that official flows alone may 
have depressed them by close to 100 basis points in 2005. So the macroeconomic impact 
of foreign saving was non-trivial51.  

 
50 Data here are taken respectively from the IMF’s World Economic Outlook and the US Flow of Funds statistics.  
51 Note, however, that this is not strictly the effect of imbalances. Had the US saved more, and Asia less, the world 
saving-investment balance would not have changed and the world real interest rate would have remained 
(roughly) constant.   
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In addition, foreign demand for safe US assets probably had a structural impact. Intuitively, 
the low level of long-term rates resulting from capital inflows led investors from the US and 
other industrialized countries to diversify away from ‘plain-vanilla’ US Treasury securities 
and look for higher-yield paper, thereby encouraging investment banks to manufacture 
securities that were granted AAA status by rating agencies but which offered a higher 
return than Treasury bonds. This contributed to explain the success of structured products 
like CDOs. The US was playing its traditional role as the ‘world venture capitalist’52, 
borrowing from risk-adverse Asian investors and investing into risky assets. However, 
these were no longer productive investments but toxic leveraged products (Caballero, 
2009).  

Stylised facts thus are at least consistent with the idea that there were common factors 
behind global imbalances and the crisis, as proposed by Obstfeld and Rogoff (2009). 
However they are also consistent with several potential explanations of global imbalances.  

 

 
52 The expression is borrowed from Pierre-Olivier Gourinchas and Hélène Rey (2007). 
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REFORM OF THE INTERNATIONAL MONETARY SYSTEM AND 
GLOBAL IMBALANCES 

Proposals for reforming the international monetary system53 have different levels of 
ambition: 

 Better insurance mechanisms for emerging countries in which the demand for 
reserves is mainly motivated by a precautionary motive; 

 Institutional mechanism to limit exchange rate undervaluation; 

 Longer-term blueprints to substitute the current system by either a system based on 
a supranational currency or a multi-currency system.  

We argue that the first one is a fruitful avenue, though not an easy one, and that the 
benefits of a successful reform should not be overestimated. We are doubtful there is much 
to hope from the second approach, though a strengthening of multilateral surveillance may 
help limit excessive exchange rate fluctuations. We consider that under current 
circumstances there no hope for a fundamental reform of the global monetary regime. 

Insurance mechanisms 
As said, a key motive of the demand for reserves is insurance against volatile capital flows 
and crises. Foreign exchange reserves can be used, in principle, to insulate a country from 
capital outflows and to avoid an eventual reliance to the IMF, which is generally regarded 
as a stigma in many emerging countries. Indeed, reserves have grown rapidly even as a 
ratio to GDP during the past decades (Figure 4). The most rapid rise can be observed in 
China, where in addition to current account surpluses (Figure 1), the financial account was 
also in a sizeable surplus in most years during the past decade.  

 
Figure 4: Foreign exchange reserves (percent of world GDP), 1990-2009 
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Note. See the composition of country groups at the note to Figure 1. 
 
Whether the level and trend of reserves are justified by the self-insurance motive is a 
matter for discussion. Clearly, reserves are excessive according to standard benchmarks 
and Jeanne (2007) suggests they are “Too Much of a Good Thing”.  

                                          
53 See Lago (2009) for a comprehensive overview of the current debate about the reform of the international 
monetary system. 
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But in a world of increased financial interdependence Obstfeld, Shambaugh and Taylor 
(2008) criticise the standard, trade based approach and they find more support for reserve 
accumulation considering broader aggregates that need to be insured. 

Irrespective whether self-insurance is the main motive or not, the experiences of countries 
with high reserves suggest some tentative conclusions about their benefits during the 
current crisis. Some of these countries, such as Russia and Korea, have tried initially to 
withstand the pressure on the exchange rate and used reserves intensively to defend the 
currency, but after a certain loss in reserves (25-40 percent), both countries gave up the 
intervention and allowed the currency to depreciate sharply. Aizenman (2010) coined this 
turnaround as “fear of losing international reserves”, which indeed has a rationale when 
there are uncertainties about the duration and length of the crisis and also an apprehension 
of a huge reserves loss may make the country more vulnerable than other countries that 
had lower reserves initially. 

Goldman Sachs (2010) also reports mixed evaluation of the cushioning impact of large 
initial reserves, as their level does not contribute to explaining the impact of the crisis on 
the economy. Reserves seemed to moderate the rise in country risk premium, to cushion 
the exchange rate fall, and also to give room to policy makers for supporting the economy. 
But Goldman Sachs (2010) also highlights that in many emerging countries the key 
cushioning factor was the strengthening of policy frameworks and macro-fundamentals 
since the crisis of the late 1990s and early 2000s, and hence reserves may have played 
only a small role in the resilience. 

Yet a conclusion that policymakers in emerging and developing countries may draw from 
the current crisis is that even more reserves are needed to insulate them better from 
volatile capital flows, which could aggravate global imbalances. 

Addressing the self-insurance motive through reforming the international monetary system 
has a reasonable hope for success. Currently, all channels of international liquidity support 
have drawbacks. 

 IMF facilities. In additional to traditional lending conditional on the implementation 
of a comprehensive program, such as the stand-by agreement (SBA), the IMF has 
introduced funding systems based on pre-qualification, such as the Flexible Credit 
Line (this has been requested by three countries: Mexico, Poland and Columbia). 
However, due to historical experiences with the IMF several countries consider any 
IMF involvement as stigma and want to avoid by any means. Others are deterred by 
uncertainty over future criteria for access to the FCL54.  

 Bilateral FX swaps. In response to the crisis, the central banks of major countries 
opened swap agreements with each other. The Federal Reserve also offered swap 
lines to Brazil, Korea, Mexico, and Singapore. In Europe, Nordic central banks 
provided swaps to Iceland, Latvia and Estonia. While these swap lines were essential 
during the current crisis, their granting is somewhat ad hoc, it is not transparent, 
and, as some observers argue, it also involves, or may involve, political motives. 
The Federal Reserve used the phrases “fundamentally sound and well managed 
economies” and “four large and systematically important economies”55 in the press 
release notifying about the swap lines. Other prudent emerging countries, even if 
they were systematically less important, may have also wished to receive such a 
support56.  

 
54 In the EU, the medium-term financial assistance facility for non-euro-area EU countries serves a similar role as 
the IMF’s SBA and can not help countries with sound fundamentals, such as Poland, that experienced a substantial 
exchange rate depreciation and serious pressures on its government bond market. 
55 See the press release at: http://www.federalreserve.gov/newsevents/press/monetary/20081029b.htm 
56 The European Central Bank agreed to swap lines with major central banks, including the central banks of 
Denmark and Sweden, but has not offered it to any country in emerging Europe. 
 

69 

http://www.federalreserve.gov/newsevents/press/monetary/20081029b.htm


The Future Development of Global Imbalances - Topic 1 - Monetary Dialogue March 2010 
_________________________________________________________________  
 

 Regional arrangements. In Asia the Chiang Mai initiative developed after the 
Asian crises of 1997/98 and it certainly has merits, but the amount that can be 
drawn automatically is small. Multilateralisation is currently being discussed. But 
regional swap lines and other reserve pooling facilities by construction cannot 
address situations when the whole region suffers from a synchronised external 
shock (unless there is a substantial external contribution to the regional facility). 

Reforms of the international monetary system should address at least the weaknesses of 
current facilities: 

 Reforming the IMF and its facilities. The stigma perception attached to IMF 
activities in certain countries is a pity, because the IMF resources were tripled in 
response to the April 2009 G20 summit and the bulk of available funds remained 
idle despite the desperate need in several countries to counteract capital outflows 
and boost confidence. Consequently, the most natural way to address the self-
insurance motive of the demand for reserves is to reform both the governance of 
the IMF (increase the representation of emerging and developing countries) and its 
facilities. For example, eligibility to the Flexible Credit Line could be made automatic 
based on well defined pre-qualification and trigger systems. 

 Reforming bilateral FX swaps. It is difficult to see how any system of bilateral 
swaps can be designed, as providers of FX liquidity may wish to retain the right for 
discretional decisions. Also, there could be potentially a large number of countries 
wishing to benefit from such swaps, which may be difficult to manage in a 
decentralised way. The role and also the willingness of major central banks to 
substantially extend bilateral swap facilities are uncertain. 

 Designing new multilateral mechanisms. Designing a new system for temporary 
liquidity support for prudent countries in the wake of external disruptions in capital 
flows that does not suffer from the perceived stigma effect of IMF operations is a 
promising avenue. This is currently contemplated in the preparation for the G20 
presidency. For example, Lim (2010) and Rhee (2010) advocate an ‘FX Liquidity 
Insurance Mechanism’ (FLI) that would provide temporary credit and/or guarantee 
schemes for prudent countries or domestic financial institutions in prudent countries. 
The IMF certainly should play a role in the FLI due to its established central role in 
the current international monetary system, its well functioning organisation, and 
expertise, but individual governments and central banks can provide funding or 
guarantees to the FLI. The critical issue is balancing conditionality and moral hazard.  

 Multilateral lending to regional arrangements. The IMF has indicated openness 
to the idea of supporting regional arrangement and this could be a way to overcome 
their shortcomings in the presence of major shocks.  

While reforms discusses so far would certainly promote financial stability, their success in 
reducing global imbalances depends not just on the credibility of the result of the reform 
(will countries trust the new system enough to decrease their demand for reserves?), but 
also on the role of the self-insurance motive in the demand for reserves. When this motive 
is the dominant and credible insurance mechanism can be set up, the reforms can reduce 
future global imbalances. But this is not the case when other motives discussed in section 
1.1 dominate.  
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Limiting exchange rate misalignments 
The next avenue is to limit exchange rate misalignments, either through multilateral 
surveillance or with the help of an institutional mechanism.  

Multilateral surveillance is a natural option to pursue. The Pittsburgh declaration states that 
“ensuring a strong recovery will necessitate adjustments across different parts of the global 
economy” and as part of its assessment of growth and current account perspectives, the 
IMF is likely to make recommendations for various sorts of policy adjustments, including 
exchange rate regimes and policies.  

This will be a challenging task, especially after the failure to implement the 2007 revision of 
the 1977 decision on exchange rate surveillance. The fact that the US authorities were 
instrumental in pushing for a more aggressive approach to exchange rate surveillance 
bodes bad news on the perception of the Fund’s future even-handedness.     

Beyond mere surveillance, the question is whether an institutional mechanism can be put in 
place that avoids exchange rate misalignments and especially ensures that policies that 
amount to deliberate exchange rate undervaluation cannot be implemented.57  

Experience with target zones in the 1980s and the 1990s is not encouraging. In spite of a 
collective commitment to them within the framework of the Plaza (1985) and especially the 
Louvre (1987) agreements, major economic powers remained reluctant to submit their 
domestic policies choices to an external exchange rate-related rule. This applies even more 
today when many countries have adopted policy frameworks geared towards domestic 
targets.  

Future monetary arrangements 
Beyond mere repair, can the international community prepare grounds for a more 
fundamental international monetary reform that would contribute reducing global 
imbalances and help redirecting capital flows towards poorer countries? After decades of 
silence, the discussion started again recently, following the posting of an ambitious paper 
by Governor Zhou Xiaochuan (2009). In this paper, the governor of the PBOC suggested 
that “The outbreak of the crisis and its spillover to the entire world reflect the inherent 
vulnerabilities and systemic risks in the existing international monetary system”.  

Against the background of tectonic shifts in the global economy, the revival of the 
international monetary debate is a welcome development. There is room for reflection on 
the way major shifts in the balance of international economic power will be reflected in the 
rules of international money. Reforms of the international monetary system are however 
far off and it would be excessive to count on such a reform to bring a solution to the 
problem of global imbalances.  
 

 
57 Goldstein (2010), for example, proposes a system to limit current account imbalances to, say, four percent of 
GDP, with perhaps a lower threshold for systemically important economies. Failure to comply with the rule would 
induce penalties ranging from intensive consultations with the IMF to World Trade Organisation (WTO) approved 
trade policy retaliation and forfeiture of eligibility for SDR allocations and for an increase in the IMF quota of the 
country concerned. 
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THE G20 SURVEILLANCE PROCESS 
The “Framework for Strong, Sustainable, and Balanced Growth” is a very ambitious 
venture, which basically aims at succeeding at G20 level where the G7 never really 
succeeded. It risks disappointing. It should however be supported because it provides a 
rare opportunity to build on the spirit of multilateral cooperation that manifested itself 
during the crisis to foster a closer coordination of national economic policies. If 
implemented – even only partially – it could be a vast improvement upon the current state 
of affairs.  

The G20 could also be useful in initiating changes in various kinds of insurance mechanisms 
and a reform of the IMF. Coordination of regulatory changes in the financial systems can 
also contribute to a decrease in leverage of various actors of the economy and can reduce 
the chances of future unsustainable bubbles, and thereby it can indirectly improve domestic 
savings in countries with low savings rate, which would lessen global imbalances as well.  

There is a question, however, as regards the ability of the EU and the euro area to play 
their full role in the G20 process. While Europe’s commitment to the multilateral process is 
certainly stronger than those of most other players, it is confronted with significant 
difficulties regarding the principles and implementation of the G20 process and its 
consistency with EU coordination processes. 

European coordination processes – especially the SGP and the Lisbon process – are based 
on two principles of importance in the EU. First, all countries are treated equally 
irrespective of their size, so that eg a budgetary deficit in Ireland is consider as much of 
concern than a deficit in Germany. Second and consistent with the first principle, 
instruments are pre-assigned to objectives, for example structural reforms contemplated as 
part of the Lisbon process are expected to deliver growth.  

The principles of the G20 coordination process are likely to be rather different. First, the 
IMF (which serves as a secretariat to the G20) is likely to start from major imbalances and 
put the emphasis on policy corrections by the major players. Second, its philosophy is likely 
to be more pragmatic – it is likely that it will start from a diagnosis on what the major 
problems are and examine responses in relationship with this diagnosis. In other words, 
G20 coordination is unlikely to be rules-based whereas this is the case for EU coordination.  

Coming on top of issues of representation, the difference in approach between these two 
processes may generate tensions and result in a handicap for the implementation of the 
G20 process in Europe. It would be advisable for the EU to prepare and give thoughts to 
ways to overcome this tension, if it does not want to take the risk of becoming an obstacle 
to the effectiveness of a process it is a strong supporter of.    
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